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PREFACE

This tenth edition of our Cost
of Capital Study also marks a
milestone for us that we could
not have attained without your
participation.

The sustained high number of
participants and the positive
feedback from the previous
years has proven to us that
our Cost of Capital Study has
come to serve as a fixed com-
ponent in practical valuations
as well as welcome food for
thought for the further devel-
opment of valuation methods.

We would like to take this
opportunity to express our
gratitude to you for the par-
ticipation in our study as well
as the numerous interesting
discussions!

Dear readers,

Itis our pleasure to present you with the results of the tenth Cost
of Capital Study.

In our “Anniversary Edition” we analyze company decisions

in view of the continuing dynamics in the development of the
economic environment and the high level of market volatility. The
resulting financial effects of decisions have to be transparently
reflected in the company’s accounting.

Nowadays, business decisions are increasingly based on valua-
tion calculations. The core of any valuation is the correct deriva-
tion of the cash flow as well as the corresponding determination
of the cost of capital. We therefore link into the required value
orientation of business decisions and focus this year's content
on the methods and opportunities that have been further devel-
oped for the quantitative assessment of the cash flow as well as
for the resultant considerations of quantitative recording of the
corresponding risks as compensating components in the cost of
capital.

Consequently, we compiled this year’s Cost of Capital Study
under the motto of “Value enhancement in the interplay of risks
and returns”. In addition, we present our Corporate Economic
Decision Assessment —a KPMG method in response to the cur-
rent challenges of the market.
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Based on this motto, this year's Cost of Capital Study focuses on
the following subjects:

e Consideration of performance and risk drivers
e Stress testing in times of high volatility

e Quantification of operative risks

Effects of the low-interest phase

e Paradigm shift in the determination of the market risk premium

Value enhancement as a decision-making metric

Along with the continued development of the study, we have
also modernized the presentation of the results. This is apparent
not only in the new layout, but also in the individual, interactive
opportunities for analyses from the study on our website.

We hope that this year’s Cost of Capital Study also meets your
expectations and serves as interesting reading. We would gladly
discuss the results with you in the framework of a personal
appointment and are, of course, available for any questions and
comments you may wish to offer.

With best regards,

Dr. Marc Castedello Stefan Schéniger

Partner, Partner,
Deal Advisory, Valuation Deal Advisory, Valuation
KPMG AG Wirtschafts- KPMG AG Wirtschafts-

prifungsgesellschaft prafungsgesellschaft



4| Cost of Capital Study 2015
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Focus on develop-
ments in volatile
markets

Impact of the contin-
ued difficult market
environment on the
practice of valuation,
in particular on the
cost of capital

w Initial querying of the
transaction behavior

and intentions of
companies

Focus on managing
uncertainty

w First extensive industry

analyses

Impact of volatility on
financial forecasts

Interaction of the
risk-free rate and
market risk premium

Other risk premiums

Sustainable growth
rate

w Detailed analyses for

every industry

Consideration of risk
in the derivation of
cash flows

Risk equivalence in
determining the cost
of capital

Small cap premium

Debt beta: Sharing
of risk between
financiers

w Study layout in tablet-friendly

landscape format

Possibility of individual analysis
and data query with an Internet
platform

Corporate Economic Decision Assessment
Consideration of performance and risk drivers
Stress testing in times of high volatility
Quantification of operative risks

Effects of the low-interest phase

Paradigm shift in the determination of the market
risk premium

Value enhancement as a decision-making metric
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SUMMARY OF FINDINGS

Derivation of the Cash Flow

Planning uncertainty

The continuing volatility and
the uncertain future prospects remain

significant challenges

for planners and assessors.

Sustainable growth

In general, the sustainable growth
expectations of the study'’s participants remain

unchanged.

Cost of Capital
WACC Market risk premium
The average weighted cost of capital after The increased market risk premium of
corporate taxes and prior to growth discount 6 3percentin Germany and

(WACC, Weighted Average Cost of Capital) 6 4 t i )
decreased from 7.8 percentinthe -4 PerceiNtin Austria can only
partially compensate for the decrease in the

previous year to /.1 per cent risk-free rate.

The highest WACCs were to be observed in Beta factors

the media & telecommunications sector sspeslly I 10 ol o

with 8.0percentand energy & natural resources, the participants
automotive with 7.9 percent estimated a higher operative risk compared
the lowest in the health care industry to the [LEELET e )
By contrast, in the chemicals & pharmaceuticals
with 5-7Peme”t- and automotive sectors the participants foresee
a lower operative risk.
Risk-free rate
The risk-free rate reached an Cost of debt
historical low of 1.8’)8"[,‘8"1’, The average cost of debt is now only
3.4 percent

This means that the cost of taking on

debt has never been as low
for the participating companies.
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Impairment Test Values and Value Enhancement
Impairment Investment decision
The number of companies that Investment decisions were made
recognized an impairment on goodwill based both on sfrategy as well as
or assets remained at [f1€ level value-oriented objectives.
of the previous year

Capital market communication

The major portion of companies did not
use the derived corporate values and their

change over time in the Capital market
communication

Managing
the cONntinued value enhancement

of the own company is a very
important tool for decision-making
and management.
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STUDY PARTICIPANTS

This year 148 companies from Germany, Austria and
Switzerland participated in the study (2013/2014: 130).
Of these, 102 were from Germany, 17 from Austria and
29 from Switzerland.

With 73 percent, the participation of the DAX-30 com-
panies in the study remained unchanged and at a high
level. In addition, 34 percent of the MDAX companies
participated in our study this year (previous year:

32 percent).

SURVEY PERIOD

The survey of the companies occurred between March
and July 2015. The reporting dates of the consolidated
financial statements included in the study were be-
tween 30 June 2014 and 31 March 2015.

INDUSTRY ANALYSES

Analogous to the procedure in the previous years, it
was possible for a company to assign itself to more
than one industry. For industries with a response
from at least five participants, we performed separate
analyses.

In the industry-specific analyses, we concentrated on
the material cost of capital parameters. In section 6 of
the study, we show you the development of these es-
sential parameters over time. In addition, our industry
specialists provide insights into current developments,
trends and an outlook of the developments expected
for the individual industries.

Cost of Capital Study 2015 | 9

INDIVIDUAL ANALYSES

Furthermore, we would like to mention our Cost of
Capital website:

At www.kpmg.de/cost-of-capital you will find user-
friendly presentations of both the cost of capital param-
eters from our current study as well as the results of
our cost of capital studies from previous years. Beyond
that, beginning this year we provide you with an individ-
ual and interactive data analysis on our website. Using
your own search criteria, you can generate the data that
is relevant for you and therefore better understand the
values and developments of the cost of capital param-
eters that are relevant for you.
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CORPORATE ECONOMIC

DECISION ASSESSMENT (CEDA) -

A KPMG METHOD IN RESPONSE TO
THE CURRENT MARKET CHALLENGES

In the last two cost of capital studies, our focus was
already on the future market challenges and their
reproduction in companies’ financial forecasts. To that
end, we asked, amongst other things, to what extent
companies were prepared for the future demands
being placed on their financial forecasts and provided
advice regarding approaches and methods developed
internally.

The intense dynamics in almost every market — inde-
pendent of the industry — connected with the ever
more frequent, temporary market distortions and the
increasing occurrence of disruptive effects that could
threaten entire business models represent a primary
cause for the continued increasing challenges. Nowa-
days, companies are being confronted more than ever
with the task of spotting future trends and reacting

properly to them. This development is also reflected
in the KPMG's current CEO Outlook (www.kpmg.de/
globalceooutlook2015). Bad decisions in this context
may endanger the long-term existence of even major
players. The number of materially important corporate
decisions is not only increasing significantly, the time
required for preparation and implementation of the
decision is decreasing significantly.

As a possible response to the growing complexity of
the corporate environment, we have recommended
the implementation of established planning methods
and systems for solutions that are able to structure
and completely capture a company's value drivers and
extend them with multivalent strategic planning sce-
narios. Many companies have recognized the need for
expanding their strategic planning systems and intend
to invest in this important management area. Both
last year’s as well as this year’s Cost of Capital Study
show, however, that the implementation processes
required for this are still in the early stages.

This induced us to further develop the dynamic and
integrated planning approaches that we regularly apply
for the plausibility testing and analysis of value-added
financial forecasting. With the Corporate Economic
Decision Assessment (CEDA), we have designed a
value-oriented and simulation-based decision-making
method that enables companies to identify their
relevant value drivers, compare and uniformly assess
possible courses of action as well as to make and docu-
ment their corporate decisions consistently, taking into
consideration the accompanying changes in perfor-
mance and risk. (Figure 1, page 11)

The focus here is on the (added) value for the company
resulting from the decision. This (added) value can,
however, only be properly determined if the cash flow
and the cost of capital used for the derivation of value
are equivalent to one another for the specific decision.
This is especially true for both the corresponding risks
contained in the cash flow as well as in the cost of
capital.
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Dr. Marc Castedello

1 CEDA - Corporate Economic Decision Assessment
Partner, KPMG in Germany

Source: KPMG

“KPMG’s decision-oriented CEDA puts a ‘price tag’ on
every corporate decision and by doing so consistent-
ly and practically considers not only the performance
changes associated with the decision, but also the
company’s changes in risk.”
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In the issues we focused on in the previous years, we
pointed out that a more pragmatic approach to compil-
ing and considering risk is preferred in the practice of
valuation. Based on the frequently purely qualitative
assumption that the risk profile of a peer group is com-
parable with the valuation object, the beta factor of the
peer group is transferred to the valuation object as the
measure of the company-specific risk. This holds the
danger of the valuations becoming less correct, the
less the peer group companies are comparable to the
object being assessed and with one another. Increas-
ingly, we find that in the current dynamic market envi-
ronment, the trend is to obtain competitive advantages
by strategically changing the company so as to “distin-
guish” itself — specifically with regard to the own peer
group. Examples of this are attempts at integration or
the orientation toward markets that previously were
outside the core areas of the company. Both of these
are regularly directed at the change of the previous
company performance, flanked by a change in the
corresponding risk profile of the company. If, however,
a "benchmark” is missing in the future, the “valuation
means comparison” will become more difficult in the
long-term and approaches and methods will have to be
developed that go beyond the risk assessment that is
based purely on the peer group.

It is precisely here that the CEDA connects and closes
the increasing gap between the partially “assumed”
and the actually sought risk equivalence “to be de-
termined”. For one, CEDA determines the valuation-
relevant cash flow of a decision to be assessed on

the basis of simulation-based dynamic and integrated
planning models. On the other hand, CEDA simultane-
ously compiles the risks inherent in the cash flow and
quantifies them in a uniform manner. Cash flow and
the cost of capital become equivalent and are derived
on the basis of a uniform dataset from the company’s
individual performance and risk drivers.

Various courses of action can therefore be standard-
ized and assessed using a consistent approach and
compared with one another in a performance/risk
matrix. (Figure 2, page 13)

Based on this, it is possible in a second step with
CEDA to just as transparently and distinctly consider
additional risk components in the derivation of specific
decisive costs of capital as well as individual disruptive
and extreme scenarios.

Extreme scenarios — by nature the probability of them
occurring is very low — must regularly be considered in
the decision-making process. Companies should, how-
ever, decide to what extent they wish to be prepared
when a highly improbable event should occur. To that
end, the impacts of such scenarios are to be assessed
in isolation and additionally included in the decision.

CEDA therefore starts at precisely that spot where,
due to the increasing complexity of the corporate
environment, previous approaches and methods could
only fulfill to a limited degree the requirements of the
increasing demands for strategic financial forecasting
and the necessary quantification of the inherent risks.
CEDA then goes on to extend these approaches with-
out abandoning the previous methods. On the basis

of a conceptually closed approach, CEDA consistently
considers the value-relevant performance and risk driv-
ers of a decision within the decision-making calcula-
tions. The definitive added value that is generated in
this manner is in the transparency and comparison of
the alternatives through the actually expected change
in value.
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Value dimensions: Performance and risk

Source: KPMG
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2 DERIVATION OF CASH FLOWS




COMPLETE CONSIDERATION OF RELEVANT
PERFORMANCE AND RISK DRIVERS IN
DYNAMIC FINANCIAL FORECASTS

As a result of the high number of conceivable corpo-
rate scenarios, it can be assumed that the expected
value sought for assessment purposes cannot properly
be derived on the simple basis of single-value esti-
mates. It reflects much more frequently a probable
scenario, but not an expected value. (Figure 3)

Beyond that, the risks associated with a business
model cannot be compiled by means of a single-
value financial forecast. While a single-value financial
forecast may in principle reflect the expected value
sought, without knowledge of the distribution of the
expected cash flow, it is not possible to make a state-
ment about the inherent risks involved.

