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Importance: mergers and acquisitions became an efficient strategy for
gaining competitive advantages in rapidly changing world. The process
of M&A effectiveness assessment is noticeably challenging due to various
factors, including non-financial factors, influence on the performance of
merged companies. Thus, there is a necessity in development of financial
analysis tools and its application to the ESG integration in the M&A
effectiveness estimation. Purpose: article is devoted to problems regarding
the estimation of the M&A effectiveness taking into account material
ESG risks and provide the recommendations for M&A deal effectiveness
assessment. Research design: the study critically discusses valuation
methods that could be used in assessing the fair value of target and
acquirer and identifies the most suitable method for considered industry and
companies and provides the M&A deal effectiveness assessment. Results:
the paper provides the recommendations regarding the M&A effectiveness
estimation process. Performed results in the empirical research highlight
the necessity of ESG risks integration in the process of M&A effectiveness
assessment.
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Introduction

Competition is a driver for the development of any company. Mergers and
acquisitions (M&A) became a beneficial strategy for companies to rapidly obtain
competitive advantages.

Valuation plays a central part in acquisition analysis, as a process of the
target’s fair value estimation. M&A should be considered as complex investment
project due to the nature of M&A from an economic perspective. This provides
the opportunity to use investment analysis tools for M&A effectiveness estimation.
Traditionally, takeover valuation considers two specific factors: the effect of
synergy using the DCF valuation method and the impact on the value of changing
management and restructuring the target [3]. These factors require not only
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guantitative but also qualitative analysis, which could create additional issues and
uncertainties in valuation.

A huge body of literature is devoted to the valuation of M&A effectiveness.
One of the most challenging questions is how to value the M&A effectiveness
when the acquirer can pursue multiple motives and various factors influence the
M&A effectiveness estimation. We discussed the evolution of knowledge regarding
the M&A valuation process in the article [9] and concluded that we have to
choose a valuation method based on available information about companies, use
multi-method that combine market-based valuation and DCF valuation, and use
artificial intelligence technologies, for instance, based on Bayesian approach, that
could be used for valuation process optimization.

This empirical study considers one recently proposed M&A deal within the
Food-Retail industry in the EU market. The purpose of the study is to provide the
estimation of the M&A effectiveness and the recommendations for considered
M&A deal. The study critically discusses valuation methods that could be used
in assessing the fair value of target and acquirer and identifies the most suitable
method for considered industry and companies. Data for this study were collected
using the Bloomberg database (Bloomberg spreadsheets) and publicly available
sources.

Methods and results of the study

Justification of valuation method

Three different approaches could be used for valuing a company: discounted
cash flow valuation, relative valuation, and option pricing models. The discussion
of the advantages and disadvantages of these approaches is presented in table 1.

Table 1

The comparison of valuation approaches used in acquisition analysis

ngjriggﬂ Advantages Disadvantages
Discounted |e Suitable for the companies that|e Can not be used if the
cash flow can generate cash flows (even contingency occurs
valuation negative cash flows) « Existence of uncertainty in the
e Can be applied for unique| valuation of cash flows due to
business the number of assumptions

e Consider the long-time horizon
(consider a firm as a going
concern that is more suitable for
acquisition analysis)

e The various capital structure
could be taken into account

e Less exposed to market moods
and perceptions

Relative e Suitable for the assets that do|e Require the existence of an

valuation not generate the cash flows active market
* Require fewer inputs compared s Require the number of similar
to the DCF approach assets that are priced

e Reflect market perceptions and
moods (could be suitable for sell-

side in M&A) « May overvalue the firm

e Consider short-time horizon
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Valuation

approach Advantages Disadvantages
Option pricing |e Suitable for companies with|e Many of the inputs for the
models future cash flows under certain option pricing model are

conditi(_)ns for which the difficult to obtain
probability could be estimated Consider short-time horizon

e Can be applied for unique|s Mistake opportunities for
business options

e derive value from an
underlying asset that has to be
estimated first using another
valuation approach

Source: created by the author based on observed literature [3]

Within each approach, the analyst has to choose between different models
[3], considering the characteristics of a firm being valued. These characteristics
can include the level of the company’s earnings, the sources of earnings growth,
growth potential, dividend policy and the stability of the leverage.

