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This guidebook discusses the primary valuation methods most 
commonly employed by valuation practitioners—from investment 
bankers and financial analysts to corporate managers and stock 
market investors. To gain the most from it, it is recommended that 
you review the basics of financial statements and financial statement 
analysis before you begin.

Please check our website at www.trainingthestreet.com for 
future potential products regarding accounting and financial 
statement analysis.

Chances are that the corporate finance and accounting principles 
you learned in the classroom had a theoretical twist. They probably 
lacked the practical emphasis that professionals give these concepts 
as they use them every day. At Training The Street (TTS), we have had 
years of experience in not only teaching the principles of valuation, 
but also using them as tools in a broad spectrum of real-world 
valuation situations and transactions. This guidebook is essentially a 
compact distillation of everything that we know. It provides you with 
the information you need and nothing more. Each chapter is clearly 
divided into four to seven topics, each beginning with an overview 
that offers a big picture of the central themes you will encounter in 
the chapter. Our aim is to teach valuation methods as if you were 
working for a Wall Street firm or in an investment house. In a lucid, 
practical way, we lay out the applied components of what you were 
taught in class, without shortchanging you on any of their most 
important conceptual underpinnings.

As you go through this practical material, however, bear in mind 
that learning is not about formula memorization, computational 
manipulation, or mechanical success in reaching the right answer. 
It is about understanding the underlying concepts, and why you 
are doing what you are doing. This book presents you with a box 
of razor-sharp tools, but it also sets them up within the contexts in 
which they are typically used.

INTRODUCTION 
How To Use This Guidebook
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Chapter 1: Investment banking and mergers and acquisitions (M&A)

Chapter 2: Corporate valuation and its techniques

Chapter 3: Public comparables analysis and how it works

Chapter 4: Acquisition comparables analysis and how it works

Chapter 5: Discounted cash flow analysis

Chapter 6: Merger consequences analysis

Chapter 7: Leveraged buyout analysis 

Appendix: Real World Case Study

SPECIAL FEATURES

Hotwords   You will also come across hotwords throughout the 
book. These words, bolded and bracketed in solid arrowheads, are 
terms widely used in corporate finance and M&A work. They can be 
looked up in the Hotword Glossary at the end of the book.

Key Formulas   To accelerate learning, we have also identified key 
formulas we regard as especially critical to performing company 
valuations. You will recognize them by the “key” icon next to them. 

Mastery Quizzes   At the end of each chapter, we’ve designed a 
set of questions to test your knowledge on the key topics covered 
throughout the chapter. Once you’ve answered the questions, check 
and see if you got the correct answers! We’ve provided you with not 
only an answer key, but also an explanation of the correct answer 
and the intuition behind our logic. Reading the explanations of any 
questions you miss will provide an additional learning opportunity, 
and show you the insight that a seasoned valuation professional 
uses when performing valuation analysis. 

Text Boxes   Finally, throughout the book there are sidebars, mini-
case studies, and text boxes that address commonly asked questions, 
explain unfamiliar phrases, and offer you useful tips and fill-ins. 
Throughout the chapters, you will find the following:

  Ask the Finance Guru boxes present questions to which we 
have invited TTS experts to respond and share their thoughts. 
Because we train thousands of finance professionals every year, 
we have an experienced viewpoint in addressing the finance and 
valuation questions that puzzle students and practitioners alike. 
We have drawn on this reservoir of experience to frame and 
answer some of the most commonly posed questions.

  Tips of the Trade and Rules of Thumb boxes provide you with 
practical suggestions, calculation assistance, shortcut tools, 
how-to tips, and commonly encountered pitfalls and errors you 
should watch out for.

How To Use This Guidebook – INTRODUCTION
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  Financial Factoids and Did You Know? boxes present 
interesting, relevant facts that will help fill out your contextual 
knowledge of valuation, valuation analysis, and the industries 
in which they are employed.

  A Word on Terminology and Words to Know boxes offer you 
quick definitions of difficult or arcane terms.