Along with the necessary, purely technical basis of an
integrated planning model that must be in the position
to simulate the widest range of parameters, the com-
pany’s value drivers have to be compiled as completely
and transparently as possible. Here we recommend
that all the relevant value drivers be compiled at the
various driver levels by means of detailed individual
analyses. These include, amongst others, the depend-
encies of the specific business model on the overall
markets just as it does the assessment of the business
models to the capital markets. The industry-specific
diversification effects or direct influences of the own
business model by direct competitors should be inves-
tigated. The direct benchmarking with a peer group
can provide valuable insights into relevant value drivers
for the company. In addition, attention should be given
to extraordinary external effects and disruptive sce-
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narios. The cash flows are impacted depending on the
specific business model to varying degrees by drivers
that are usually located between macroeconomic over-
all market parameters (for instance, GDP development)
and microeconomic influence factors (amongst others,
specific corporate cost structures). (Figure 4)

Realistic planning
should be within
the distribution

------ /

Driver levels

Source: KPMG

— Too optimistic planning
— Realistic planning
Too conservative planning

® Overall market
Capital market
Industry

Peer group
Company
Valuation object



16 | Cost of Capital Study 2015

The operationalization of the relevant performance
and risk drivers, i.e. the assessment of their actual
influence on the cash flow associated with the deci-
sion, is made by means of analyses that reproduce a
relevance order of the individual drivers. The possible
courses of action to be assessed can be reproduced
in a performance/risk matrix taking into consideration
the risk profile of the cash flow, allowing the assess-
ment of which change of performance is associated
with what change in risk (page 13). In a final step, it
is then possible to properly discount the cash flow
with the risk-equivalent cost of capital for the deter-
mination of the sum of the value associated with the
specific decision. (page 54)

A dedicated corporate analysis in the framework of
obtaining the cash flow completes the analysis of the
relevant performance and risk drivers and in particular
indicates to what extent the own business model

is susceptible to extreme scenarios and disruptive
effects. The information on the range and distribu-
tions of relevant value drivers obtained in the frame-
work of the individual analyses form the basis for the
conversion of simple single-value financial forecasts
to multi-value, simulation-oriented planning instru-
ments.

Dr. Andreas Tschépel
Partner, KPMG in Germany

“The performance and risk drivers that influence
the cash flow must be reflected systematically,
completely and unambiguously in the financial
forecasts as well as in the costs of capital.”

In view of this, the transparent aggregation of the
conceivable scenarios serves to determine the
expected value of the cash flow. Simultaneously, the
breadth and course of the distribution function (vola-
tility) of the cash flow provide additional, quantifiable
information on the risk inherent to the cash flow.
Subsequently, the consistent assessment of various
courses of action is possible as a consequence of the
resultant change in performance expected, taking
into consideration the associated change in risk. Bad
decisions based on a purely performance-oriented
perspective can be avoided and risks considered
transparently in the decision-making process.

The transparent distinction between performance
and risk effects provided by CEDA makes it possible
to make a final, purely value-oriented decision.

2.1 PREPARATION OF THE FINANCIAL
FORECASTS

The financial forecast is of primary importance in the
course of corporate valuations —regardless of the
reason — due to the fact that it must completely re-
produce the expected development of the operating
performance and risk drivers. To properly compile this,
systematically integrated and flexible planning models
are required. These also form the basis for multi-value,
strategic planning scenarios and simulations.

The degree of detail in the financial forecasts of this
year's study participants increased significantly again.
Of those surveyed, 61 percent reported their finan-

cial forecasts were based on a completely integrated
forecast (previous year: 41 percent). This means that
the valuation-relevant cash flow in the majority of the
surveyed companies results from the interaction of the
expected values in the individual planning components
(balance sheet, profit and loss statement and cash flow
statement).

The percentage of the participants in which an integrat-
ed planning of additional selected balance sheet items
or a complete balance sheet was applied also increased
compared to the previous year (2014/2015: 23 percent;
2013/2014: 21 percent). Therefore, in our opinion,
about 84 percent of the companies base the derivation
of the cash flow on an appropriate planning system.

In addition, the findings confirm our expectations of a
trend toward the extension of the controlling systems
within companies. (Figure 5, page 17)
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It is especially remarkable that companies from the
financial services use a completely integrated plan-
ning relatively seldom (24 percent). It is typical for the
banking and insurance industry that they generally
compile a budgeted profit and loss statement (budget
P&L) on the basis of their existing and sales-budgeted
new business. Instead of a forecasted balance sheet,
itis common that only the supervisory board relevant
items such as volume of loans and securities, capital
investments, insurance-technical provisions and equity
are listed so as to ascertain the budgeted maintenance
of capital and solvability ratios.

The selection of the planning period remains a matter
of some incongruity. A longer planning period means —
in particular in view of the observable, very dynamic
market particularities — a greater planning uncertainty,
if the planning period is not accompanied by additional
scenario and simulation analyses.

A (very) short planning period, on the other hand,
results in investment and product life cycles as well as
long-term industry developments not being properly
reproduced in the planning. This, in turn, leads to er-
roneous findings in the valuations and may then result
in bad decisions.

Degree of detail of the financial forecasts

Total (in percent)

Source: KPMG

80
60
40
20
Forecast of
a complete P&L

Forecast of
additional selected
balance sheet items
or a complete
balance sheet

Completely
integrated forecast
(P&L, balance sheet
and cash flow)
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The regulations of the IAS 36.33 (b) are also to be ob-
served in the case of impairment tests — at least with
the application of the value in use concept — whereby
the financial forecasts should in principle not exceed a
period of five years, unless a longer planning period —
for instance on the basis of production and investment
cycles — can be justified.

The majority of the companies surveyed continue to
apply a planning period of three to five years, whereby
there has been a slight shift to shorter planning peri-
ods compared to the previous year. Especially in the
fields of consumer markets (24 percent), technol-
ogy (20 percent) and media & telecommunications
(14 percent), the participating companies reported that
only a budget year was planned. This development
may, in our opinion, be justified in that companies are
reacting to the increasing volatility of the business
models by shortening the planning period due to the
fact that without the appropriate planning instruments
for the simulation of future trends as well as a lack of
appropriate scenario analyses, the planning insecuri-
ties increase the longer the planning period. This reac-
tion does, on the one hand, accomplish that the quality
of the planning for the near future is improved, but on
the other hand, it contains the increasing danger that
mid-term trends are included in the financial forecasts
at too late a date. (Figure 6, page 18)

Planning that exceeds the detailed planning period
(strategic planning) is, at 38 percent of the study
participants, experiencing a regressive trend (previ-
ous year: 42 percent). Strategic planning was espe-
cially performed more frequently by companies in the
energy & natural resources (56 percent), technology
(56 percent) as well as transport & leisure (64 percent)
industries. This can be due to the fact that the sustain-
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ability of volatilities as well as dynamic changes of the
former business models is already widely accepted in
these industries. Nevertheless, the KPMG study “Sur-
vival of the Smartest” (https://www.kpmg.com/DE/de/
Documents/survival-of-the-smartest-2014-kpmg-en.pdf)
shows that in the end every industry will be affected
by the trend of an ever-increasing change of pace for
existing business models. In addition, it should be
noted that the so-called strategic planning frequently
displays a significantly higher level of aggregation than
integrated and flexible planning systems.

The goal must therefore be to consistently include
future trends in integrated and dynamic financial fore-
casts, to reduce the associated planning uncertainties
and to properly consider the resulting performance and
risk effects in the valuation calculations.

Dr. Klaus Mittermair
' Partner, KPMG in Austria
“To the extent that the valuation object has still not
reached state of equilibrium after the detailed plan-
ning stage, a general planning phase should be sup-
plemented. For the terminal value phase, an estimate
of the long-term level of returns for the company be-
ing valued can be performed, taking the convergence
processes into account. This requires an exhaustive
analysis with the strategic direction and positioning
of the company as well as the convergence pro-

cesses.”

n Planning horizon - yearly comparison
Total (in percent)
Source: KPMG

50

40

Three planning Five planning
years years

One budget year

47
30
20
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W 2014/2015

Another number
of planning years

STRESS TESTING IN TIMES OF HIGHER
VOLATILITY AND DISRUPTION

The consistent analysis of the impact of exogenous
effects and disruptive events plays a major role in
the course of corporate decision-making and the
strategic financial forecasting on which they are
based.

Robust strategies despite increased volatility

In increasingly globalized markets, exogenous fac-
tors such as currency exchange rates or political
tension result in significant consequences for local
economies — in ever greater dimensions and ever
shorter intervals. Changes occur in the market condi-
tions at a significantly more dynamic rate. Subse-
quently, companies are confronted with previously
inconceivable, extreme conditions in increasingly
shorter intervals. Almost every industry knows the
so-called “black swans”. Slowly or very suddenly,
they threaten established and, to date, success-

ful business models. Breeding black swans has
even become a business model that has become
extremely attractive for investors. If successful, the
investment may pay off in multitudes of the original
sum — which in turn accelerates the spiral of innova-
tion and disruption even further. The consequence is
that the half-life of successful, established business
models may be rapidly reduced.

International

th KPMG
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How should business leaders react?

In view of these extreme dynamics, companies are
increasingly confronted with the task of subjecting
their existing business models to stress tests that in
particular measure the robustness toward previously
inconceivable and disruptive exogenous influences.

In practice, the assumptions made in the strategies
with regard to the exogenous future and, especially,
the interdependencies between these assumptions,
are frequently subjected to plausibility testing on only
a very rudimentary basis, if at all. In most cases the
company does not possess the necessary tools. From
the so-called set of premises there are often only

a small number of factors — and these only singu-

lar — that vary, for instance, an oil price of 200, 100 or
50 US dollars, which basically represents a best case,
worst case and realistic case. This means that not only
are inconceivable developments ignored or neglected
in the plausibility process as being too improbable, but
the conceivable alternatives and, especially, the exist-
ing correlations between the individual exogenous
influences, are frequently not included completely or
unreliably or poorly. The corporate practice applied to
date is, in our opinion, no longer suitable for reacting to
the increasingly dynamic and erratic corporate environ-
ment.

How do successful companies act in a volatile
environment?

Companies that are successful in a volatile environ-
ment are, along with their ability to most thoroughly
include and process future environmental scenarios,
also prepared for the greatest number of differing,
even extreme manifestations of the future. They are

in the position to test their strategic considerations in
a near real “wind tunnel” prior to implementation and
therefore test them against stress from hurricanes.
They know the impact of the “inconceivable” or “im-
probable” and simulate the corporate performance of
their strategies in a number of exogenous, extreme
scenarios. This requires, as noted in section 2, ad-
ditional flexibility and agility in the strategic corporate
planning. The million-dollar question after the compil-
ing of the future environmental scenarios is therefore:
“What if?"” Especially important in connection with
extreme exogenous effects and disruptive events

are which variations of such an extreme future are
consistent within themselves, what combination of
external influences is even reasonable and how does
the company behave with the intended strategy in any
one of these extreme weather conditions? Companies
that have these responses available in addition to the
proper measurement of their performance and risk
profile will be successful in the long term because they
are better prepared for an unexpected hurricane.
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In general, one can base assumptions on not more than
four to five different, extreme future scenarios. The
corporate performance with the selected or intended
strategy is to be simulated for each of these material
scenarios. To compile extreme effects and disruptive
events, we recommend setting up an appropriate sce-
nario/strategy matrix that makes the risks and opportu-
nities equally transparent. (Figure 7)

Scenario/Strategy matrix

Source: KPMG
Scenario/ Scenario 1 Scenario 2 Scenario 3
Strategy matrix
Strategy A . .
Strategy B .
Strategy C .
Strategy D .

Very successful, measured on the risk profile (EBIT, FCF)
Successful, measured on the risk profile (EBIT, FCF)
® Not successful, measured on the risk profile (EBIT, FCF)
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Beyond that, the decision-makers should always be
aware of which exogenous influences have had a sig-
nificant impact on the own business model to date and
which extreme manifestations are basically conceiv-
able. To compile extreme and disruptive future scenar-
ios is to simulate what happens when these driving,
exogenous influences are, for instance, no longer
present, change or reverse themselves. The goal is to
grasp the improbable and neutralize assumptions such
as “that never happened before” or “that is completely
out of the question”. Only through this process can
decision-makers recognize from which direction black
swans might attack the own business model, i.e. what
are the openings for disruptors. From this dissection of
the own business model, special knowledge will come
to light about how new business models might look
that could complement or secure the former business
model or that could even penetrate the competition’s
business models.