This study considers the one proposed M&A deal in the Food-Retail
industry: Carrefour SA (EU market, France) acquires Casino Guichard-Perrachon
SA (EU market, France) [1].

First, the nature of the cash flows of these companies should be considered.
Based on the information in Financial Statements of given companies, cash flows
are currently presented and expected in the near future; also, there are no cash
flows under certain conditions. Thus, we could consider DCF or relative valuation
approaches for acquisition analysis.

Second, we should contemplate the existence of comparable firms if we
would like to use a relative valuation approach. This approach could be used in the
step of choosing the potential target when companies have a list of targets. P/S
or EV/S multiples could be applied for relative valuation, taking into account the
industry-specific characteristics. However, in considered case where the acquirer
proposed the M&A deal, and we examine the intrinsic value of the target, this
approach is not applicable.

Thus, the DCF approach is the most suitable for considered case. Moreover,
with the purpose of M&A and under the assumption of a going concern, the DCF
approach is more appropriate compared to other approaches.

The previously done literature review of developments in valuation methods
[9] showed that the application of DCF approach is a challenging task due to
the quality of accounting information [11] and questionable judgements such
as economically implausible ideas about risk-free interest rates or acceptable
long-term economic rates of return [4]. These factors lead to uncertainty in
the valuation of cash flows. The Bayesian framework was suggested [12] as
an improvement of the valuation and understanding the degree of uncertainty.
However, this study does not cover the application of the Bayesian approach.

Despitetheissuesinthe application of DCFapproach, thisapproach continues
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to be the most popular [7], and according to the carried-out justification of the
valuation model, the DCF approach is most acceptable in the considered case.

DCF approach has several modifications in valuation models. The algorithm
created by Damodaran [3] could be used for identification of the appropriate to
our cases model.

As the cash flows of considered companies can be estimated, and we
assume unstable leverage, the FCFF should be applied. The current earnings of
the companies are positive and normal, so we use them as a base. We use the
historical average growth rate for the forecast.

Key Food-Retail industry transformations significant for valuation

Many traditional grocery retailers in the United States and Western Europe
experience their sales and margins fall [10]. Three significant transformations
in Food-Retail industry directly influenced sales and margin growth: changes
in consumers’ habits and preferences, intensifying competition, and new
technologies, should be considered.

Changes in consumers' habits and preferences are characterised by the
expectation of obtaining anything, anywhere and in any time. One behavioural
change common to every demographic group has posed an enormous challenge
for the grocery industry: people are less inclined to cook. As a result, food service
is growing faster than food-at-home consumption [10].

The competition in the Food-Retail industry intensifies due to the growth in
e-commerce that empowers the development of ecosystems — for instance, the
ecosystem «New Retail» (integration of online and offline channels) created by
Alibaba in China. The analysis provided by McKinsey [10] shows the shift between
$200 billion and $700 billion in revenues from traditional grocery retailers to
other formats and channels by 2026 — further hurting sales productivity and
aggravating space overcapacity.

The implementation of new technologies such as digital solutions, artificial
intelligence, advanced analytics, the Internet of Things (IoT) and robotics —
should be considered as a source of future growth from one side and as the
high required current costs from another side. However, changes in the business
model could increase profitability.

The revenue forecasting is one of the basic steps in DCF model creation as other
characteristics of the model usually depend on the revenue (calculated as a percent of
revenue). Understanding the business model, which means identifying the drivers for
revenue growth, is the crucial requirement for DCF modelling. The Food-Retail industry
specifics consider «Stores number», «Selling space», «Sales per sqm» and «Average
Selling space of the store» as the key drivers for revenue growth. However, the current
transformations of the given industry —focus on online sales and ecosystems development
forced by the current global situation of COVID-19 and self-isolation — prevent the use
of traditional revenue drivers. Thus, the analysis considers the historical average growth
rate of return, taking into account the growth rate of the economy.
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Results of the analysis
The proposed M&A deal details are presented in table 2.