A final word of advice before we jump into the thick of things: try to 
view this book not as a “textbook” but rather as a practical guide that 
offers you a framework for the kinds of analyses finance professionals 
perform when they value businesses. Above all, we hope it will help 
demystify the whole topic of financial analysis by laying out in a truly 
clear, down-to-earth way the types of analytics finance professionals 
use every day when they go to work.

Have fun!
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TOPIC 1: WHAT IS AN INVESTMENT BANK?

Investment banks typically turn profits in three ways: 
assisting their clients in the buying and selling of securities 
or companies; raising capital for their clients; or making 
proprietary investments on their own behalf. Under these 
three broad categories, investment banks offer a multitude 
of products and services to their clients, which range from 
individual retail investors to large corporations.

When you are finished with this chapter, you should be able to:

  have a general understanding of the functions and 
departments of an investment bank

  have a general understanding of the competitive 
landscape of financial institutions

I. The Investment Banking Group
There are two main arms in an investment bank: the 
investment banking group, and the sales, trading and 
research group.

The investment banking group is the traditional arm. Its 
usual clients are corporations, government entities, and 
private equity firms seeking to raise capital, to buy another 
company, or to sell themselves. The investment banking 
group provides the advice and support capabilities necessary 
to complete the intended transaction. This may range from 
helping a private company complete an initial public offering 
(IPO), to arranging debt (for example, in the form of a bond) 
for a government municipality that needs to borrow money, 
to advising a large firm on a complicated merger.

But what exactly does the investment banking group do? As 
the traditional arm of an investment bank, much of its work 
is that of underwriting transactions. In short, underwriting 
means taking on the risk of raising capital for a client, 

CHAPTER 1 
Introduction to Investment Banking and M&A



2

in exchange for fees. To assist a client that wants to raise 
money, the investment banking group assumes the risk of 
finding interested investors and the responsibility of placing 
the new stocks or bonds with them. 

In a typical debt or equity underwriting, the investment 
banking group examines ways to create an optimal capital 
structure for the client through the offering. The group then 
structures the deal, draws in potential investors, helps the 
client’s management to “pitch” the offering to the investors, 
and prices the deal.

In an M&A (mergers and acquisitions) transaction, the 
role of the investment banking group varies, depending on 
whether it is representing a prospective seller of a company 
or a buyer. In a “sell-side” transaction, the investment bank 
represents a client that wants to sell itself—hence the name. 
The group will identify and analyze potential buyers, manage 
the negotiation and sale process, and provide an opinion as 
to how much the client should sell for and to whom.

When the bank represents a buyer in a “buy-side” 
engagement, it analyzes prospective candidate targets that 
the client may wish to acquire. It also provides advice on 
how best to approach the most attractive target, guides the 
negotiations and provides an opinion regarding how much 
the client should pay for the target.

Striking the right price in an acquisition is, needless to 
say, hugely important. This book will examine some of the 
valuation tools that investment banks use when they value 
businesses both for sale and for purchase.

Within the investment banking division, there are often 
dozens of smaller groups that fall into one of two clusters: 
industry groups or product groups.

A.  Industry groups are the investment bank’s client 
managers. They establish and maintain relationships 
with the bank’s clients and are involved in a transaction 
from the initial pitch to its close. An example of an 
industry group might be the consumer & retail industry 
group. Industry groups need to understand not only 
the particular issues each of their clients is facing, but 
also the broader industry in which that client does 
business—a challenge given the large differences and 
needs of companies in different industries.

Introduction to Investment Banking and M&A – CHAPTER 1

FINANCIAL FACTOID: 
SOME CONTRASTS TO NOTE

Generally, investment 
banks are made up of two 
super-groups: investment 
banking and sales, trading, 
and research. Bankers in the 
investment banking group 
work with corporations—in 
other words, with clients who 
need capital. Professionals 
in sales & trading or in 
research typically do not 
work with corporations but 
with investors—clients who 
have capital to invest. In a 
sense, the former work on 
the demand side, the latter 
on the supply side. The 
investment banking group 
advises clients, executes 
M&A and other major 
restructuring transactions, 
and raises capital using 
confidential information 
as one of its tools. Sales, 
trading, and research 
executes trades and provides 
research using publicly 
available information. 
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B.  Product groups are different. Each one focuses on 
a particular kind of transaction. Although each bank 
organizes its product groups differently, there is usually 
an M&A group that specializes in buy-and-sell-side 
transactions, a corporate finance group that assists 
clients in finding an optimal capital structure for their 
particular transaction or security offering, a product 
development group that works on tailoring new 
securities, and a capital markets group that helps in the 
pricing, structuring, and sale of the securities.

