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(1/13) Trad-Fi University: Discounted Cash Flow analysis 101

Come learn about the tool serious investors and businesses
use to make their decisions!

(2/13) Not financial advice. Not anything advice. Not even vocabulary advice.
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(2/18) Not financial advice, this is a product
announcement. But I'm sick of my old perma-link so
here's the new one:

| do not give financial advice and you should not consider
anything | say financial advice. Sometimes I've gotten a
few bucks to write. You never know.
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(3/13) Consider the following two investments:

- Bond A that pays $100 in 1 week
- Bond B that pays $200 in 1 year

Investments require dedicating and tying up capital; you must make a choice.

How do you decide which is the better investment?

(4/13) This type of analysis is tricky because you have to measure both $ value and when it
actually pays out.

Bond A pays less than Bond B, but it pays much quicker. You would have 51 weeks to use
your $100. Maybe buy $ETH? Who knows it might 10x in a year ().
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(5/13) Discounted Cash Flow (DCF) analysis is a method of valuing cash flow that analyzes
future value as if it existed today.

Let’s walk through the formula:

DCF =CF / (141)"t
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DCF =

where:

CF; = The cash flow for year one

CF, = The cash flow for year two

CF,, = The cash flow for additional years

r = The discount rate

(6/13) DCF is (usually) measured in Present Value (PV) or Net Present Value (NPV).

These metrics express the time-value of money, and can be thought of as “if I had my future
cash flows today, the Present Value would be $X.”

DCF = NPV = CF / (1+1)"t

(7/13) Interest/Discount Rate (r) is the cost of dedicating capital towards the future payoff.
Specific to each individual applying DCF, it expresses the costs to be in an investment. These

costs generally come from two categories:

- Financing Costs
- Opportunity Costs

(8/13) Financing Costs

Let’s say you have 100 $ETH that you want to hodl forever, but just saw that @yugalabs is

launching ApeMutantBoredYachtKennelClub and you want in. Now you need 20 $ETH.

(9/13) Rather than trading away your $ETH, you could turn to @AaveAave and take a loan.
Every month the loan is active, you'll pay ~2% in interest.

Therefore, (part of) your discounting rate (the cost of tying up capital in your new NFT) is
~2%/year.
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(10/13) Opportunity Costs

You still have 100 $ETH and want that NFT, but you’re ok selling some $ETH. However,
your $ETH can be staked and earn ~4%; sell it and you can’t get that yield.

Therefore, (part of) your discounting rate (missed opportunity of staking) is ~4%/year.

(11/13) Building a bespoke discounting rate is the secret sauce of DCF analysis. Every

investor has different borrowing costs, alternate opportunities, flexibility needs, etc.

The formula will pop out a number no matter what you put in, it’s up to you to build the right

inputs.

(12/13) Once you figure it out, DCF analysis is incredibly powerful. It allows you to collapse
every cash flow, regardless of duration or time in the future, into a single metric.

With a single metric and an apples-to-apples comparison, investing becomes much less of
guesswork.

(13/13) DCF is one of those fundamentals that transcend investment class. As you become a
more sophisticated crypto investor, make sure you spend time learning the basics; you’ll not

only become a better investor, but we’ll create a better, more stable market.

Like what you read? Help me spread the word by retweeting the thread (linked below).

Follow me for more explainers and as much alpha as I can possibly serve.
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