
Returning Member Review



Table of  Contents

● Accounting

● Time Value of Money and WACC

● Valuation

● Multiples

● Comps & DCF



What is accounting?



Accounting definition

Accounting is the measurement and communication of a 
business’s financial information.



The Holy Trinity: 3 Financial Statements

IS: PROFITABILITY.
● Shows the company’s revenue, expenses, taxes, 

and net income 
● Reported as a period of time (eg: Q1-Q4 of 2018)

CFS: CASH.
● Shows the real cash generated through 

operations, and cash inflows/outflows from 
different activities

● Reported as a period of time (eg: 2017-2018)

BS: SOLVENCY.
● Shows the company’s resources (aka assets), and 

how it got those resources (liabilities or 
stockholder’s equity)

● Reported as a point in time (eg: as of Q4 of 2018)



The Bread and Butter: Balance Sheet

● Assets, Liabilities, 
Stockholder’s Equity. 
Creditors and debtors 
have a claim to assets

● Current vs. Non-current 
difference

● Why does A=L+SE?
● Listed in Order of 

Liquidity!



Income Statement

● Main stages: Net Sales, Gross Profit, Operating 
Income, Income before Tax, Net Income

● When is an item on the income statement?         
(2 rules)
○ Has an effect on taxes
○ Corresponds to the period of the IS

● Why isn’t capex here?
○ Capital expenditures, commonly known as 

CapEx, are funds used by a company to 
acquire, upgrade, and maintain physical 
assets such as property, buildings, an 
industrial plant, technology, or equipment.

https://www.investopedia.com/ask/answers/020915/what-difference-between-capex-and-opex.asp


Another 
Detailed 
Income 
Statement

Do you see 
anything 
misleading about 
the income 
statement?



Cash Flow Statement

Why do we need this?

● Income statement includes non-cash revenues 
and expenses (A/P, A/R)

● There are real cash outflows that aren’t 
reported on income statement because they 
fall outside of the reporting period of the IS 
(eg: prepaid expenses, capex)

● Because of these reasons, income statement 
not good indicator of real cash the company is 
generating



CFS: Indirect Method

Net working capital
● NWC = noncash CA - CL
● Why is an increase in current assets 

a decrease in cash? 
● Why is an increase in current 

liabilities an increase in cash?

CF from operations: Net Income 
modified to show real cash generated 
from running the business
CF from investing: Capex, equipment 
sales/purchases, etc
CF from financing: anything the company 
does related to stock, debt



Another philosophical question:

How do the Financial Statements link?



1.  Net Income Retained Earnings Link 

● Net Income on Income Statement (also Cash Flow Statement) affects 
Retained Earnings on Balance Sheet (under Stockholder Equity)

Retained Earnings = Starting RE amount + Net Income - Dividends Paid



2. Net Income    Cash Link

● Net income is the last line item in the Income Statement
● Net income is the first line item on the Cash Flow Statement
● Change in NWC on CFS relates to CA and CL line items on BS
● The last line item on the Cash Flow Statement is Change in Cash
● This Change in cash line item is the change in cash year to year on the 

Balance Sheet



Linking Statements Together

Income Statement Cash Flows Balance Sheet

Net Income Beginning Cash

Net Working Capital Current Assets & 
Current Liabilities

Net Income Ending Cash Retained Earnings







Summary of  Terms

● Depreciation and Amortization
● EBITDA, EBIT
● Net Working Capital
● A/R and A/P
● PP&E
● Deferred Revenue
● Accrued Expenses
● Prepaid Expenses
● COGS
● Goodwill and other intangibles
● Inventory
● Capital Expenditures



Summary



Time Value of  Money & WACC



A dollar today...



A dollar today...

PV: how much money you have 
today

FV: what your money will be worth 
in the future (answer)



A $ today is worth more than a $ tomorrow because of:

FV=PV(1+r)n

Reasons:

● Return
○ Compound Interest

● Risk
○ More risk, more return
○ Inflation (Prices go up)

● Opportunity Cost
○ Bank v. Stocks
○ College v. Work



A $ Today Forever... 
(the cash flow is growing/declining in perpetuity)

PV=CF/(r-g)
● r=discount rate (interest rate)
● g=growth
● cf=cash flows

So what?



A $ Today Forever...

The intrinsic value of a company is the cash 
flows of all the money it can generate in 
perpetuity discounted to the present.



So what “r” do you use for a company?

Factors:

● Return
● Risk
● Opportunity Cost

Plus another level of complexity…..



Debt v. Equity

● Capital Structure Definition: Sources of capital a company has (D&E)
● Debt and equity demand different costs. Why?