Do the two kinds of groups work together? Yes, and increasingly 
so. For example, in the context of a deal, the industry groups 
coordinate the efforts of the product groups that are involved 
in the transaction. Generally, depending on the type of deal 
that comes in, one or two people from a particular industry 
group will work with a couple of people from a product group. 
For example, a managing director and an associate from the 
consumer & retail industry group might temporarily join forces 
with a vice president and an analyst from a product group 
such as M&A to assist a client in buying a target company. 
After the transaction is complete and the client-supporting 
roles are defined, the collaboration ends.

However, as the investment banking industry has become 
more competitive and banking services more commoditized, 
a trend has emerged toward “cross-selling” sophisticated 
combinations of banking products and services to one client. 
It is now common to see several groups working together 
on a deal. For example, the consumer & retail banker might 
work with an M&A banker on valuing the company, team up 
with debt capital markets to arrange the debt financing, and 
then have another group structure a collar on the target’s 
purchase price. Cross-selling enables investment banks to 
provide clients with greater value, while at the same time 
generating higher fees per deal.

II. The Sales, Trading, and Research Group
The sales, trading, and research group helps investors buy 
and sell securities in the secondary market. Its clients include 
retail investors, high-net-worth individuals, insurance 
companies, and large institutional investors such as hedge 
funds, pension funds, and mutual funds. Sales, trading, and 
research actually consists of three related sub-groups:

A.  The sales professionals develop relationships with 
the bank’s clients and provide them with investment 

Introduction to Investment Banking and M&A – CHAPTER 1
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advice. Depending on the type of account, they make 
commissions from the trades (that is, purchases and 
sales of securities), or they earn fees based on the assets 
the client has placed with the bank.

B.  The traders help the sales people by providing liquidity 
to the clients. They do this by executing trades requested 
by the clients, or by buying and selling the bank’s own 
inventory of securities to the clients. Each trade is usually 
profitable for the trading desk by a small amount called 
a bid-ask spread, which is the difference between what 
a client can buy the security for, and what they can sell 
it for. It is therefore critical for traders to generate large 
volumes of trades.

C.  The research professionals are a bit different from those 
in sales and trading. They focus on analyzing companies, 
markets, and products. Their research is then published 
to benefit clients and the other groups in the bank. For 
example, their conclusions and insights into companies 
and markets are often used by the sales team in pitching 
ideas to the bank’s clients in order to generate fresh 
trading revenue. Professionals from the investment 
banking group also use the earnings projections of the 
research staff to help build their projection models. 

A Complicated Relationship
There is a complicated relationship between the two arms of 
an investment bank—the investment banking group and the 
sales, trading, and research group. They need each other, 
yet at the same time they are forbidden from collaborating 
too closely or even appearing to be collaborating. On the 
one hand, the success of an investment bank’s underwriting 
operations depends on the linkage between the two groups. 
The investment bankers would have little hope of winning any 
IPO mandates if they did not have the investor distribution 
network in which to sell the new issuances, research analysts 
to provide the investors with some guidance on the company 
issuing the securities, and traders to support a secondary 
market in the stock.

On the other hand, there is a significant conflict of interest 
between the work of the investment banking group and 
that of the sales, trading, and research group. Investment 
bankers have access to confidential information from the 
corporations; yet sales, trading, and research make their 
clients money by buying and selling in the public market 

Introduction to Investment Banking and M&A – CHAPTER 1
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the securities of those very corporations whose confidential 
information the investment bankers peruse every day. As a 
result, in recent years the relationship between investment 
banking and research has become highly regulated, requiring 
a “Chinese wall” between public and private functions, and 
specific protocols for any direct interaction between them. 
The bank’s left arm must literally not let the right arm know 
what it is doing.