Table 2
Summary of M&A deal
Acquirer Carrefour SA (France)
Target Casino Guichard Perrachon SA (France)
Save the market share of the grocery market that would create
M&A strategy France’s biggest grocer and a new market leader in Brazil.
Nature of bid Friendly
Transaction value EUR 14,990 million
Payment type Cash

Source: Bloomberg, 2020

Key insights of the acquirer — Carrefour SA (France)
Table 3
Basic information about the acquirer

Carrefour operates supermarkets, hypermarkets, cash and carry stores,
and e-commerce websites. The Company offers consumer goods, food
and non-food products, household supplies, textiles, electronics, home
appliances, and local products. Carrefour serves customers worldwide.

Carrefour’s store network consists of around 1,375 hypermarkets
(averaging 7,345 sq. m.), 3,300 supermarkets (1,320 sq. m), 7,000
. convenience stores (60-900 sq. m.), and nearly 400 cash and carry
Operations outlets (4,120 sq. m).

Carrefour’s distribution network consists of around 120 warehouses
across its territories.

Carrefour has been slow to adapt to changes in the grocery retail
landscape, particularly online delivery, and had to endure deep erosions
to profits while it adjusts. The company’s “Carrefour 2022" strategy is
wide-ranging and touches most, if not all, parts of its business.
Carrefour is investing €2.8 billion in e-commerce to generate €5 billion
from online by 2022.

It has extended home delivery to 26 French cities, including 15 with
one-hour express delivery.

To enhance operating efficiency and increase responsiveness, Carrefour
is streamlining its head offices across all countries.

The company is making a lot of operational changes, too. It will revamp
its product offering by offering a +10% reduced assortment size and
pooling purchasing to reach lower purchasing costs.

In 2018 Carrefour’s Brazilian subsidiary acquired e-Midia, a food
website company that hosts recipe website Cyber Cook and lifestyle
websites Vila Mulher and Mais Equilibrio.

M&A back- In 2018 Carrefour acquire Quitoque, a meal-kit delivery service.
ground The company is based in France and emphasises local and seasonal
produce. The acquisition expands Carrefour's online presence. It also
acquired a stake in Showroomprivé, Europe's second-largest online
private sales operator.

Source: Bloomberg, 2020

Description

The strategy of
the company

Valuation of the acquirer

The FCFF model with stable growth was chosen for the valuation of
considered companies, and the calculation of FCFF based on historical data is
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presented in table 4. DCF modelling indicates the intrinsic value of the acquirer
of €19 billion (table 5).

Table 4

FCFF based on historical data (€ million)
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Source: created by the author based on Bloomberg data, 2020

Table 5
The value of Carrefour (€ million)

EY 1020E FY 2021F FY 2013F FY M023E FY 2034E

Income Statement

Revenue 71 244.7 T0 402,46 69 875.8 69 336.8 68 820.5
Ravenne growih -2% -I% -I% -1% -1%
Cost Of Goods Sold 56 738.0 560942 55 GE8.6 552549 54 8141
o our af ravanue | §0%e §%e §%e e e
Gross Profit 14 506,7 14 3084 14 1872 14 081.9 14 0064
Cfrass margn | %% Tl e e e
Operatmg Expense 12 891.8 12 691.7 12 571.1 12 3209 12 220.7
Operating Income (EBIT) 16149 1616,7 1616,1 17610 17857
Cpararing margin M e e ER i)
Effective Tax Rate % 56.4% 56.0% 55.8% G0.9% 6. 5%
Met Property, Plant & Equipment 13 570.6 13 3964 131749 13 074.6 13 170.3
Deprecution & Amort. 1771.0 17852 1807.1 1747.3 1773.9
" our off FPE 13% 13% 14% 13% 13%
Capital Expenditure 17337 17135 1710,7 1676.2 1 690.7
%o oul of revanug % % %% %% i
Change in Net Werking Capital r 70" (14.6)" 1.7 " 650 " 720
%o out of revenue 08l 08X 0 0g%a il Tl o114
Free cazh flow to firm (FCFF) 7349 7976 T6E 4 6943 7155
Terminal growth rate 1.5%
WACC 5.2% 5.2% 5.1% 5.1% 5.1%
PV of FCFF (EUR) 608.6 721.0 6610 569.0 558.8
PV of FCFF (2020E-2024E) EUR 3 2083
PV ef tenumal valus (EUR) 15 554.7
Value of the company (ELUE) | 19 0923,0

Source: created by the author based on Bloomberg data, 2020
Key insights of the target — Casino Guichard Perrachon SA (France)
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Basic information about the target

Table 6

Description

One of the world’s leading food retailers, Casino Group, owns and
operates more than 15,300 stores, including hypermarkets (mostly
Géant), supermarkets (Casino and Monoprix, to name a few),
restaurants (Casino Cafétéria), and discount stores (Leader Price).