○ Cost = a % return that an investor demands
● What is cheaper? Debt or Equity?

○ Effects of interest tax shield: interest payments on certain debts 
are a tax-deductible expense, so taking on qualifying debts can act 
as tax shields (interest paid decreases after-tax income)

○ Governments provide interest tax shields in order to encourage 
more investments for companies and firms, as well as for 
individuals

● So how do you combine the two costs into a single “r”?



A Wacky Concept: Weighted Average Cost of  Capital
WACC, Traditional Position:

the discount rate; the 
blended mix of a company’s 
debt and equity and the 
required return based on 
those proportions;
the rate that a company is 
expected to pay on average to 
all its security holders to 
finance its assets



WACC

Important notes:

● According to traditional position, there IS an optimal capital 
structure, different for each company

● Debt is cheaper than equity



Ke & CAPM & Kd

Cost of equity (Ke) can be found by using the Capital Asset Pricing Model (CAPM):

Formula:

Risk-free rate + beta * (market return - risk-free rate)

● The 10 yr treasury rate can be used as the risk-free rate and the expected market return is generally 
estimated to be ~7%

● The 10 yr treasury rate is usually 1.5-2%

Note: WACC increases if beta and rate of return on equity increase because an increase in WACC denotes 
a decrease in valuation and an increase in risk



More Concepts

● Lenders and equity holders will expect to receive certain returns on the funds 
or capital they have provided

● Since the cost of capital is the return that equity holders (shareholders) and 
debt holders will expect, WACC indicates the returns that both kinds of 
stakeholders (equity holders and lenders) can expect to receive

● WACC is an investor’s opportunity cost of taking on the risk of investing 
money in a company

● In a DCF, one may apply WACC as the discount rate for future cash flows in 
order to derive a business’s net present value



Recap

● Time Value of Money

● Intrinsic Value of Company: All the cash the company is going to generate into 
the future discounted to the present

● Capital Structure

● Ke and Kd

● WACC



Valuation



When we talk about valuation, what do we mean?

When you buy a company, what does it really cost you?

What is the most common way to buy a portion of a company?



Market Capitalization (Non-diluted Equity Value)

Formula: 

Basic Shares Outstanding * Stock Price

Is this misleading?



Equity Value (Diluted Equity Value)

Formula: Diluted s/o * Stock Price

What do diluted shares outstanding (s/o) include?

- In-the-money options
- In-the-money convertible bonds
- Restricted Stock Units (RSU)



Treasury Stock Method (TSM)

Steps:

- Check to make sure options are ITM (in the money)
- Assuming 1 option converts to 1 stock, calculate the $ the company receives
- Using the $, company will want to repurchase its own stock. Why?
- Number of stocks created - Repurchased shares = a part of the diluted s/o
- Repurchased shares are known as treasury stock, and that’s where the name 

comes from :)

- Use TSM to find the number of new shares that 
will be created by options



Note: Equity Value does NOT equal Book Equity 
Value



But wait, diluted equity value is also 
misleading! Did you actually account for 

everything you will have to pay to 
acquire Twitter?



Enterprise Value (EV)

Basic Formula:

EV = Diluted Equity Value + Total Debt + Preferred Stock + NCI - Cash

- Huh???? This is more complicated than I bargained for...



Debt and Preferred Stock

- When buying a company, you 
inherit all of its liabilities too! The 
debt doesn’t just disappear, 
eventually you will have to pay off 
the target company’s debt

- Preferred stock doesn’t give you 
ownership in company, but you 
get paid more dividends. Thus, PS 
is treated like a financial liability, 
so same explanation as debt.



Non Controlling Interest

- NCI is the portion of a subsidiary that the target company does not own
- When you own 50% or more of another company
- When you own the majority of another company, you consolidate 100% of its 

financial statements into yours. BUT, you don’t own 100% of it. 
- If Mark Zuckerberg wants to buy a portion of Twitter and he likes the revenue 

generation from Twitter that he sees, it would be misleading to show him 
100% of the revenue, but with less than 100% of the cost, as the company 
would be a liability.

- Thus, you add NCI for comparability purposes.



Why subtract cash?

- When you buy a company, you ALSO get access to its vault of cash
- Example: You bought a Supreme hoodie for $1000. In the pocket of the 

hoodie, you realized the owner left $100. So did your purchase cost you $1000? 
No! You ended up having to pay $900 for it.