TOPIC 2: THE COMPETITIVE LANDSCAPE
Just as an investment bank makes money in several 
different ways, investment banks also have their own 
specialties and reputations and fall into a number of 
different categories.

The following discussion of landscape is as of the date of 
this original writing. Needless to say, the landscape in this 
field is constantly changing and will no doubt continue 
to change. Please feel free to rely on your resources for 
updated information. 

I. The Bulge Bracket
The so-called bulge bracket banks are the largest and most 
active investment banks as measured by a variety of league 
table standings. Numbering fewer than a dozen, they receive 
the most media attention and are the most publicly visible. 
They have dominant underwriting and M&A franchises and 
are typically involved in the biggest deals, often acting as the 
main underwriters in new issues of securities.

II. Advisory Boutiques, the Middle Market, and Others 
Outside the bulge bracket are firms that sometimes compete 
directly with the bulge-bracket firms for business, but more 
often target different markets or undertake specialized work. 
There are several different types:

  Advisory boutiques which focus on specialty M&A deals.

  Middle-market investment banks which concentrate on 
serving middle-market companies. These banks have 
their own sales, trading, and research operations and 
raise capital for their clients in addition to providing 
them with M&A advice.

  There are even more specialized banks that focus on 
specific industries or on a specific practice, such as 
restructuring work.

Introduction to Investment Banking and M&A – CHAPTER 1
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QUICK SUMMARY
When you are finished with this chapter, you should be able to:

  understand which valuation methods finance 
professionals most commonly use and some basic 
differences among them;

  understand some of the main considerations 
professionals have in mind, and the key questions they 
try to answer, when they undertake valuation analyses;

  appreciate some of the fundamental limitations inherent 
in the valuation process;

  understand four of the basic building blocks that 
professionals use in valuation analyses—Equity Value, 
Enterprise Value, EBIT and EBITDA—and how to 
measure them.

The five most commonly used company valuation methods are:

1. Public Comparables Analysis
2. Acquisition Comparables Analysis
3. Discounted Cash Flow (DCF) Analysis
4. Merger Consequences Analysis
5. Leveraged Buyout Analysis (LBO)

There are some broad similarities and differences among these 
valuation techniques: Public Comparables and Acquisition 
Comparables both value a company by looking outside—by 
comparing relevant statistics about the company or transaction 
to others that are similar. DCF and LBO Analyses value 
a company by looking inside—by estimating its capacity 
to generate future cash flows. LBO analysis and Merger 
Consequences are “affordability” analyses: they try to determine 
how much a buyer could afford to pay for a company.

Each of the next five chapters in this book is devoted 
to covering one of these five valuation approaches. In 
this chapter, you will learn about two different ways of 

CHAPTER 2 
Introducing Corporate Valuation
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representing a company’s value: Equity Value and Enterprise 
Value. We will use them to calculate Equity Value-based 
metrics such as the price to earnings (P/E) multiple, and 
Enterprise Value-based metrics such as EBIT and EBITDA. The 
P/E ratio is one of the more frequently encountered multiple-
based indicators of value. EBIT and EBITDA are also two of the 
more commonly used measures of financial performance.

Life, of course, is never simple, so we will discuss some 
common complications in measuring value—such as what 
to do with non-recurring items in the income statement. The 
sections, examples, and exercises below are designed to give 
you a practical grasp of these topics.

TOPIC 1: VALUATION TECHNIQUES: AN OVERVIEW

Purpose of Valuation
Why do we measure a company’s value at all? There are 
many reasons why financial analysts, investors, bankers, 
and companies undertake valuation analyses. Knowing what 
strike price your company should use in issuing options, 
whether to advise a company to accept an acquisition offer, 
whether to hold or sell your 1,000 shares in Apple, or how 
to price your stock as your company prepares for an IPO, 
are all decisions that are made more intelligently when some 
valuation work has been done ahead of time.

Let’s take a closer look at valuation by examining an actual 
transaction. On May 18, 2014, the following headline and 
paragraph appeared in a news article.