It is the third-largest food retailer (behind Carrefour and Auchan)
and the #1 convenience store operator in France (primarily as Petit
Casino, but other banners include Franprix, Vival, and Spar). Most of
its stores are in France, but it has outlets in 8 countries in Asia and
South America, including Brazil, Colombia, and Thailand.

Operations

€-commerce.

other activities.

Its retail operations bring in the bulk of revenue, at around 73%,
but it also earns significant revenue from electronics, and through

Of its 10,627 stores, 6,917 are convenience stores, 867 Franprix, 810
Leader Price, 698 Monoprix, 441 Casino supermarkets, 146 Indian
Ocean, and 128 Casino hypermarkets. It also operates 621 stores in

The strategy of
the company

Casino Group is pursuing a strategy of geographic diversification, with
a particular focus on Latin America. It combined its Latam operations
into a single structure under the Exito subsidiary. In Asia, the Group
continued to expand across all formats during the year, supporting the
development of modern retailing in the region.

Casino is working hard to ramp up its digitalisation capabilities.

In late 2017 it signed a deal with UK online grocer Ocado to use

its technology platform to expand its online offering. Ocado's
sophisticated robotics, online technology, and delivery software make
it arguably the world leader.

Source: Bloomberg, 2020

Valuation of the target

DCF modelling indicates the intrinsic value of the target of €4,5 billion

(table 7).

Table 7

The value of Casino Guichard-Perrachon (€ million)

Ineome Statement
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Temminad gowils sate 1.5%
WACC 3.9% 3.9% iM% 3.5% 3 A%
PV of PCFF (ELTR) 1558 197,1 1708 101,43 8T
PV af FCFF (Z2020E-20245) EUR T8
PV af tenmumsal sale (ELR) LRI
Valee of the company (ELR) 45757

Source: created by the author based on Bloomberg data, 2020
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Synergy effect

The valuation of the merged company is presented in table 9. The
combination of the companies does not generate the synergy effect. The acquirer
has a negative trend in revenue with the high percent of COGS that can not be
over by the performance potential of the target. Thus, the merged company has
averaged performance potential that is not enough for generating a synergy

effect.

The summary of the M&A deal

Table 8

Acquirer

Target

Market capitalisation

€ 11,660.9 million

€ 3,656.1 million

Intrinsic value (under DCF
analysis)

€ 19,093 million

€ 4,575.7 million

Transaction value

€ 14,990 million financed by cash

Synergy effect

Summary of the M&A deal

The considered deal does not propose the synergy.

The merger motive is the market share of the

grocery market and creation France’s biggest grocer.

The intrinsic value demonstrates the slight
underestimation of the target. However, the
transaction value is deemed to be overestimating.
Transaction financing by cash may result in high

liquidity risks.