What is the added value?

The supplementation of the value-oriented, simula-
tion-based strategic corporate planning for any pos-
sible weather conditions by additional approaches and
analyses for detecting and utilizing disruptive exoge-
nous extreme situations supports corporate leaders in
deciding which strategy will be successful even under
extreme exogenous scenarios. Within the framework
of this two-stage decision-making process with CEDA,
the orientation on performance (what is the most
promising strategy) and risk (what is the most robust
strategy) and therefore on the associated economic
value added remains consistently in place, even with
the assessment of extreme scenarios. The company
is consequently prepared for any weather conditions,
even the most improbable which, in case they do
occur, leave the greatest mark. Companies that today
have the relevant tools and approaches available and
along with a satisfactory testing track also possess a

wind tunnel to simulate extreme situations —and can
run it properly — will recognize unique opportunities and
disruptive risks at an earlier date, make investments
more successfully and with greater accuracy, minimize
strategic risks and deliver reliable results. Subsequent-
ly, they will be somewhat more independent of a fluctu-
ating and partially erratic environment. Not only will the
capital markets respect such companies, but decision-
makers and supervisory boards are then in a position to
more consciously and certainly apply or approve strate-
gies and the associated investment funding.

Dr. Andreas Bonnard
Partner, KPMG in Germany

“To be successful in the long term it is important not
only to be able to predict the weather, but also to
be adequately attired and to carry a survival kit for

ru

‘emergencies’.
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2.2 G R 0 WTH EXP E C TA TI ON S n Economic forecast of real growth of the gross domestic product

. . Total (i ¢
The assumptions with regard to the expected growth otal {in percent)

in sales as well as the achievable results, such as
EBITDA or EBIT, are primary parameters in compiling a
financial forecast. 4

Source: KPMG analyses on the basis of data from The Economist Intelligence Unit Limited, 31 August 2015

From the general economic perspective, the achiev-
able results are also influenced by the future overall
macroeconomic development. The current economic

forecasts for the upcoming years for Germany, Austria
and Switzerland assume a primarily stable, positive W Germany
growth. (Figure 8) I N W Austria

. -— | | Switzerland
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2.3 DETERMINATION OF EXPECTED VALUES

Of the possible responses for the determination of
expected values for the valuation-relevant cash flow,
at 83 percent, the single-value estimate in accord-
ance with the financial forecast continues to be the
most popular amongst the participants (previous year:
86 percent). (Figure 11)

For the first time this year, there were participants that
applied more complex systems for the derivation of
the valuation relevant cash flow. As explained in our
special subjects, planning takes on a greater impor-
tance in times of increased uncertainty and volatility.

Measurement of the expected value
Total (in percent)

Source: KPMG

1

W Single-value estimate as
per the financial forecasts

W Simple scenario
(best, normal, worst case)
and equal weighting of
the scenarios

Simple scenario

(best, normal, worst case)
and weighting with varying
probabilities of the financial
forecasts

Complex scenario analysis
(for instance, by means of
Monte-Carlo simulations)

In view of this, it appears to be unavoidable for compa-
nies to apply financial forecasting as a steering instru-
ment and consistently expand their quality and flexibil-
ity. In particular scenario-based, multi-value financial
forecasts make it possible to systematically record the
performance and risk drivers and to reproduce them
sufficiently.

Determination of the terminal value
Total (in percent)

Source: KPMG

0

| W Last projected year

W Last projected year and
top-down adjustment
Average of projected years
Other

2.4 DETERMINATION OF THE
SUSTAINABLE YEAR

An important value driver in determining the value of a
corporation remains the amount of the cash flow in the
terminal value. In principle, the company should have
reached the so-called “steady state” as the starting
point for determining the terminal value.

The vast majority of the companies (92 percent) based
their determination of the terminal value on the last
projected year — if necessary under consideration of
top-down adjustments. (Figure 12)

It is precisely the sustainable result that should be
derived on the basis of different scenarios and consid-
ering the long-term performance so as to determine
requisite expected values for valuation purposes.
Simulation-based methods such as Monte-Carlo simu-
lations are available to that end.
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3 DETERMINATION OF THE
COST OF CAPITAL PARAMETERS



QUANTIFICATION OF THE OPERATIVE RISKS
IN THE COST OF CAPITAL

The proper recording of the operative risk in the cost
of capital is of primary importance for the valuation of
companies. The future cash flows are uncertain and
therefore have to be included in the valuation calcula-
tion with their expected value. At the same time, the
operative risk of the cash flow equivalent must be
reflected in the cost of capital, which makes its quanti-
fication a basic necessity.

To consider the risk contained in the cash flow in the
cost of capital, the practice of valuation applies a mar-
ket risk premium based on the Capital Asset Pricing
Model (CAPM). The market risk premium is weighted
with the company-specific beta factor. As a rule, the
beta factor is determined on the basis of the peer
group. To what extent the peer group applied actu-
ally carries the operative risk sought for the assessing
decision cannot be definitively judged due to the lack
of uniform and operational approaches to risk quan-
tification. In the result, the required “generated risk
equivalence” is frequently replaced by an “assumed
risk equivalence”. If there is no congruence, erroneous
valuations may result from an insufficient considera-
tion of the risk.

The peer group based approaches generally applied to
date can only partially document the operative risk of
the valuation object, if

e Companies are increasingly less comparable to one
another on the basis of purely qualitative distinctive
features,

e Business models increasingly penetrate different
industries at the same time,

e High volatilities in the capital markets increasingly
hamper the derivation of stable empirical data.

CEDA supplements the previous established meth-
ods and quantifies the operative risks associated with
a business model. The basis for this is formed by
integrated planning models that are in the position to

process scenarios and simulation analyses. (Figure 13)
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The influence of value drivers on the volatility of the
cash flow and therefore on an important part of the
operative risk of a company can both be isolated — by
means of so-called tornado diagrams — as well as
illustrated in complete combination in the form of a dis-
tribution function of the cash flow from which the risk
profile can be read. (Figure 13 and Figure 14, page 26)

In the framework of this transparent approach it is pos-
sible, under consideration of a number of conceivable
scenarios, to not only determine the expected value of
the cash flow for the individual years, but also to quan-
tify a very material part of the operative risk — reflected
in the future fluctuations of the cash flow.

Tornado diagram

Risk drivers 4
Value drivers 4

©»

Risk drivers 1
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Risk drivers 2

Risk drivers 3
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A decision about the various alternative actions, for in-
stance, the acquisition of the transaction object 1 or 2,
cannot therefore be made simply by considering the
individual performance, but rather by also considering
the risk that accompanies the specific performance.

In this way, it is possible to assess whether an action
has a higher or lower performance and how its related
risk position is. In addition, direct comparisons to other
alternative actions are possible. These comparisons
are visualized by means of a performance/risk matrix.
(Figure 15)

Beyond that, the interdependencies of the capital
market that may occur can be compiled — depending on
the alternative course of action — between the overall
market and the company. The company's valuation-
relevant risk, under consideration of its risk profile as
well as its external interactions with the capital market,
can be derived in the result and correctly compiled in
the cash flow and the equivalent in the corresponding
cost of capital.

This provides extended possibilities to base corporate
decisions on additional, robust quantitative analyses.
Possible valuation errors based on purely qualitative
statements can be avoided.

7 4 Risk profile

Source: KPMG
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Dr. Andreas Tschépel
' Partner, KPMG in Germany
“The performance and risk-based CEDA approach
developed by KPMG makes the compiling of
company-specific risks transparent in the result.
It extends the existing valuation methods and
demonstrates possible solutions for valuations

in a world that is becoming increasingly less
comparable.”

7 5 Performance/Risk matrix
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3.1 WACC OVERVIEW

The downward trend of the weighted average cost
of capital (WACC) that has been observed since
2009/2010 continued again within the last year.
(Figure 16) The primary cause of this development is
the decrease of the risk-free rate and the associated
decrease in the costs of equity and debt.

When considering the average WACC applied by all the
surveyed companies as well as the WACC of the indi-

vidual sectors, it should be noted that the data stems
from companies from different countries, partially from
different currencies and from varying points of time.

The decrease of the overall average is also reflected
in the developments of the individual sectors. The
greatest decreases of 1.9 and 1.4 percentage points
are to be found in the health care and financial
services industries, respectively. In the chemicals &
pharmaceuticals industry, the average WACC was

WACC (after corporate taxes)
Total (in percent)

Source: KPMG

7.9 7.9
6
4
2
0

2005/ 2006/ 2007/ 2008/ 2009/ 2010/ 2011/
2006 2007 2008 2009 2010 2011 2012
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1.2 percentage points below the value of the previous
year. The technology and energy & natural resources
industries each registered a decrease in the average
cost of capital of 1.1 percentage points. Only in the
media & telecommunications industry was there a
slight increase. (Figure 17)

I 7 WACC by industry
(in percent)

Source: KPMG
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This year's survey once again demonstrated that the
companies frequently use different costs of capital for
different valuation purposes.

While with about 63 percent, a majority of the study
participants perform at least one comparison between
impairment test and M&A transactions/investment
decisions, only 45 percent of the companies reconcile
the cost of capital in the framework of valuations for
fiscal purposes with those for the impairment test.
(Figures 18 and 19)

Deviation of the cost of capital in M&A transactions and
investment decisions
Total (in percent)

Source: KPMG

W Higher cost of capital
for impairment test

W Lower cost of capital
for impairment test

No difference
Not compared

This result is to be viewed critically in that the cost of
capital for the individual valuation purposes should
at least be based on consistent concepts and there
should only be event-driven deviations in the param-
eters inisolated cases — if at all.

Deviation of cost of capital for fiscal valuations
Total (in percent)

Source: KPMG

W

W Higher cost of capital
for impairment test

W Lower cost of capital
for impairment test

No difference
Not compared

3.2 RISK-FREE RATE

After an increase of the risk-free rate was observed for
the first time last year, the continuing downward trend
of the average risk-free rate that began in 2008/2009
has continued this year. Analogous to the development
of the returns for bonds from Germany, Austria and
Switzerland, the risk-free rate used by the study partici-
pants in the study period also dropped dramatically to
an historical low of 1.8 percent. (Figure 20, page 29)

In appraising the average risk-free rate applied by all the
surveyed companies, it must also be considered that
the company data here stems from different currency
zones (euro versus Swiss franks) and from different
reporting dates.

While the companies from Germany and Austria ap-
plied a risk-free rate that decreased by 0.8 percentage
points to 1.9 percent, the risk-free rate in Switzerland
was 1.4 percent and therefore 0.5 percentage points
below the previous year. As a result of the strong drop
of the average risk-free rate applied in Germany and
Austria, the difference in returns between the two cur-
rency zones continued to decrease. (Figures 21 and 22,
page 29)
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Average risk-free rate applied Average risk-free rate applied

Total (in percent) Germany/Austria versus Switzerland (in percent)

Source: KPMG Source: KPMG
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When analyzing the risk-free rates applied, the differ-
ent maturities of the government bonds/yield curves
used also have to be considered. In view of the, gener-
ally, existing premises of the going concern and the
resultant infinite timeframe of a corporate valuation,
the longest-term interest rate is preferred to guarantee
the term equivalence and therefore the application of
long-term yield curves.

This principle was adhered to by 37 percent of all the
study participants in the observation period (previous
year: 36 percent). Consequently, they apply govern-
ment bonds or yield curves with a term of 30 years or
more to determine the risk-free rate. In Germany and
Austria, this procedure was applied with an above-av-
erage frequency (43 percent). In the Swiss companies,
the derivation continues to be based on government
bonds/yield curves with a maximum term of ten years
(70 percent). (Figures 23 and 24)

To illustrate the effects that result from applying ten-
year or thirty-year bonds, in the following chart we
have compared the average difference in returns of
government bonds from Germany and Switzerland.
(Figure 25)

Determination of risk-free rate
Germany and Austria (in percent)

Source: KPMG
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than 30 years
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Determination of risk-free rate
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Source: KPMG
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EFFECTS OF THE LOW-INTEREST PHASE
IN THE FRAMEWORK OF CORPORATE
DECISION-MAKING PROCESSES

The development of the return on German bonds,
which is reflected in the historically low risk-free rate,
has a material impact on the appraisal of every invest-
ment, transaction or financing decision in a company.
Within the valuation calculations applied for the
decision-making, the capitalization interest rate and
therefore, the risk-free rate, are of material importance.
Simply assuming the current interest rate without
consideration of the impact on the other parameters of
the capitalization interest rate and the cash flow leads
to distortions of the valuation results and therefore the
basis of the decision-making.