Introducing Corporate Valuation – CHAPTER 2

AT&T to Acquire DirecTV in $49 Billion Deal 
AT&T, Inc. agreed to acquire DirecTV for $49 billion, a deal 
that would enable it to be a large player in television and 
increase is power with media companies at a time when 
video consumption is going online. The deal shows how the 
biggest companies in telecommunications are bulking up to 
face an ever-changing media environment. 
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$49 billion! How did the acquirer’s finance advisory team 
come up with this figure? Might another team have come 
up with a different number? Is this an art or a science? If 
it is at least partly a science, what fundamental principles 
of valuation drive this kind of calculation? And what exactly 
does the amount represent? Does the acquirer take on the 
target's debt, if it has any, or only its equity? Let’s look under 
the hood of this transaction.

Valuing DirecTV
Imagine your supervisor asks you to try valuing DirecTV 
because AT&T, a long-time client of your bank, is thinking of 
buying it. There are two key questions you must ask right away.

QUESTION ONE: 
What is the target actually worth, and how do I go about 
valuing it?

Seeing no purpose in reinventing the wheel, you go over and 
ask a seasoned colleague experienced in valuation: “What 
valuation techniques do you use the most?” His or her typical 
response would be:

Public Comparables, Acquisition Comparables, and Discounted 
Cash Flow (or, more likely, your colleague would just say 
“Comps” & “DCF”).

These three are the bread-and-butter tools of corporate 
finance. You will get a chance to master them later on. The 
first two approaches are relative valuation techniques: you 
value the company by looking outside, at other companies 
and/or transactions. The third method is an intrinsic 
valuation technique: you value the company by looking at 
the company itself as a stand-alone entity.

 Public Comparables Analysis
Here, you are trying to figure out the target’s value by 
looking at the value of comparable firms. You’re trying to 
determine the target's relative value based on its peers. 
(More about this in Chapter 3.)

 Acquisition Comparables Analysis 
Here, again, you are trying to determine the target’s relative 
value, but this time based on similar past transactions within 
the same industry. (More on this in Chapter 4.)

 Discounted Cash Flow Analysis 
Here, you are not making any comparisons. You are trying 
to calculate the target’s intrinsic value by figuring out how 

Introducing Corporate Valuation – CHAPTER 2
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much free cash flow the company generates. You do this 
by projecting its unlevered free cash flows out several 
years into the future, and then calculating what those cash 
flows are worth today. (More about this in Chapter 5.)

QUESTION TWO: 
What could or would someone pay for this company? How 
attractive or affordable is it to potential buyers?

This is the second question you need to ask in your valuation 
exercise. Valuation experts typically answer this question 
using “affordability” analyses. Merger Consequences Analysis 
and Leveraged Buyout Analysis are the two most commonly 
accepted methods:

  Merger Consequences Analysis 
What you are evaluating here is this: if an acquirer bought 
a target company, what impact would the transaction likely 
have on the acquirer’s financial position as a strategic 
buyer? The answer to this will help determine not only 
how attractive the target is to the acquirer but also how 
much the acquirer could afford to pay for it. (More about 
this in Chapter 6.)

  Leveraged Buyout (LBO) Analysis
LBO analysis is similar, but what you are asking here instead 
is: What could a private equity firm (a financial buyer) 
afford to pay for the target company? LBOs are acquisitions 
primarily funded with debt—hence the term “leveraged” 
buyout. (More on this in Chapter 7.)

Example
On March 16, 2015, Valeant Pharmaceuticals raised its M&A 
takeover price to take out rival bidder Endo International 
PLC. The per-share price was bumped up to $173 (all in 
cash), or $11.1 billion in total, up $15 from the $158 price 
Salix agreed to take from Valeant back in February 2015. As 
a result, Endo withdrew its cash and stock bid. 

Example
On December 14, 2014, it was announced that PetSmart 
Inc. has agreed to be bought by a consortium investor 
group led by BC Partners. The deal was for more than 
$8.2 billion, making it one of the largest LBO deals of 
2014. BC Partners prevailed over other private-equity 
firms Apollo and KKR that had been vying for the retailer.