Source: created by the author

Table 9
The valuation of the merged company
I EV 2020F  FW 2021E  F¥ 2032 FY 2023F  FY 2024F
Revenus 1122710 115 6392 119 1083 11T 850,6 126 3620
Rt grem i Ei N Ei Ea I
Ciott Of Goods Sold BS 4487 WM 91 7134 94 4648 9T I9EE
5 ont gf i k] 778 ] T %
Ceross Profit EEE ] 24 297.0 2T A0 181168 280633
COss sargt 28% 5% 2% 25 5%
Operating Expense II 45842 A1 I3 .7 2455483 181714
Operating Inseme (EBIT) 3 Mif.l & 409,23 3 5T 36804 3 TP
Dot g awaTgT 3% % I i I
Effective Tax Rale % 195% 20.7% % 3% iL5%
Net Preperty, Plam & Equipment 20083 210238 205432 21 D0ed 212132
Deprecianon & Amert Z 5214 23251 P ] |- ¥ 23210 2 Ha
2 owr af PRE 1% 1% 1% 1% i 2%
Cagntal Expenditre R A 3 4692 ER ] 3 6804 300
% ont g it 3% L1 % rr I
Chasge m Net Werking Capital 0,5 656,7 17 L] 113
Ho ont g e 9,55% 057 0,555 0,652 0.73%
Free cash Bow to B (FCFT) 34,5 H531a6.8 G905 554,2 418,7
Terminal growth rare 1.5%
WALE g8y 5,895 g 5oy 584 5 5e
PV of FCFF (ELR) EELD 1520 55,1 4473 £ ]
PV of FCFF (2020E-2014E) EUR 30012
BV of ternsinal valee (EUR) 9 200.2
Value of the compamy (EUR) 11 3981 .4
Source: created by the author
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Revenue Mix Last Full FY (in M EUR)
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Sa, 2019 4

Casing
Guichard
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Fig. 1. Revenue of the merged company

Source: created by the author

Recommendations

The valuation of the considered case was a challenging task due to various
issues. In the process of evaluating companies, the author formulated the
following recommendations for mitigation of these issues (Table 10).

Table 10

Recommendation for the valuation process

Valuation issue

Recommendations

Understanding the business model of the
company

The company’s annual reports could be
considered as sources of information. In
the case of a friendly takeover, the target
could provide additional information about
its business.

Identification of key drivers

Financial fundamental analysis and
market researches could be used as
sources of identification key drivers.

Accounting issues:

Various accounting issues could occur
started from a difference in accounting
policies that makes the comparability of the
companies more challenging. (for instance,
depreciation and amortisation)

Also, the representation of accounting
information issues creates the inaccuracies
in valuation.

The corresponding adjustments should
be made to neutralise the differences

in accounting principles. However,
sometimes we should consider the trade-
off between the quality of the valuation
and the time spent.

Taxation

The differences and complicatedness of
the taxation rules could be mitigated by
the application of effective interest rate,
calculated based on historical data.

Currency (in cross-border M&A)

The uncovered interest rate parity theory
should be applied for currency conversion.

120
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Source: created by the author

The considered deal does not propose the synergy. The merger motive
is the market share of the grocery market and creation France’s biggest grocer.

The considered deal does not create lots of valuation issues, as this is
domestic merger, using the same currency, same accounting and taxation
principles.

The intrinsic value demonstrates the slight underestimation of the target.
However, the transaction value may be deemed to be highly overestimating.
Transaction financing by cash may result in high liquidity risks.

Thus, this acquisition should not proceed. However, if there is a threat of
market capture from competitors, perhaps this transaction will be the only way
to maintain market share.

In provided deal analysis we did not consider nonfinancial factors of
both companies. For the first glance this M&A deal should have proposed the
synergy by increasing market share. However, financial data shows the opposite
effect. Thus, the analyst should consider other factors that could influence on
the effectiveness of the M&A deal. For example, nonfinancial factors which
cause risks and opportunities for the merged company can be presented by ESG
parameters. These parameters could be integrated in financial modeling process
for the valuation of the effectiveness of a M&A (figure 2).

» Determination of motives of M%A and parameters tor valuatlon of the effectlveness
of M&A deal

\H‘/ = Risks identification

* iisks classification

® Clualitative risks” analysis

-

Mt
\\4“/ ¢ Collection of E5G information and its analysis ]
-\I

\?j/’ » Estimatlon of the MEA etfectiveness under risks using gquantitative methods
* selection of the appropriate method:

* bonte-Carle simulation

* Hayesian approach

o Plachine learming and artificial newral netweorks

= Comparative risk assessment. This assessment |5 proposed to be carrled out If It ks
Impossible to carry out a quantitative assessment

» Expert assessment of the Impact of risks on the ME&A effectiveness Indicators

| S | SN, \"-

* Manitoring and subsequent risk analysis

Fig. 2. The mechanism of integration ESG risks in M&A effectiveness valuation
Source: created by the author

3 (159) 2023 121



The proposed mechanism is presented by adaptative algorithm including
risk management techniques and developments of financial analysis tools. This
algorithm will help to an analyst with the integration of non-financial risks in the
valuation of M&A effectiveness.