Transactions

The basis for determining a purchase price is gener-
ally based on a valuation of the transaction object. The
valuation requires a forecast of the transaction object'’s
cash flow and the required return on the investment as
expressed by the cost of capital. In the past few years,
extensive empirical studies have shown that despite
the reduction in the risk-free rate there has not been

a corresponding decrease of the expected returns for
higher risk investments. The market risk premium — as
the difference between generally expected returns
and the risk-free rate — should have subsequently
increased, which would reflect the increased risk-
aversion observed in the practice of valuations during
this period. Only since 2015 — when the risk-free rates
again dropped significantly — have there been signs
from both the capital markets as well as in the initial

announcements of some companies that expected
returns have been reduced.

While the companies’ expectations remain, for the
most part, unchanged, this development is being
expressed in increasing stock prices and a tendency
to higher purchase prices. In addition, there is the high
level of liquidity available in the financial markets and
for transactions.

With the simple assumption of the low risk-free rate
without the corresponding adjustment of the expected
cash flow and/or risk premiums, there is the danger
that in the framework of the transaction the corporate
valuations are too high and, consequently, a too high
transaction price is paid.

' Karen Ferdinand

Partner, KPMG in Germany

“In particular the buyer should consider which
adjustments are to be performed on the risk
premiums or the planned profits, so that the
transaction price paid does not exceed the
fundamental corporate value. The adjustment
requirements can be made transparent by means
of suitable methods such as scenario and simu-
lation techniques and therefore included in the
decision-making process.”
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Purchase price allocation and impairment test

The transaction is followed by the recognition of the
company acquired in the consolidated balance sheet

of the acquiring company. Within the framework of a
purchase price allocation, all the tangible and intangible
assets and debt are applied at fair value; the residual
volume of the purchase price represents the goodwill.
The issue of “proper planning” and “adequate costs of
capital” continue in this subsequent phase of the trans-
action. An overpayment resulting from an overvaluation
will encumber the group’s earnings with write-offs in
the coming years.

This risk always exists if the actual events remain
below ambitious expectations or the returns on alterna-
tive investment opportunities and, therefore, the costs
of capital continue to increase. In particular with listed
companies, the write-off of goodwill or other assets
takes on a public aspect when financial statements or
annual reports are published.

Pension provisions

The height of pension provisions (as with all long-term
provisions) is currently being impacted to a high degree
by the interest rate. As a result of the low risk-free rate,
the value of the liability item, which is based on the dis-
counting of future obligations, is increasing. This then
would, amongst other things, decrease the balance
sheet equity ratio — if other conditions remained un-
changed; the equity ratio in turn is applied by financial
analysts to assess the company or affects the condi-
tions for obtaining credit.
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Corporate planning and steering

Primary issues for decision-makers in the framework
of strategic planning and steering of companies are:

e \What are my company's relevant areas and products
that will also fulfill my expectations for earnings in
the future?

e \What risks are associated with these expected
returns? How are these priced?

When applying benchmark and target returns, the
question must be raised as to whether these were
properly determined considering the current capital
market situation in general and the low risk-free rate
in particular. In addition, uncertainties in the expected
profit contributions should be made transparent by
means of scenarios and simulations and reproduced
correspondingly through risk premiums in the costs of
capital and, therefore, in the target returns.

Refinancing opportunities/risks

The current low-interest environment has dramatically
improved the opportunities and costs of refinancing for
companies. Companies should take advantage of this
window of opportunity, in particular for the reorganiza-
tion of existing financing structures.

The “cheap money"” does, however, carry the risk that
the company may make investments especially in view
of the favorable conditions for debt, without properly
appraising the inherent risks of the investment deci-
sion. For instance, the risks of any subsequent financ-
ing that must be concluded at future (more expensive)
conditions. The supposedly positive investments may
then prove themselves to be unprofitable at a later
point in time.

Inheritance and gifts

In determining the inheritance and gift tax, at the mo-
ment the so-called simplified fiscal discounted earn-
ings method is frequently being applied. Unlike with
the normal discounted cash flow method, this method
does not hark back to expected profit volumes, but
rather to data from the past and the relevant capitaliza-
tion interest rate is not derived from parameters ob-
servable in the market, but rather it is stipulated once a
year by the German Federal Ministry of Finance.

In 2015, the capitalization interest rate was 5.49 per-
cent. The leading capitalization factor for 2015 was
therefore 18.21. In 2014, it was still at 14.10. That
corresponds to an increase of about 30 percent, which
leads to a correspondingly higher gift or inheritance tax
value of the business assets. (Figure 26)

In view of this, in the framework of any gift or inherit-
ance, it should be examined if a more favorable fiscal
situation cannot be achieved by conducting a funda-
mental corporate valuation as per the principles of

IDW S 1 —also permitted as an alternative to the simpli-
fied income method. Counterproductive is that in a val-
uation as per IDW S 1, the consideration of the future
expected profits is generally above the profits achieved
in the past. Overall, the value obtained with the simpli-
fied income method for the year 2015 is, however, on
average about 20 percent above the corporate value as
per IDW S 1.

Simplified fiscal discounted earnings method versus corporate valuation as per IDW S 1

(as factor)
Source: KPMG
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3.3 MARKET RISK PREMIUM

The market risk premium describes returns demanded
by an investor above the risk-free rate for holding a
market portfolio containing risky securities. It should
be noted that the market risk premium is not a param-
eter that is directly observable in the capital market,
but rather —in accordance with the Capital Asset Pric-
ing Model CAPM that is predominant in practice — only
represents the difference between the empirically ob-
servable parameters market return and risk-free rate.

While the market risk premiums of the participating
companies remained relatively constant in the first
years of the study, an increase has been observed
since 2011/2012. (Figures 27 and 28)

The significant increase, especially in 2012/2013, was
due to the crisis-related, elevated risk aversion, which
is reflected in the recommendation of the Technical
Committee for Business Valuation and Economics
(Fachausschuss fir Unternehmensbewertung — FAUB)
of the Institute of Public Auditors in Germany (Institut
der Wirtschaftsprifer — IDW). The renewed increase
in the current year is due to the significant drop in the
risk-free rate, which many of the participating compa-
nies compensated, at least partially, with an increased
market risk premium.

The average market risk premium applied by the
German study participants of 6.3 percent was in the
middle of the range recommended by the FAUB. The
recommendation of a market risk premium (before per-
sonal taxes) of between 5.5 percent and 7.0 percent
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was issued in the framework of the “Comments of the
FAUB regarding the consideration of the financial mar-
ket crisis for the determination of the discount rate in
the valuation of companies” concluded on 19 Septem-
ber 2012.

Due to the fact that the market risk premium is not an
industry-dependent parameter, the market risk pre-
miums range once again across industries in a narrow
spectrum of between 6.0 and 6.5 percent. Only in the
financial services industry was it, at 5.6 percent, sig-
nificantly below this range. (Figure 29, page 34)

The analysis of the individual companies shows that
about 77 percent of the German study participants ap-
plied a market risk premium between 6.0 and 7.0 per-
cent. (Figure 30, page 34)

Average market risk premium
Total (in percent)

Source: KPMG
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Average market risk premium by industry

(in percent)

Source: KPMG
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PARADIGM SHIFT IN THE DETERMINATION OF
THE MARKET RISK PREMIUM

An extremely volatile capital market environment,
linked with two fundamental critical situations, has
resulted in the market risk premium being more
controversially discussed than hardly any other cost
of capital parameter. The discussion centers around
both the height of the market risk premium as well
as the style and manner of its determination.

All too frequently it has been forgotten in this discus-
sion that the market risk premium is not a directly
observable parameter, but rather — in accordance
with the capital assets pricing model CAPM pre-
dominant in practice — only represents the difference
between the empirically observed parameters mar-
ket return and risk-free rate. As a model, the CAPM
breaks the empirically observable market return
down into its components. It is precisely there-

fore not a model for formulating a return from the
combination of a risk-free rate and a freely chosen
market risk premium, a return that has nothing more
in common with the returns found on the capital
markets. Consequently, it is therefore necessary to
place the focus of the analysis on the market return
in general. The question is therefore not, what is the
“right” market risk premium, but rather what is the
“right” market return. When the “right” risk-free rate
is then deducted, the result is the “right” market risk
premium.

In the cost of capital studies of the last three years, we
showed how a robust determination of the market risk
premium — based on the assumption of, for the most
part, stable (real) return expectations — can also suc-
ceed in times of financial and debt crisis. The basis for
this, as well as for the vast majority of other studies

on the market risk premium, was analyses of histori-
cal returns that indicate for the most part constant risk
premiums over time.

Alongside that, models for determining implicit re-
turns have established themselves for some time in
research and more recently in the practice. They allow a
future-oriented determination of returns on the basis of
current capital market information. Here, risk premiums
are taken into consideration that can change over time.
The core is the familiar valuation equation:

Corporate value = Cash flow/Cost of capital
is converted into
Costs of capital = Cash flow/Corporate value.

For the prognosis of the cash flow, analysts’ estimates
are applied that are, with the increasing capital market
transparency, available in an ever greater scope for an
increasing number of companies and therefore allow
the standardized application of models for the determi-
nation of implicit returns on a broad basis. The observ-
able stock prices serve as the basis for corporate value.
In this way, it is possible to derive implicit returns both
for individual companies as well as for entire indices
and, therefore, implicit costs of capital for specific mar-
kets. (Figure 31, page 35)



Both the use of historical returns as well as implicit
returns each display strengths and weaknesses, which
explains why both methods are subject to justifiable
criticism.

An approach that was superior to these two methods
could not, however, be identified to date. It is precisely
that, in our opinion, that makes it necessary to not only
focus on one, but rather to apply both methods for the
determination of the market risk premium in the prac-
tice of valuation, so as to benefit from the individual
advantages.

These advantages in the historical returns are in the
reliable estimate of a stable corridor of returns. In the
implicit returns there is an advantage in the possibility
of the reporting date estimate and the stipulation of
short-term changes of the expected returns over time.
An additional advantage of the increasing importance
of implicit and therefore future-oriented returns is that
the cost of capital parameters risk-free rate and market
risk premium are not determined independently of one
another, but rather in a manner that is increasingly co-
herently with each other. The risk-free rate has already

Change of expected returns
(in percent)

Source: KPMG analysis on the basis of data from S&P Capital IQ
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been determined for years based on the reporting date
and future-oriented on the basis of current returns and
interest yield data.

The combination of historical and implicit returns de-
scribed makes it possible to estimate future-oriented
returns and their change over time and to effectively
exclude influences from any cooling or overheating
phases of the capital markets on the returns by simulta-
neous observation of long-term historical yield corri-
dors.

How is the development of implicit returns displayed?
Following the crisis-related increase of the expected
returns in the years 2011 and 2012, a normalization in
the direction of the long-term average of nominal circa
9 percent per year (or real circa 7 percent per year) oc-
curred. This level then demonstrated itself to be quite
stable throughout all of 2014. With the beginning of
2015, however, a noticeable decrease in returns be-
gan — both nominal and real. Only the latest turbulences
in the capital markets of China and the uncertainty with
regard to the interest policy of the Federal Reserve
Bank resulted in a return to an increase in yield. (Fig-
ure 32, page 36)

The assumption applied to date that primarily stable
expected returns was to be critically questioned so
that on the basis of the considerations described at
the beginning of 2015, for the most part, a constant
market risk premium of 6.75 percent with a risk-free
rate tending downward and decreasing market returns
was appropriate.
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As a result of the implicit returns of the DAX since the
end of 2013, an eye must be kept on the recent trend

of falling returns. Should this be the case, the impacts
on the financial forecasts and the determination of the
sustainable earnings for the purposes of corporate valu-
ations will have to be critically reviewed.

Ingo Bertram
' Senior Manager, KPMG in Germany
“The extension of the spectrum of analysis for
the determination of the market risk premium
by implicit returns directs the focus once again
more clearly to empirical observable parameters
and expands the foundation of the estimate. This
then also relativizes discussion from the past

about the individual influences in the previous
estimates.”

Return corridor

Source: KPMG

Upper limit range of
returns/Market risk
premium

Lower limit range of
returns/Market risk
premium

—— Implicit returns/Market risk premium

3.4 BETAFACTOR

The beta factor is another important element in the
determination of the costs of equity. It expresses to
what degree the company-specific risk is comparable
with that of the market portfolio.