Introducing Corporate Valuation – CHAPTER 2
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Let’s delve a little more into affordability analysis. There 
are a few core questions you must ask to determine what 
someone is willing to pay for a company:

QUESTION ONE: 

What type of buyer are we talking about? 

 The world is made up of two kinds of buyers: Strategic 
buyers tend to be other operating companies interested 
in the long- term investment prospects of the acquisition. 
Often times the buyer is in the same industry as the target 
firm, and perhaps even a competitor of it. The second kind 
of buyer is a financial buyer. Financial buyers acquire a 
company and try to create value by taking on additional 
debt (leverage) while using the cash flows of the acquired 
business to pay down the debt in the near term. When 
you come across phrases such as private equity firm, PE 
shop, financial sponsor, or buyout fund, they often mean 
a financial buyer. 

QUESTION TWO: 
What is the transactional context?

 A transaction can be either a “hostile” or a “friendly” deal. 
In a hostile transaction, the target company doesn’t want 
to sell, and its shareholders receive an unsolicited offer 
for their shares. For example, on January 5, 2014, Pfizer 
offered 46.61 GBP for AstraZeneca. The original bid was 
rejected by AstraZeneca. Pfizer then made a revised of 50 
GBP on May 2, 2014 and a “final” offer at 55 GBP on May 
18, 2014. AstraZeneca had told Pfizer that it would need 
to offer around 58-59 GBP in order to secure the board’s 
recommendation.  By contrast, in a friendly deal, the 
acquirer and the target reach a mutual agreement on the 
selling price and the structure of the transaction.

QUESTION THREE: 
What are the market conditions? What premiums were paid 
in recent comparable transactions? In short, what kind of 
period are we currently in, and what is the mood within the 
industry or on Wall Street?

Historically, when stock markets perform well, M&A activity 
tends to be robust. In the late 1990s and early & mid 2000s, 
and, more recently, 2013 to 2015, stock indices hit all-time 
highs and M&A activity soared. In mid-2007, there was a 
liquidity crisis and downturn in the stock market, and M&A 
activity followed the same trend.

Introducing Corporate Valuation – CHAPTER 2
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Art or Science?
Finance practitioners will tell you that valuation is both 
an art and a science. Why is it an art? Because it requires 
judgment based on the intuitive, subjective interpretation 
of data. That is why seasoned professional experience can 
prove so invaluable when determining what someone will 
pay in an M&A transaction. Different finance teams can have 
varying interpretations of the same downward data and 
therefore arrive at distinct valuations based on their answers 
to questions such as: Does the target company have a quality 
management team? How quickly or slowly do you expect 
the company to grow over the next five years? Or next ten 
years? Changes in your assumptions about expected growth 
can generate dramatically different valuations.

Valuation is a subjective process in a second sense: 
transactions involve human parties. Selling the company’s 
story to buyers and crafting the deal are often critical to 
completing the transaction.

Yet valuation is also very much a science, and that is what 
a book such as this one can help you to learn. There is a 
powerful toolkit of methods and techniques to help you create 
a reasonable analytical justification for a potential transaction. 
How did you determine your DCF value? What are the current 
market valuation metrics for the public comparables? A 
financial advisor’s task is to create a reasonable, defensible 
valuation based on the information available.

In summary, there are both subjective and objective elements 
in determining a company’s value. The ideal strategy then, 
is to learn both approaches and to synthesize them.

TOPIC 2: MEASURING COMPANY VALUE

Some basic building blocks
Public Comparables, Acquisition Comparables, DCF, Merger 
Consequences, and LBO analyses are approaches to, or 
methods of, corporate valuation that are based upon certain 
building blocks and foundations. In this section, we will review 
some of the basic building blocks used in these approaches. 
DCF analysis, for example, is based on projecting future 
cash flows. The building blocks there are unlevered free 
cash flows (UFCF) and weighted average cost of capital 
(WACC). Public Comparables and Acquisition Comparables, 
by contrast, are based not on the projection of cash flows but 
on the calculation of multiples, which are financial ratios built 

Introducing Corporate Valuation – CHAPTER 2
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around the foundation of Equity Value, Enterprise Value, EBIT, 
and EBITDA. The first component we will look at is a measure of  
company value.