Conclusion

This study set out to provide the estimation of targets’ fair value and
the recommendations for considered M&A deals. Also, the study justifies the
valuation method that should be used in assessing the fair value of the target in
the considered industry.

This study has identified that the DCF approach (FCFF stable growth
model) is the most suitable method for valuation of considered companies.
Also, the industry analysis was done to identify key drivers of future growth and
development for considered companies, and the main consequence of industry
transformation influenced on valuation is the revenue forecast base change due
to online shopping (from the store floor area to the average growth percentage).
Moreover, financial analysis of the considered companies provides key insights for
understanding the drivers and business models.

The results of the case show that M&A does not create a synergy effect.
However, this deal could be vital for both companies due to the substantial level
of competition and the necessity to save the market share.

As a result of this empirical study, several recommendations were presented
considering the main valuation issues: understanding the business model of the
company, identification of key drivers, accounting issues, taxation and currency
issues. Also, ethe ESG integration mechanisms was discussed for improvement of
the M&A effectiveness estimation.
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MpeameT: cnusiHUSE U nornoweHus ctanu 3pheKTUBHOM CTpaTerven no-
NTYYEHUS] KOHKYPEHTHbIX MPEUMYLLECTB B ObICTPO MeHsIoWeMCS Mupe.
Mpouecc oueHkn 3PHEKTUBHOCTU CAENOK CIUSHUS U MOTJIOWEHNS SBNS-
€TCS AOCTAaTOYHO CNOXHbIM M3-3a Pa3fMyHbIX (PakTOpOB, B TOM YMCTE He-
(PUHAHCOBbLIX, BAMSIOWMX Ha pe3ynbTaTbl AeATENIbHOCTM 06beanHsaeMbIX
KOMMaHui. TakuM 06pasomM, CyLLECTBYET HEOBXOAMMOCTb B Pa3BUTUKN UH-
CTPYMEHTOB (PMHAHCOBOIO aHa/M3a U MX MPUMEHEHWUM ANS MHTErpauum
ESG-puckoB npu oueHke 3hheKTUBHOCTU CIMSHUIA U NOTNOWEHUA. Llesnb:
CTaTbsi NOCBsIlLEHa NpobieMaM oueHKM 3hdEKTUBHOCTU CAENOK CIIMSIHWN
W MOTMIOWEHUA U COAEPXKUT PEKOMEHAALIMM MO MPOBEAEHWNIO TaKoN OLIEH-
KW. [u3aviH MCCeAoBaHUs: B UCCNEAOBaHNM KPUTUUYECKM 0BCYXaatoTcs
MeToAbl OLIEHKW, KOTOpble MOrnM 6bl 6bITb MCMOMNb30BaHbI MPU OLEHKE
CrpaBeanBoON CTOMMOCTU 06beKTa U MOKYyMaTens, v onpeaensieTcs Hau-
6onee noaxoaawmii METOA A1 pacCMaTpUBaEMOM OTPac/M U KOMMaHWi, a
TaKxe NpUBOANUTCS oLeHKa 3(PHEKTUBHOCTU CAENKM CIMSHUS U MOMOoLLe-
HUs. Pe3ysibTaTbl: aBTOPOM MPeAsIOXEHbl PEKOMEHAAUMM OTHOCUTENBHO
npouecca oLeHKM 3(PHEKTUBHOCTU CAENOK CAWUSIHUIA U MOMNOLWEHNA. Pe-
3ynbTaTbl SMMUPUYECKOrO UCCNIEA0BaHMS NOAYEPKMBAOT HEO6X0ANMOCTb
nHTerpaumnm ESG-puckoB B npouecce oLeHKU 3(pheKTUBHOCTU CIIUSIHWI U
MOrNOLLEHWI.

KnroueBble cnoBa: CAenku CusiHUs 1 nornowerus, ESG-pucku, oueHka
adpdekTnBHocTM M&A, DCF oueHka.
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