The difficulty in determining the future beta factor
results from two aspects. On the one hand, in practice
beta factors are generally determined on the basis of
historical returns from which the future-oriented beta
factor is derived for valuation purposes. On the other
hand, there are various hurdles in the compiling of
historical beta factors — for example, that cash generat-
ing units (CGUs), as units to be valuated in the frame-
work of the impairment test, are in principle not listed
companies.

Consequently, no beta factors are directly perceiv-
able. In practice, comparable listed companies (peer
group) are regularly used that (should) serve as the
best possible reproduction of the CGU's operative risk.
(Figure 33, page 37)

With the selection of suitable peer group companies,
there is the possibility to consider the risk profile of
the CGU to be assessed in a standardized manner.
Furthermore, by forming averages, the influence of
the incidental fluctuations of individual stock returns
is reduced. In addition, it must be kept in mind that
the derivation of the beta factor from the peer group is
implicitly foreseen for determining the fair value less
costs of disposal and the value in use, so as to take
into account the necessary market perspective.
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If the individual CGUs are subjected to different opera-
tive risks, an individual peer group should be deter-

mined for every CGU so the differing risk profiles of the

individual CGUs can be adequately reproduced. As in
the previous year, however, less than half of the study
participants perform a differentiation of the peer group
for the individual CGUs (2014/2015: 43 percent).

Basis of the beta factor
Total (in percent)

Source: KPMG
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B Value in use
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The application of beta factors from the group/com-
pany compiling the balance sheet is only then appro-
priate if the operative risk of the CGU coincides with
the group and the stock price is not subject to major
fluctuations that are not connected to the company’s
risk profile. To document the operative risks of indi-
vidual CGUs, it is also possible to apply performance
and risk-oriented approaches; this allows a distinct,
transparent risk quantification on the basis of the
CGU's individual business model. (see page 10).
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Unlevered beta factors

In determining the cost of capital, the systematic
operative risk is reproduced by means of the unlev-
ered beta factor. The average unlevered beta factor
applied remained almost unchanged at 0.85 (previous
year: 0.83). (Figure 34)

Within the industries, the greatest increase was to be
observed in the energy & natural resources industry.
Driven by German companies, the unlevered beta fac-
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tor increased by 0.13. This development is primarily due
to the continuing uncertainties and the difficult market
conditions.

By contrast, in the automotive and chemicals &
pharmaceuticals industries, a clear decrease could

be observed. For these industries, a decrease to 1.08
(previous year: 1.16) and 0.82 (previous year: 0.93) was
seen. (Figure 35)

Average unlevered beta factors by industry
Source: KPMG
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Health Care

Industrial Manufacturing
Media & Telecommunications
Technology

Transport & Leisure
Total

Levered beta factor

The levered beta factor serves as a metric for the sys-
tematic risk under consideration of the capital struc-
ture risk from debt.

The effects from the slightly increased unlevered beta
factor, the decreasing cost of debt and the increased
debt ratio of the companies surveyed — compared to
the previous year — resulted in a moderate increase of
the levered beta factor to 1.03. (Figure 36)

As a result of the definition of the beta factor as a rela-
tive measure of risk, the average of all levered beta fac-
tors of the market must be 1.00. As Figure 36 shows,
the values attained have for years ranged closely
around this theoretically correct value. From this it can
be concluded that the calculations performed were ap-
propriate and sufficiently represent the general market.
This demonstrates that at least in the average of the
impairment test there are no systematic errors in the
estimation of the beta factor and therefore the system-
atic risk.
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The highest levered beta factors were used by com-
panies in the automotive (1.27) and industrial manu-
facturing (1.21) industries, the lowest values were
observed in the health care industry. (Figure 37)

Average levered beta factors by industry

Source: KPMG
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3.5 COST OF EQUITY

With the Capital Asset Pricing Model, the levered cost
of equity results from the risk-free rate, market risk
premium and the levered beta factor. (Figure 38)

The average levered cost of equity decreased again to
8.4 percent. This decrease results from the changes
of the individual parameters described above. The
decreasing effect of the lower risk-free rate on the
cost of equity was only partially compensated by the
increased market risk premium and the increased sys-
tematic risk in the form of the levered beta factor.
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There are clearly differing developments in the average
cost of equity applied in the individual industries. For in-
stance clear decreases can be seen in the chemicals &
pharmaceuticals, energy & natural resources, finan-
cial services and health care industries, while in other
industries the development has been more constant.
(Figure 40, page 40)
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When considering the average cost of equity applied
by all the surveyed companies as well as the cost of
equity of the individual sectors, it should be noted

Average cost of equity
Germany/Austria versus Switzerland (in percent)

Source: KPMG

8'7 | II

2013/2014 2014/2015
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B Germany/Austria
W Switzerland

that the data stems from companies from different
countries, partially from different currencies and from
varying points of time. (Figures 38 to 40)

Average cost of equity by industry

(in percent)

Source: KPMG
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3.6 OTHER RISK PREMIUMS

As in the previous years other risk premiums do not
play a role for the majority of the study participants.
This year 54.1 percent of the participating companies
did not apply any other risk premiums to determine the
cost of capital (previous year: 63.1 percent). (Figure 41,
page 41)

The country risk premiums continue to represent the
premium most often applied, due to the fact that local
market risk premiums frequently cannot be empirically
measured to a satisfactory degree. A total of 25.0 per-
cent of the companies applied a country risk premium
(previous year: 26.9 percent). The small size company
premium also continued to lose importance. Only

7.4 percent of the study participants applied such a
premium (previous year: 10.8 percent).

The use of premiums is, however, marked by very dis-
tinct regional differences. Small size company premi-
ums are applied much more frequently in Switzerland,
even if significantly fewer Swiss companies considered
the premium in 2014/2015 (2014/2015: 24.1 percent;
previous year: 34.4 percent). Overall, 48.3 percent of
the Swiss companies (previous year: 50.0 percent)
completely avoided the use of an additional risk pre-
mium. (Figure 43, page 42)
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Johannes Post

' Partner, KPMG in Switzerland

“Compared to Germany and Austria it is noticeable
that in Switzerland much more frequently risk
factors are considered in the valuation with cost
of capital premiums — or even by means of, in this
study, unexamined discounts to the value of eq-
uity for missing fungibility or controls. This form
of risk assessment is used and expected in, for
instance, fairness opinions or expert opinion for
courts. This is certainly attributable to the fact that
the predominant international valuation practice
in Switzerland compensates missing expected
values for the cash flows with additional risk pre-
miums in the cost of capital. It would certainly be
wrong to conclude that the Swiss companies are
consistently valuated lower. Corporate acquisi-
tions and impairments would otherwise be more
frequent. Much more it is a matter of considering
the interactions of all the valuation assumptions.
Growth of cash flow and the basis of the cost of
capital are only two elements of the composition.”
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Additional risk premiums 2015 37 COSTOFDEBTAND DEBTRATIO
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The clearest change in the cost of debt was reported
by the German study participants. The average cost
of debt here decreased by 1.4 percentage points to
3.5 percent (previous year: 4.9 percent).

The average cost of debt reported by Swiss study par-
ticipants dropped from 4.1 percent to 3.0 percent.

The decrease was significantly more modest in Austria.
Here, the average cost of capital was 3.4 percent and,
therefore, only marginally below that of the previous
year of 3.6 percent.

In the development of the cost of debt, it is especially
noticeable that the decrease of 0.6 percentage points
in the German and Swiss companies was greater

Determination of capital structure and cost of debt
Total (in percent)
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than in the corresponding risk-free rate. By contrast,
the risk-free rate of the Austrian participants fell by
0.6 percentage points more than that of the cost of
debt. It is therefore to be assumed that the risk pre-
mium required by lenders in Germany and Switzerland
decreased, while Austrian companies had to provide a
higher risk premium in the framework of borrowing.

Average cost of debt
Total (in percent)
Source: KPMG

10

4
2
23
4
— 0

Other 2006/

2007

2007/
2008

2008/
2009

2009/ 2010/ 2011/ 2012/ 2013/ 2014/
2010 2011 2012 2013 2014 2015



44| Cost of Capital Study 2015

When considering the average cost of debt for all the
surveyed companies and the individual industries, it
should be noted that the data stems from companies
from different countries, partially from different curren-
cies and from varying points of time.

Debt Ratio

To determine the WACC requires a weighting of the
cost of equity with the equity ratio (at market values)
and the cost of debt with the debt ratio (at market
values). The debt ratio' is calculated from the ratio of
market value of the debt to the market value of the
entire capital.

Average cost of debt by industry

(in percent)

Source: KPMG
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1 This value was not explicitly queried in the study. It was therefore determined using the
equity ratio data.

The average debt ratio increased compared to the pre-
vious year. It increased to 28.6 percent (previous year
26.2 percent) and, therefore, is at about the level of the
average for the last four years. (Figure 48)

The (absolute) change was most noticeable in the study
participants from Austria and Switzerland. Here, the av-
erage debt ratio increased clearly to 36.7 percent (previ-
ous year: 30.7 percent) and 27.2 percent (previous year
22.5 percent), respectively. The increase to 27.5 per-
centin Germany (previous year: 26.6 percent) is much
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more moderate. These changes are not necessarily
attributable to the increased uptake of debt. As a result
of the perspective, there are additional effects such as
the development of the market value of the equity that
need to be considered. The highest debt ratios were to
be found in the energy & natural resources, indus-
trial manufacturing and technology industries, the
lowest in the health care industry. (Figure 49)

Average cost of debt by industry

(in percent)
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3.8 SUSTAINABLE GROWTH RATE

The percentage of participants applying sales and
earnings growth rates from the past or detailed plan-
ning to determine the sustainable growth rate re-
mained almost unchanged at 39 percent. This method
may disguise conceptual weaknesses with regard to
the equivalence between the cash flow and growth
rates applied, due to the fact that it is only correct if
the cash flow actually used for the valuation is reduced
by corresponding profit retentions. Due to the fact that
the growth rates derived from cash flow and earnings
growth rates are, however, frequently within the range
of the company’s historical inflation rate, in practice
they generally match the normally established distrib-
utable cash flow from the earnings. The equivalence

5 0 Measurement of the sustainable growth
Total (in percent)

Source: KPMG

W Past growth of company
earnings
Growth rate of the product/
product group sales

Growth rate of industry
sales
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Other
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therefore appears to exist, despite the conceptual
weaknesses. (Figure 50)

General growth and inflation rates are applied by

36 percent of the participants for measuring the sus-
tainable growth rate (previous year: 43 percent). The
most preferred company-specific inflation rate, from
the concept perspective, was used by 9 percent of the
participating companies (previous year: 0 percent). Due
to the fact that only company-specific rates of change
can properly reflect the individual sales and procure-
ment markets as well as any potential increase in ef-
ficiency, they are preferred in the measurement of the
sustainable growth rate to general (consumer-oriented)
inflation rates.

Sustainable growth rate by industry

(in percent)
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The average sustainable growth rate of the surveyed
companies this year was 1.4 percent (Figure 51,

page 45). It is to be noted that the aggregate effect
stems from opposing developments in the individ-

ual countries. While the average growth rate of the
Austrian participants is about the same level as the
previous year (previous year: 1.2 percent), there was
an increase in the surveyed companies from Germany.
Here, the average sustainable growth rate was 1.4 per-
cent (previous year: 1.2 percent). In the Swiss compa-
nies, a significant decrease of the sustainable growth
rate applied to 1.4 percent was observed (previous
year: 1.8 percent). (Figure 52)

Sustainable growth rate
Germany versus Austria versus Switzerland
(in percent)

Source: KPMG
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3.9 COST OF CAPITAL OUTSIDE EUROPE

With increasing internationality, the requirements for
the risk-adequate determination of the costs of capital
increase for all valuations — and especially with the im-
pairment test. Because the cost of capital parameters
presented in the sections 3.1 to 3.8 — with the excep-
tion of the risk premiums — all relate exclusively to Eu-
rope, this section presents the results of the survey for
other regions. Only those cost of capital parameters
are presented where differences between the regions
are to an unusual degree.