I. Equity Value or Enterprise Value?
Equity Value and Enterprise Value are the two most commonly-
used measures of a company’s public market value. As we will 
see, each concept serves a different but useful role. Before we 
learn how to calculate them, let’s define what they are.

A company’s Equity Value is essentially the value of its 
shareholders’ interest. It is the market value of the company’s 
shares in the stock exchange. Unlike the company’s formal 
Book Value, the market value tends to fluctuate daily or 
weekly, reflecting movements in the stock market and the 
company's share price.

By contrast, a company’s Enterprise Value represents 
the value of both its equity and its debt capital. Enterprise 
Value is Equity Value plus Net Debt (technically, any  
preferred stock and noncontrolling interest (often called 
minority interest) should also be included in the calculation 
of Enterprise Value). It is the company’s entire economic 
value, or the total value to all of its capital holders, not just 
its shareholders. Put differently, it measures the company’s 
market value from the viewpoint of all of its financing sources.1

Think of it this way. Let’s say you purchased a condo for 
$700,000: $150,000 cash down, and a mortgage of $550,000. 
As your condo’s single “shareholder” or equity investor, your 
equity is worth $150,000. That is how much you personally 
invested in it. But the condo’s total Enterprise Value, of course, 
is more than just the $150,000 down payment. Its Enterprise 
Value includes the $550,000 you borrowed from the lender. 
Enterprise Value, in other words, takes account of the condo’s 
value to all contributors of capital: equity (from you) and debt 
(from your creditors or debtholders).

By contrast, Equity Value captures only the value that the 
contributors of equity have put into the entity. In the case of a 
condo, that is the homeowner. In the case of a publicly-owned 
company, it is the common stockholders.

1 Technically, Enterprise Value also includes the value of all preferred stock and 
noncontrolling interest. In this book, however, we will not cover these other two 
forms of capital because, compared to debt, they are much less common.

DID YOU KNOW?
…that a company’s Book 
Value often is not the same 
as its Equity Value? When 
you’re valuing a company’s 
equity, it’s critical to 
distinguish the Market 
Value of that equity from 
its Book Value. People 
often think Book Value is 
the same as Equity Value. 
But Book Value is really 
the historical cost of the 
shareholder’s equity as 
reflected on the company’s 
balance sheet. While 
book value can sometimes 
serve as an approximate 
indicator of Equity Value, 
what you typically want is 
an estimate of the Market 
Value of the equity on the 
day you did the analysis.

A WORD ON 
TERMINOLOGY

Equity Value is also referred to 
as Market Value, Offer Value, 
or Market Capitalization. 

Enterprise Value is often 
called Firm Value, Total 
Enterprise Value, Total 
Capitalization, Aggregate 
Value, or Transaction Value.
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II. Calculating Equity Value and Enterprise Value
Now, let’s walk through the mechanics of calculating Equity 
Value and then Enterprise Value. Equity Value is simply:

Equity Value =  Share Price x Diluted Shares Outstanding

But share prices fluctuate all the time, sometimes literally 
by the briefest of moments. So to reflect the most up-to-
date market valuation, you would typically use the current 
share price or the latest closing stock price. In addition, 
most finance professionals use the current diluted shares 
outstanding to reflect potential shares from options and 
convertible securities.

Exercise
Let’s try this with an imaginary public company, Blue Coolite 
Corporation. Blue Coolite currently trades at $45.76 per share. 
The company has 99.882 million diluted shares outstanding. 
What is its Equity Value?

Share Price $45.76

x Diluted Shares Outstanding 99.882

= Equity Value of Blue Coolite Corp. million

Answer:
Share Price $45.76

x Diluted Shares Outstanding 99.882

= Equity Value of Blue Coolite Corp. $4,570.6 million

Now that you have calculated Equity Value, let’s take a look 
at Enterprise Value:

Enterprise Value = Equity Value + Net Debt

There are four practical points to keep in mind when 
calculating Enterprise Value:

  Net Debt = Total Debt – Cash & Equivalents. We use Net 
Debt rather than total debt because we are assuming that 

WHAT IS A  
DILUTED SHARE? 