Average WACCs by regions
(in percent)

Source: KPMG
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As expected, the average weighted cost of capital -
after corporate taxes, but prior to growth discount —
differed significantly between the regions. In Asia an
increase in the average cost of capital was observed.
Here, the average WACC increased to 9.1 percent
(previous year: 8.8 percent). In Europe and North
America, by contrast, a slight decrease was observed
(Figure 53). The increase of the weighted cost of capital
in Asia is in particular attributable to the increased cost
of equity (2014/2015: 10.8 percent; previous year:

9.8 percent). In addition, in this region there was also
an increase to 5.3 percent (previous year: 5.0 percent)
in the average cost of debt. (Figure 54 and Figure 55,
page 47)
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The decrease of the average cost of capital to 7.5 per-
cent in North America (previous year: 7.8 percent) is

attributable to the reduced cost of equity and debt. In
addition, the debt ratio decreased slightly. (Figure 56)
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4.1 TRIGGER AND RESULTS

A total of 59 percent of the participating companies
recognized an impairment on goodwill or assets.
Therefore, the percentage of companies that recog-
nized an impairment in the consolidated financial state-
ments shown in the study is about at the same level as
in previous years. (Figure 57)

As in the previous year, an impairment was recognized
most frequently on individual assets (2014/2015:

33 percent; previous year: 24 percent). The percentage
of companies that recognized both an asset impair-
ment as well as an impairment on goodwill decreased
slightly to 19 percent (previous year: 21 percent).

Only 7 percent of the companies recognized an impair-
ment only on goodwill (previous year: 12 percent).
(Figure 58)
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Total (in percent)

Source: KPMG
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With an asset impairment, the average write-down
was 100 million euros (previous year: 173 million
euros). For goodwill, the average impairment was

89 million euros (previous year: 100 million euros). This
development is partially attributable to the write-offs
performed in the previous years and partially due to
improved earning perspectives.

The impairments were once again generally initiated
by so-called triggering events (2014/2015: 53 percent;
previous year: 57 percent). (Figure 59)

Extraordinary write-offs were most frequently the
result of changes in the estimate of the future devel-
opment (lower long-term expectations). With 59 per-
cent, this cause for write-offs became, however, less
important than in the previous year (previous year:

68 percent). Instead, a decrease in orders and decline
in price became more frequent triggering events. They

m Specification of the triggering event
Total (in percent)

Source: KPMG

00

W Decrease in orders
W Price decline

¥ Lower long-term
expectations

Cost of capital
Other
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increased compared to the previous year by 3 per-
centage points and 6 percentage points, respectively.
(Figure 60, page 49)

4.2 DETERMINATION OF THE RECOVERABLE
AMOUNT

The recoverable amount is calculated as per |IAS 36.6
and IAS 36.18 as the higher of the two following sums:
Fair value less costs of disposal and value in use.

A total of 58 percent of the participating companies de-

termined only a value in use (previous year: 67 percent).

Only a fair value less costs of disposal was determined
by 20 percent of the companies (previous year: 16 per-
cent). The percentage of companies that determined
both values increased to 22 percent (previous year:

17 percent). (Figure 61)

As in the previous years, regional differences were
again observed. Similar to the previous year, the par-
ticipating Swiss companies applied the value in use
method significantly more frequently. The Austrian
study participants, by contrast, applied this method
less seldom this year.

At 86 percent, the number of companies increased that
based their determination of the recoverable amount
on a uniform financial forecast for both value methods
(previous year: 74 percent). This is to be regarded criti-
cally, in particular in view of the different regulations
for considering restructuring measures and expansion
investments in the financial forecasts.
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Source: KPMG
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Both

In determining the fair value less costs of disposal,
about 13 percent of the surveyed companies used both
the capital-value oriented DCF method as well as the
market-oriented method (previous year: 6 percent).
Nevertheless, as in the previous year, the DCF method
serves as the most important valuation method, at

74 percent, as a result of a lack of comparable market
data for the CGUs (previous year: 81 percent).

(Figure 62)

4.3 PLAUSIBILITY

Due to the fact that the fair value less costs of disposal
concept is a matter of the exit price and, therefore,
primarily a matter of the estimate by the potential pur-
chasers, the IFRS, especially for this concept, foresees
a plausibility test of the main parameters with the ex-
pected values of the market participants. To assure the
risk equivalence of the cost of capital, we recommend
also performing a comparison with the market expecta-
tions with the calculation of the value in use. This al-
lows for divergences between the market and manage-
ment expectations to be scrutinized and, if necessary,
for adjustments to be made in the cost of capital.

The percentage of companies that performed a plausi-
bility test of the valuation results increased dramatically
compared to the previous year: 72 percent of all the
listed companies performed such a plausibility test this
year (previous year: 57 percent). Especially multiples
were used significantly more often for the plausibility
testing of the derived values this year compared to last
year. (Figure 63)
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The market capitalization should serve as the basis for
testing the determined values for listed companies.

If the DCF method is used for valuating the CGUs, it
is recommended that a comparison of the total of the
values of all the CGUs be compared with the market
capitalization of the group.

With the transfer it may be necessary to consider
a control premium due to the fact that the market
capitalization does not generally reproduce the control
or a relevant influence. Furthermore, the valuation

Plausibility of the valuation results
Listed companies (in percent)

Source: KPMG

W Yes, with the market capitalization of the group
W Yes, with multiples

W Yes, with analysts’ target prices or analysts’
sum-of-the-parts valuations

Yes, on the basis of other factors
W No

perspective and the information available to the capital
market may play a role in a comparison of the values
determined with the value in use method with a mar-
ket capitalization. For the plausibility testing, branch
and analyst reports or multiples should also be used
along with the market capitalization.

As in the past, almost all the participating DAX-30
companies performed a plausibility test of the values
determined (2014/2015: 97 percent). Hereby, they pri-
marily used the group’s market capitalization (37 per-

Comparison of market capitalization to fair value less costs
of disposal
Listed companies (in percent)

Source: KPMG

W Less than half as high
W Much lower (less than
10 percent to maximum
half as high)
¥ About the same
(plus/minus 10 percent)

Much higher (more than
10 percent to maximum
twice as high)

More than twice as high
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cent). Multiples were, with 26 percent, as well as
analysts’ price targets and sum-of-the-parts valuations
from analysts, with 28 percent, frequently applied.

With about 32 percent of the listed companies that
compared the determined fair value less costs of
disposal with the market capitalization, the value was
more than ten percent below the value determined
(previous year: 55 percent). With value in use this per-
centage was at 40 percent (previous year: 31 percent).
(Figures 64 and 65)

Comparison of market capitalization to value in use
Listed companies (in percent)

Source: KPMG

W Less than half as high

W Much lower (less than
10 percent to maximum
half as high)

¥ About the same
(plus/minus 10 percent)
Much higher (more than
10 percent to maximum
twice as high)

More than twice as high




5 DETERMINATION OF VALUE AND
THE ENHANCEMENT OF VALUE



VALUE ENHANCEMENT AS A
DECISION-MAKING TOOL

The focus of business actions should always be on
the economic value added to the company associated
with a decision. All the future expectations for the
development of an option are concentrated in value.
Especially with regard to uncertain expectations, deci-
sions should be made on the basis of all the relevant
information available. As a result of the frequently high
complexity of economic issues, the decision-making
process should be accompanied by a high transpar-
ency of the fundamentals for decision-making. After
all, only those decision-makers who can clearly see
the relevant changes in performance and risks also
possess the transparency about the value associated
with the decision.

In this section we would like to demonstrate oppor-
tunities that result within the continuing strategic
development process of companies. The increasing
complexity and dynamics of the markets is causing

an increase in the pace of reactions and adaptation of
companies. To react quickly and correctly, it is neces-
sary to be able to rely on the methods applied, the
methods that should support the decision-makers “gut
feeling”.

These methods should be continuously applicable and
scalable, demonstrate a high degree of standardiza-

tion, be clearly communicable and measureable over a
long period so as to guarantee comparability over time.

The focus should already be on the relevant perfor-
mance and risk drivers in the strategic selection pro-
cess of alternative actions (Figure 66, page 54): Both
in the analysis of the current company and its compo-
nents as well as in the validation of the future options.
The qualitative selection of the relevant drivers already
begins in this phase.

In the subsequent analysis phase, it is necessary to
quantify frequently only qualitative elements of the
preceding strategic selection process using dynamic
and integrated planning models and to transform the
relevant performance and risk drivers and conceivable
scenarios in ranges and expectations. Based on the
simulation and scenario calculations, the assessment
of the alternative actions is made based on their per-
formance and risk metrics as well as on the quantifica-
tion of the individual performance, risk and diversifica-
tion contributions.

If the change of performance and risk associated with
the option is known, the value effect associated with
the potential decision can be consistently calculated in
the subsequent decision-making phase in that the dif-
ferent performance and the specific risk can be consid-
ered for every option. By selecting the best option(s),
the composition of an ideal corporate portfolio can

be obtained on the basis of optimal performance/risk
relations as well as the maximization of the corporate
value.

Cost of Capital Study 2015 | 53

If the strategy, analysis and optimization phase are
consistently connected with one another, the decision-
making processes can be communicated transparently
and completely, both internally and externally. The
result is a standardized decision-making process that
assesses all the options in the same manner on the
basis of their economic value added to the company.

The orientation toward a value enhancement of the
company required in the past by the “shareholder
value” concept — which has become a bit long in the
tooth — can be transparently attributed to the perfor-
mance and risk drivers that can be directly influenced
by the company and those that might not be influence-
able but for which the company must be prepared.

' Dr. Andreas Tschépel

Partner, KPMG in Germany

“The operationable and subsequently increased
focus on a company’s performance and risk de-
velopment from CEDA closes the gap between
the frequently qualitatively characterized, strongly
aggregated, strategic orientation of a company

and the required orientation toward a quantifiable
value enhancement in terms of the stakeholders.”
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m Value-oriented decision-making pr

Source: KPMG
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Here, a primary distinction must be made between
the actual value-increasing or value-eliminating
operative issues and other value-changing issues.
The change of company value between two points
in time does not say anything about the actual in-
crease or loss. More relevant is whether the change
that has occurred corresponds to the expected
change. It will always orient itself on whether the
company has earned its cost of capital. For the
isolation of increases/losses in value at different
points in time, certain companies values are to be
modified, for instance, by purely financing-related
value-changing issues. The thus isolated operative
value delta can then be clearly broken down into its
performance and risk components or into influenca-
ble and non-influencable components.

Approaches such as CEDA not only build a bridge
between strategy and value orientation, but on the
basis of the known corporate valuation methods
also include even annually repeating valuations,
such as for the purposes of an impairment test, con-
sistently into the decision-making process — which
in the end can also result in corresponding advan-
tages in efficiency.

This year we expanded the Cost of Capital Study ques-
tionnaire for the first time with questions on the criteria
of investment decisions, monitoring the enhancement

in value and the role of the cost of capital and corporate
values in the capital market coommunication.

5.1 CRITERIA FOR INVESTMENT DECISIONS

In the current, volatile market environment marked by

a multitude of uncertainties, the correct assessment of
investment decisions represents a serious challenge. In
addition, there is the danger that as a result of inex-
pensive and readily available financing, the risks of an
investment may be underestimated or not sufficiently
considered.

To be able to make sustainable, successful decisions,

it is therefore necessary to perform the most compre-
hensive analysis of the investment object possible, ap-
plying previously stipulated decision-making criteria. In

practice, investment decisions are made on the basis of

strategically qualitative (for instance, regional coverage)
and quantitative (for instance, sales or margin) objec-
tives.
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Beyond that, companies make investment decisions
on the basis of value-oriented objectives, such as the
economic value added (EVA) or the return on capital
employed (ROCE), that also attempt to take the inves-
tors’ return requirements into account.

The maijority of this year’s study participants (59 per-
cent) reported making their investment decisions
equally on the basis of strategic and value-oriented
objectives. In 31 percent of the surveyed companies,
guantitative or qualitative strategic objectives serve as
the primary decision criterion. (Figure 67)

Criteria in investment decisions
Total (in percent)

W Strategic and value-oriented
objectives equally

W Primarily qualitative
strategic objectives
(for instance, regional
coverage)

Primarily quantitative
strategic objectives
(for instance, sales or
margin targets)

Primarily value-oriented
objectives (EVA, ROCE)
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Care should be taken in the consideration of expected
economic value added in the framework of valuations
of investment alternatives, whereby the above-men-
tioned approaches should be considered. Particular
attention should be given to the fact that more static
models such EVA and ROCE generally compile only
partial information about a company's performance
and risk orientation. We therefore recommend ap-
proaches, which, based on multi-value financial
forecasts and analyses of simulations and scenarios,
consistently collect performance and risk orientation
and consider these in the valuation calculations. Value
and risk drivers of an investment project can then be
presented transparently at an early date and consid-
ered appropriately in the decision-making process
(page 10).

5.2 MONITORING THE ENHANCEMENT
IN VALUE

After an investment decision is taken and the invest-
ment made, it is necessary to continually monitor the
enhancement in the value in the specific business. To
that end, solid performance and risk drivers should be
observed to make the developments transparent and
to show their effects on the entire company. In this
manner, undesirable developments can be detected
early and countermeasures taken. In addition, the
knowledge gained can be transferred to future projects
and investments and, therefore, improve the basis for
decision-making.