A diluted share count is a 
more conservative way of 
looking at a share count 
for a company. It not only 
includes the current shares 
outstanding for the company, 
but also any new shares that 
could arise from the exercise 
of options and convertible 
securities.

Enterprise Value =
Equity Market Value *

Net Debt **

+

*Not to scale, Equity Market Value is usually the largest component 
** Any preferred stock and noncontrolling interest should also be included in the  

Enterprise Value calculation

FINANCIAL FACTOID
Enterprise Value is Equity 
Value plus Net Debt. Net 
Debt is total debt minus 
Cash & Equivalents. So 
Enterprise Value tends to 
be larger than Equity Value 
because most companies 
have more total debt than 
Cash & Equivalents (i.e., Net 
Debt is a positive number). 
But some firms—Apple is 
one example, as are many 
technology firms—have 
more Cash & Equivalents 
than total debt (i.e., Net 
Debt is a negative number). 
For such companies, 
Enterprise Value will 
actually be smaller than 
Equity Value.
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a company with cash will use that cash to pay down its 
total debt, dollar-for-dollar. For example, if a company 
has $100 million of debt, and $10 million of cash, then the 
company would have $90 million of “net debt”. 

  Typically, you should use the latest balance sheet to make 
sure your analysis has the most up-to-date cash and debt 
numbers. Look again at the formula above. Notice that 
Equity Value is shown at “Market Value,” or derived 
from a market price. Technically, this means you should 
use the Market Value of debt and other capital to be 
consistent. However, not all debt trades in public markets, 
so determining its Market Value can be quite tedious. As 
a proxy for Market Value of debt, many professionals 
use the Book Value from the balance sheet. This often 
works well, but watch out for situations where the market 
value of debt varies from its book value—for example, in 
the case of a financially distressed company.

  Debt balances should include all interest-bearing liabilities 
on the balance sheet.

  Normally, Cash & Equivalents includes any short-term 
marketable securities that are liquid and easily converted 
to cash.

Let’s try calculating Enterprise Value for Blue Coolite Corp. 
using its latest balance sheet. 
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Exercise

Equity Value of Blue Coolite Corp. million

+Short-term Debt

+Current Portion of Long-term Debt

+Long-term Debt

– Cash and Cash Equivalents

= Enterprise Value of Blue Coolite Corp million

Answer

Equity Value of Blue Coolite Corp. $4,570.6 million

+Short-term Debt 5.8

+Current Portion of Long-term Debt 10.0

+Long-term Debt 361.5

– Cash and Cash Equivalents (288.9)

= Enterprise Value of Blue Coolite Corp $4,659.0 million

Remember the formula for 
Enterprise Value = Equity 
Value + Net Debt. Also, 
remember that whenever 
you see the Excel icon on the 
left, you can use the Excel 
templates that come with this 
book to help you solve the 
problem. The solutions for all 
the Excel-based problems 
are also in the Excel file.

Introducing Corporate Valuation – CHAPTER 2

Balance Sheet for Blue Coolite Corp.
Dollars in Millions

Cash ................................................................... $288.9
Accounts receivables (net) ............................... 272.7
Inventories ......................................................... 425.7
Other current assets ......................................... 42.1
Total Current Assets ......................................... 1,029.4

PP&E (net) ......................................................... 704.2
Intangibles ......................................................... 95.2
Goodwill ............................................................ 417.7
Other long-term assets ..................................... 287.4
Total Assets ....................................................... 2,533.9

Accounts payable ............................................. $203.6
Accrued liabilities ............................................. 103.3
Income taxes payable ....................................... 141.8
Short-term debt ................................................ 5.8
Current portion of long-term debt ................... 10.0
Total Current Liabilities ....................................  464.5

Long-term debt ................................................. 361.5
Deferred income taxes ..................................... 257.4
Other long-term liabilities ................................ 51.5
Total liabilities ................................................... 1,134.9

Total equity ........................................................ 1,399.0

Total Liabilities and Equity .............................. 2,533.9