Monitoring of the value enhancement
Total (in percent)

Source: KPMG

W Very important, especially
for decision-making and
steering purposes

W Important, especially a
breakdown and transpa-
rency of the individual
effect is desired

Less important, only
as view of absolute
enhancement in value

Not important

The result of our survey shows that this aspect is of
great importance to the surveyed companies. Analo-
gous to the criteria in the investment decision, 59 per-
cent of the companies consider the monitoring of the
enhancement in the value to be very important and
use this instrument especially for decision-making and
steering purposes. Only for 26 percent of the surveyed
companies does monitoring of the enhancement in
value play a less important or no role. The majority of
these companies can be attributed to those companies
that apply primarily strategic objectives in investment
decisions. In the final analysis, however, even such
strategic objectives must result in a change in value.
(Figure 68)
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5.3 THE ROLE OF THE COST OF CAPITAL IN THE
CAPITAL MARKET COMMUNICATION

For the vast majority of the study participants, the cost
of capital and (the enhancement in) corporate value(s)
does not play a role in the capital market communi-
cation. For instance, the values determined in the
framework of the impairment test are used exclusively
for accounting purposes and with the associated
reporting. A small percentage of the surveyed com-
panies (10 percent), however, use the cost of capital
determined in the framework of the impairment test as
an internal benchmark and steering parameter and also
discuss them with investors and analysts on a regular
basis.

In this manner, these companies increase their
transparency for their investors and, with the regular
discussion of the parameters, obtain insights into the
divergences between management and market per-
spectives. This is, on the one hand, necessary to fulfill
the partial market perspective required by IFRS and,
on the other hand, contributes to including investor
expectations in the observations right from the start.

Of the study participants, 11 percent reported using
cost of capital from value-oriented steering concepts
(e.g. EVA) in the framework of capital market commu-
nication. (Figure 69)

m Communication and use of the cost of capital
Total (in percent)

Source: KPMG

and analysts.

Other

W Cost of capital and corporate values play a major role in the
capital market communication. They are internal benchmarks and
steering parameters and are regularly discussed with investors

W We use cost of capital and corporate values from steering
concepts such as EVA for capital market communication.

W Cost of capital and corporate values do not play a role in the

capital market communication. These are used exclusively for
accounting purposes and the associated reporting.
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INDUSTRY ANALYSES




In this year's study, we once again examined the
values compiled according to the individual industries.
For the real estate industry it was, as in the past years,
not possible to perform a separate analysis due to the
small number of participants. As a consequence of
particularities of the financial services industry, we
have selected an adjusted form of presentation so

as to better emphasize the material specifics of the
industry.

As in the previous years, the industrial manufacturing
industry was the sector with the greatest number of
participants (37 companies; previous year: 32 compa-
nies). This sector combines all the companies acting in
the various industrial areas as well as companies that
primarily manufacture industrial semi-finished prod-
ucts.

The largest growth compared to the previous year was
in the study participants from the energy & natural
resources and transport & leisure industries. Here,
16 companies participated this year after 10 in the
previous year and 11 companies after 6 in the previous
year, respectively. (Figure 70)

In the following we present an overview over time of
the most important figures for the individual industries.
By way of introduction, our industry specialists provide
insights into the current trends in their sectors and an
outlook for the expected developments.

Should you be interested in more detailed informa-
tion on the specific sectors we would be pleased to
provide it to you individually. Furthermore, our industry
specialists are readily available for any questions or
comments you may have.
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More detailed information on the sectors can be found
on our Cost of Capital website:
www.kpmg.de/cost-of-capital

Please note that to the extent that the following
analyses contain data for the periods 2012/2013 and
2013/2014, the data relates only to those years. There-
fore, it cannot be excluded that the following values are
based on data from different companies and a different
number of companies, therefore restricting the compa-
rability to some degree.

Study participants by industry

Source: KPMG
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61 AU TOM OTI VE Average sales growth Average WACC applied
Total versus Automotive Total versus Automotive
Olaf Thein (in percent) (in percent)
' Partner, KPMG in Germany Source: KPMG Source: KPMG
10 10
“We see that — analogous to the previous year —in
an environment of an historically low risk-free rate, 8 8
the cost of capital in the automotive sector remains 7.7 7.8 | 52
relatively constant over time. Consequently, the 6 6
long-term return expectations in the automotive
industry have not changed. The converse argu- 4 4
ment is that the risk premiums have increased. This
increase does not result only from global trends 2 2
such as new drive technologies or the even stronger
. ! . . . 0 0
shift of the growth markets in the direction of Asia.
More important is the penetration of the megatrend 2012/2013 2013/2014 2014/2015 2012/2013 2013/2014 2014/2015
digitalization even further into the automotive W Total W Total
W Automotive W Automotive

industry. Automobile manufacturers as well as
suppliers must therefore ask themselves if they are
sufficiently prepared for these changes and if the Average unlevered beta factor applied Average debt ratio applied
new customer demands can be addressed with the Total versus Automotive Total versus Automotive
business models of today. Industry upstarts such (in percent)

as Tesla, Apple and Google are streaming into the
automobile market and offering innovations dem- 1.20 40

Source: KPMG Source: KPMG
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6.2 CHEMICALS & PHARMACEUTICALS

' Christian Klingbeil
Partner, KPMG in Germany

“The material demand for chemical products is no
longer from Europe, but rather from the emerging
markets and especially from Asia. The international
shift of the demand structures is resulting in a re-
deployment of investments in production sites and
participations in emerging markets. This develop-
ment will continue in the coming years and present
chemical companies with a number of challenges.
Along with the dependency of the cyclical devel-
opment of primary end-customer industries, the
increasing specificity of customer demands, greater
competitiveness from Asia, the economical access
to raw materials, shorter product lifecycles as well
as the increasing regulation and the associated
costs represent strategic obstacles for the compa-
nies, especially in Europe.

The global pharmaceuticals sector is also facing
major challenges. The high percentage of patent ex-
piries, and the subsequent increase in competition
from generic products, is resulting in a constantly
growing pressure on prices and for innovation. In
addition, government initiatives for the regulation
of costs in the health care industry are placing
increased pressure on margins. Pharmaceutical
companies are reacting to these conditions with a
strategic focus on indications that are important for
them. The stringent orientation of their portfolios is
an important driver for the continuing high number
of corporate mergers.”

Average sales growth
Total versus Chemicals & Pharmaceuticals
(in percent)

Source: KPMG
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Average WACC applied
Total versus Chemicals & Pharmaceuticals
(in percent)

Source: KPMG

10
8
7.7 7.8
6 7.2 7.1
4
2
0
2012/2013 2013/2014 2014/2015
W Total
W Chemicals & Pharmaceuticals
Average debt ratio applied
Total versus Chemicals & Pharmaceuticals
(in percent)
Source: KPMG
40
30 33.4
28.8 28.6
26.2 26.9
20 22.2
10
0
2012/2013 2013/2014 2014/2015
W Total

W Chemicals & Pharmaceuticals



62 | Cost of Capital Study 2015

63 CONSUMEH MARKETS . Average sales growth W Average WACC applied
Total versus Consumer Markets Total versus Consumer Markets
Stephan Fetsch Karen Ferdinand fin percent) (in percent)
Partner, Partner, Source: KPMG Source: KPMG
KPMG in Germany KPMG in Germany 10 10
“Omnichannel, mobile Internet and big data & ana- 8 8
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namics - trends and product innovations change in
ever-shorter intervals. Beyond that it leads to more
individualization — the desire for personalized prod-
ucts and services forces producers to take leave W Total W Total

of old ways of thinking. All this leads to more data i Consumer Markets W Consumer Markets

points that have to be collated and analyzed, more

sources of information and more sophisticated tech- . Average unlevered beta factor applied Average debt ratio applied
nologies. Total versus Consumer Markets Total versus Consumer Markets
According to KPMG’s consumer study, customers fin percent)

expect omnichannel services such as returns or
pick-ups of goods ordered in the Internet in stores, 1.00 40
the real-time availability of stocks as well as the

lytics will be the primary technology topics for the 77 [ 74 7.8 73
retail industry in the coming years. Digitalization in 6 :
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6.4 ENERGY & NATURAL RESOURCES

Michael Salcher
Partner, KPMG in Germany

“The energy industry, with the major portion of en-
ergy producers and suppliers, is still and more than
ever in an industry-changing phase. The energy mix
and the dependencies on raw materials will change
dramatically. Following the exit from nuclear en-
ergy, the debate now rages about phasing out fossil
fuels. At the same time, the struggle goes on for
investments in renewable energies and the neces-
sary storage infrastructure. The situation is currently
characterized by volatile procurement and sales
markets, political conditions and necessary strategy
discussions. The definitive question is how the ad-
aptation to various energy environments can work:
Investments in new business models and strategies,
dismantling and capacities, in a digital structure
across all the added-value stages will put pressure
on earnings and therefore impact on the perfor-
mance and risk profile of the companies. The listed
companies in the industry are lowering growth
expectations. That is in line with the pressure on
earnings with simultaneously increasing risk. But
even though the sector continues to find itself in a
period of radical change and will be marked by the
challenges mentioned - electricity, gas and heat will
always be needed.”

. Average sales growth
Total versus Energy & Natural Resources
(in percent)

Source: KPMG
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Average WACC applied
Total versus Energy & Natural Resources

(in percent)
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6.5 FINANCIAL SERVICES

' Timo Schuck
Partner, KPMG in Germany

Degree of detail of the financial forecasts
Financial Services
(in percent)

Source: KPMG

Measurement of the expected value
Financial Services
(in percent)

Source: KPMG
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ring at many market participants could bring about a

forecast (P&L,
balance sheet
and cash flow)

balance sheet
items or a com-

stabilization. The number of market participants will
continue its decreasing trend as a consequence of
mergers or run-off solutions, whereby the number
and importance of FinTechs will also decrease in
Germany.”

plete balance sheet

Average cost of equity
Total versus Financial Services
(in percent)

m Average levered beta factor
Total versus Financial Services

Source: KPMG Source: KPMG
10 1.20
3 1.00 1.13
87 1.03

0.80

6
0.60

4
0.40

2 0.20

0 0

2012/2013 2013/2014 2014/2015 2012/2013 2013/2014 2014/2015
W Total W Total

W Financial Services

W Financial Services
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66 HEALTH CARE Average sales growth Average WACC applied
Total versus Health Care Total versus Health Care

' Christian Klingbeil (in percent) (in percent)
E Parmer, KPMG I-n Gefmany Source: KPMG Source: KPMG
10 10
£ “The health care market is torn between expansion
; and growing price and cost pressure. Expansion 8 8
= opportunities are driven by population growth and 7.7 | 728 7.8 | 76
H increasing access to health care in the emerging 6 6 24
% economies. The technical advances in the fields of 5.7 5.7
diagnosis and therapy are contributing to this as 4 22 4.9 4
e well. These contrast with the general regulatory
; conditions for health care systems with a focus on ? ?
:‘ cost controls and savings. The companies acting in 0 0
the health care markets are experiencing the current
market conditions to a differing degree, depending 2012/2013 2013/2014 2014/2015 2012/2013 2013/2014 2014/2015

on their strategic positioning and value-added chain. W Total W Total
W Health Care W Health Care

The wholesalers of pharmaceutical products, for in-

. stance, are affected strongly by the country-specific
contraception regulations, possible improvements Average unlevered beta factor applied Average debt ratio applied

in margins result frequently from internal increases Total versus Health Care Total versus Health Care

in efficiency or acquisitions and the accompanying fin percent)

o
7
o
@

purchasing synergies. The medical technology com- Source: KPMG Source: KFMG
panies, on the other hand, are frequently able to 1.00 40
realize attractive margins on the basis of innovative
technological solutions and product specializations 0.80 0.8910.88 0.83 30
on an international basis. Hospitals, rehab facilities 0.75 0.74 28.8
or service providers are, however, generally local 0.60 26.2
operations and very dependent on the structures of 0.40 2 o
the relevant health care authorities and correspond-
ing cost pressure, which is resulting in an increasing 5, 10 I i
concentration.”

0 0

2012/2013 2013/2014 2014/2015 2012/2013 2013/2014 2014/2015
° W Total W Total

1
All rights

W Health Care W Health Care
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(up to lot size 1) and digitally controlled production
and logistics or the development and implementa- o=
tion of additive production processes, are just as Average unlevered beta factor applied m Average debt ratio applied
important as constantly adapting products to the Total versus Industrial Manufacturing Total versus Industrial Manufacturing
dynamics of customer needs and sales markets. (in percent)

Furthermore, many new business models and part-
nerships are needed to maintain or increase the 1.00 40

67 INDUSTRIAL MANUFACTURING Average sales growth m Average WACC applied
Total versus Industrial Manufacturing Total versus Industrial Manufacturing
Dr. Jakob Schréder (in percent) (in percent)

' Partner, KPMG in Germany Source: KPMG Source: KPMG g
10 10
“German and other European manufacturing compa- 7
nies that depend strongly on exporting have concen- 8 é
trated more strongly on markets outside of Europe 75 27 7.8 E
as a result of the weak growth in the Eurozone - es- 6 6 71 H
pecially regions coupled with the US dollar. In ad- 5.4 ‘
dition, there has been the ‘new normal’ of reduced 4 4
economic growth in China. As a consequence of the —
constantly increasing competition in these markets 2 2 :
as well, the requirements with regard to cost-effi- 0 0 “
cient production and administration structures and
innovative capability continue to grow. Process in- 2012/2013 2013/2014 2014/2015 2012/2013 2013/2014 2014/2015
novations, such as the long way to a highly flexible W Total W Total 2
W Industrial Manufacturing W Industrial Manufacturing -

Source: KPMG Source: KPMG

competitiveness. The current combination of low
interest rates, the weak euro and low raw material 0.80 e 0.83 30 225
costs is contributing to the financing of innovation 28.51287 B
. y " 0.60 27.6
expenditures and to profitable growth. 20 26.2
0.40
10
0.20
0 0
2012/2013 2013/2014 2014/2015 2012/2013 2013/2014 2014/2015
W Total W Total

W Industrial Manufacturing W Industrial Manufacturing
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6.8 MEDIA & TELECOMMUNICATIONS

' Prof. Dr. Vera-Carina Elter
Partner,

Stefan Schéniger
Partner,

KPMG in Germany KPMG in Germany

“The media & telecommunications industry, as is the

case for almost every industry, continues to be in
the throes of a fundamental change, driven by the
digitalization in every area of life. This is also reflect-
ed in a continuing consolidation and restructuring.
The majority of the acquisitions in the digital busi-
ness in the last year occurred in the media sector.
This illustrates the development that the majority
of the traditional media companies are buying into
the digital business with numerous acquisitions
So as to drive the transformation to multi-medial
media groups.

The transformation process is also continuing in
the telecommunications industry. The customers
of these companies expect services to be available
reliably and everywhere while simultaneously en-

joying the free use of freemium offers. Technologi-

cally, this development places great demands on
the network infrastructure. The conversion to all-IP
networks and bandwidth is determining the invest-
ment behavior. The telecommunications companies
are facing the challenge of attaining the appropriate
returns on these investments by realizing premium
business models.”

m Average sales growth
Total versus Media & Telecommunications
(in percent)

Source: KPMG

EN

N

(e

2012/2013 2013/2014

W Total
W Media & Telecommunications

6.1

2014/2015

Average unlevered beta factor applied

Total versus Media & Telecommunications

Source: KPMG

1.00

0.80 0.89
0.86 0.83
0.77
0.60
0.40
0.20
0

2012/2013 2013/2014

W Total
W Media & Telecommunications

2014/2015
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Average WACC applied
Total versus Media & Telecommunications

(in percent)

Source: KPMG

2012/2013 2013/2014

(o)

EN

N

o

W Total
W Media & Telecommunications

I

2014/2015

Average debt ratio applied
Total versus Media & Telecommunications

(in percent)

Source: KPMG

40
30

28.8

26.2
20 24.0
10
0

2012/2013 2013/2014

W Total

W Media & Telecommunications

2014/2015
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69 TECHNOLOGY Average sales growth Average WACC applied
Total versus Technology Total versus Technology
' Dr. Gunner Langer (in percent) (in percent)
Director, KPMG in Germany Source: KPMG Source: KPMG
10 10

“Digitalization, virtualization and networking also

represent the primary growth opportunities of the 8 8
future for technology companies. The innovations 7.8 77 1 28 7.8 | 729
of the technology companies will serve as the mo- 6 6 71
tor for a number of new business models in other
sectors. The challenges for innovative capacity will 4 4
increase in complexity; the use of market opportu-
nities from cloud computing, big data and indus- 2 2
try 4.0 demand solutions for data protection and IT 0 0
security. Because the timing of a launch will remain
decisive for the adoption of a technology, both for 2012/2013 2013/2014 2014/2015 2012/2013 2013/2014 2014/2015
the consumer as well as corporate customers of the W Total W Total
W Technology W Technology

technology companies, the availability of techno-
logical competences for the positioning as technol-
ogy leader will be the primary driver for acquisitions Average unlevered beta factor applied Average debt ratio applied
or joint ventures in the future. At the same time, it Total versus Technology Total versus Technology
requires that technology companies evaluate oppor- (in percent)

tunities through targeted investments in the start-up
environment.” 1.00 50

Source: KPMG Source: KPMG

0.80 0.89 40
0.83 415
0.60 30
32.4
28.8 28.4 28.6
0.40 20 26.2
0.20 10
0 0
2012/2013 2013/2014 2014/2015 2012/2013 2013/2014 2014/2015
W Total W Total

W Technology W Technology



6.10 TRANSPORT & LEISURE

Average sales growth
Total versus Transport & Leisure
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Average WACC applied
Total versus Transport & Leisure

' Dr. Andreas Tschépel (in percent) (in percent)
E Parmer, KPMG I-n Gefmany Source: KPMG Source: KPMG
c 10 10
: “High volatilities in the oil price, existing over-capac-
; ities and continuing global economic uncertainties 8 8
f continue to result in corporate structures in the 77 [ 74 7.8 | 76
g transport sector having to constantly adapt, so as to 6 6 :
% be able to react flexibly to challenges of the future.
Subsequently, consolidations remain high and are 4 7 4.9 4
Z being driven by expansions in new regional markets
; and businesses as well as the vertical specializa- ? 27 ?
' tion of transport companies in certain customer 0 n/a 0
industries. The increase of private investment in the
2012/2013 2013/2014 2014/2015 2012/2013 2013/2014 2014/2015

transportation infrastructure operations will remain
an additional important driver in the transport sec- W Total W Total

tor. As a result of the lack of financial flexibility in W Transport & Leisure W Transport & Leisure
. government budgets — both in emerging markets
as well as in mature markets — for the financing of Average unlevered beta factor applied Average debt ratio applied
infrastructure investments, more and more private Total versus Transport & Leisure Total versus Transport & Leisure
investors are taking to the stage in search of stable fin percent)

1s of the KPMG netwo

sources of income. The increasing digitalization of Sourcer KPMG Source: KPMG
the transport industry and the strong influence of 1.00 40
the growing e-commerce business are also leading
to expectations of further targeted acquisitions of 0.80 WER o 30
specialized IT and e-commerce companies.” 0.78 T
0.60 g 28.6
0.68 Eer
20
0.40
10
0.20
0 n/a 0
: 2012/2013 2013/2014 2014/2015 2012/2013 2013/2014 2014/2015
e W Total W Total

1
All rights

W Transport & Leisure W Transport & Leisure
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LIST OF ABBREVIATIONS

CAPM Capital Asset Pricing Model

CEDA Corporate Economic Decision Assessment

CGU Cash Generating Unit

DAX Main German Stock Index

DCF Discounted Cash Flow

EBIT Earnings Before Interest and Taxes

EBITDA Earnings Before Interest, Taxes, Depreciation and Amortization
EVA Economic Value Added

FAUB "Fachausschuss fir Unternehmensbewertung und

Betriebswirtschaft”:
Technical Comittee for Business Valuation and
Economics of the IDW

FCF Free Cash Flow

GDP Gross Domestic Product

IAS International Accounting Standards

IDW "Institut der Wirtschaftsprifer in Deutschland e.V.":

Institute of Public Auditors in Germany, Incorporated Association

IDW S 1 "Grundséatze zur Durchfliihrung von Unternehmensbewertungen
des Instituts der Wirtschaftsprifer in Deutschland e. V.":

Principles for the Performance of Business Valuations from the IDW

IFRS International Financial Reporting Standards

P Internet protocol

T

KFS BW 1

M&A

MDAX

ROCE

US-GAAP

WACC

Information Technology

“Fachgutachten des Fachsenats flr Betriebswirtschaft und

Organisation der Kammer der Wirtschaftstreuhander zur
Unternehmensbewertung (Osterreich)”:

Expert opinion of the professional committee for business
and organization of the Chamber of Auditors for Corporate
Valuations (Austria)

Merger & Acquisitions

German (Mid-Cap) Stock Index

Return on Capital Employed

United States Generally Accepted Accounting Principles

Weighted Average Cost of Capital

1 with KP
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YOUR INDUSTRY SPECIALISTS

KPMG in Germany

Automotive Consumer Markets Energy & Natural Resources

Dr. Marc Castedello Karen Ferdinand Michael Killisch

Partner Partner Director -
Head of Deal Advisory, T +49 69 9587-6500 T +49 211 475-6325
Valuation Germany kferdinand@kpmg.com mkillisch@kpmg.com

T +49 89 9282-1145
mcastedello@kpmg.com

th KPMG

2d w

Transport & Leisure Consumer Markets Chemicals & Pharmaceuticals
Dr. Andreas Bonnard Stephan Fetsch Health Care 3
Partner Partner Christian Klingbeil 5
T +49 89 9282-1331 T+492212073-5534 Partner E
andreasbonnard@kpmg.com stephanfetsch@kpmg.com T +49 89 9282-1284 <

cklingbeil@kpmg.com

Media Building & Construction Technology

Energy & Natural Resources Michael Hahn Media & Telecommunications
Prof. Dr. Vera-Carina Elter Director Dr. Gunner Langer
Partner T+49 711 9060-41163 Director

T +49 211 475-7505 michaelhahn@kpmg.com T +49 69 9587-2830
veraelter@kpmg.com glanger@kpmg.com
Energy & Natural Resources Financial Services Real Estate

Industrial Manufacturing Gudrun Hoppenburg Gunther Liermann
Andreas Emmert Director Partner

Director T +49 69 9587-2640 T +49 69 9587-4023

T +49 911 5973-3933 ghoppenburg@kpmg.com gliermann@kpmg.com

aemmert@kpmg.com
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Real Estate

Andreas Lohner
Director

T +49 89 9282-4926
alohner@kpmg.com

Energy & Natural Resources

Michael Salcher
Partner

T +49 89 9282-1239
msalcher@kpmg.com

Consumer Markets
Telecommunications

Stefan Schoniger
Partner

T +49 40 32015-5690
sschoeniger@kpmg.com

Industrial Manufacturing
Financial Services

Dr. Jakob Schroder
Partner

T +49 211 475-8200
jakobschroeder@kpmg.com

Financial Services

Timo Schuck
Partner

T +49 69 9587-1699
tschuck@kpmg.com

Automotive

Olaf Thein
Partner

T +49 89 9282-1579
othein@kpmg.com

Transport & Leisure
Health Care

Dr. Andreas Tschopel
Partner

T +49 30 2068-1488
atschoepel@kpmg.com

Automotive
Industrial Manufacturing

Ralf Weimer
Director

T +49 89 9282-1150
rweimer@kpmg.com
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KPMG in Austria

Dr. Klaus Mittermair
Partner

Head of Deal Advisory Austria
T +43 732 6938-2151
kmittermair@kpmg.at

KPMG in Switzerland

Johannes Post
Partner

EMA Head of Valuation
T +41 58 249-3592
jpost@kpmg.com



Your contacts

Germany

Overall responsibility

Stefan Schoniger

Deal Advisory, Valuation
Partner

KPMG AG
Wirtschaftsprifungsgesellschaft
Ludwig-Erhard-Strasse 11-17
20459 Hamburg
T+494032015-5690
sschoeniger@kpmg.com

Austria

Dr. Klaus Mittermair

Head of Deal Advisory Austria
Partner

KPMG Alpen-Treuhand GmbH
Kudlichstrasse 41

4020 Linz

T +437326938-2151
kmittermair@kpmg.at

www.kpmg.com

Technical coordinationn
Dr. Marc Castedello

Head of Deal Advisory, Valuation Germany

Partner

KPMG AG
Wirtschaftsprifungsgesellschaft
Ganghoferstrasse 29

80339 Munich

T +49899282-1145
mcastedello@kpmg.com

Switzerland

Johannes Post

Deal Advisory, EMA Head of Valuation
Partner

KPMG Holding AG

Badenerstrasse 172

8026 Zurich

T +41 58 249-3592

jpost@kpmg.com
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