Recap

Book Equity Value Market Cap Equity Value Enterprise Value

Balance Sheet Equity Basic s/o * Stock Price Diluted s/o * Stock Price Equity Value + Debt + PS + 
NCI - Cash

Useless in valuation Value of all currently 
existing common equity

Accounts for potential 
future shares thru options, 
converts, RSU

Accounts for financial 
liabilities, cash, etc that 
comes with the purchase



Multiples



Multiples: a valuation metric/financial metric

EV/EBITDA

EV/EBIT

EV/Unlevered FCF

EV/Sales

P/E 

Equity Value/Book Value

EV/ Number of Subscribers



EV/EBITDA

● mainly used to determine whether a company is under or overvalued
● a low ratio indicates that a company may be undervalued; a high ratio: 

overvalued
● Measure that indicates the value of the overall company, not just equity
● If D&A are not very important, you could use this multiple and factor them 

out
○ EX: companies without a lot of equipment, i.e. a service company



EV/EBIT

● Used if D&A are significant line items in the company’s business or in the 
industry

● EBIT is a better measure of ‘free’ (post-maintenance capital spending) cash 
flow than EBITDA and is more comparable where capital intensities differ



P/E (Price to Earnings) (Price/EPS)

● shows the stock’s valuation compared to its industry group
● Indicates the dollar amount an investor can expect to invest in order to 

receive one dollar of that company’s earnings
● most commonly used and easiest valuation technique to measure any 

company’s capability to deliver profits compared to the market
● Affected by non-cash items, tax rate, capital structure (interest expense)
● In essence a payback calculation: it states how many years’ earnings it will 

take for the investor to recover the price paid for the shares. Other things 
being equal, when comparing the price of two stocks in the same sector the 
investor should prefer the one with the lowest PE



P/E (Price to Earnings) (Price/EPS)

Higher P/E multiple for a tech company or a 
trash disposal company?



P/E (Price to Earnings) (Price/EPS)

There would be a higher P/E multiple for a tech 
company over a trash disposal company because:

1. Tech grows more, so there is greater earnings 
in the future, so pay for them now

2. Trash is in the industrials sector, which is 
usually stable/slow, so lower P/E ratio



Valuation Methodologies



Comparables Analysis



What are Comps?



Comps Analysis

Purpose: Determines the value of  target company 
relative to the current market value of  comparable 
public companies



1. Select Universe of  Comparable Companies

● Similar business profile
○ Sector
○ Products and Service
○ Customers and End Market
○ Geography

● Similar Financial profile
○ Size (MC, EV)
○ Profitability (Margins)
○ Growth Profile
○ Credit Profile



2. Use Financial Statements to Calculate Multiples

● EV/EBITDA
● EV/EBIT
● Equity Value/Net Income (aka: P/E)
● Special Industry-->Specific Multiples

Can you have Equity Value/EBITDA? Why/Why not?



Multiples

EV/EBITDA: mainly used to determine whether a company is under or overvalued; 
a low ratio indicates that a company may be undervalued 

EV/Revenue: used to determine whether a stock is priced fairly and is often used to 
determine a company’s valuation in the case of a potential acquisition

P/E (Price to Earnings): shows the stock’s valuation compared to its industry 
group; indicates the dollar amount an investor can expect to invest in order to 
receive one dollar of that company’s earnings; most commonly used and easiest 
valuation technique to measure any company’s capability to deliver profits 
compared to the market



3. Benchmark Comparables



4. Determine Valuation Range

● Determine multiple range based off of close comps
● Multiple x Financial statistic =projected value

○ EV/EBIT x EBIT = projected EV



Strengths and Weaknesses of  Comps

● Based on real market data rather than intrinsic value, making it more objective
○ Eg: growth rates and projections can skew a DCF

● Vulnerable to irrational investor sentiment, market conditions
○ Eg: dot-com bubble

● There are no 100% exact comparable companies

Takeaway: Use in conjunction with other valuation methods



Discounted Cash Flow



A method used to 

estimate the value 

of a company 

based on its future 

free cash flows Flow

Discounted 

Cash



Resources

Historical 
Financial 

Data
CapIQ 

Equity Research Reports

To Guide Your Projections

Company 
10K or 

10Q
MD&A



What is 

Intrinsic Value 

of Company?

The intrinsic value 
of a company is the 

cash flows it can 
generate in 
perpetuity 

discounted to the 
present value.

Recap: 



The Steps



Project Free Cash Flow

● Why are you subtracting/adding random things?
● Non-cash expenses!!! 
● FCF looks at how much real $ you have on hand to 

improve company
● So why is Net Income (income statement) not as reliable?

FCF = EBIT*(1-t)+ D&A — Capex — Change in NWC



Cash Flow Statement

Why do we need this?

● Income statement includes non-cash 
revenues and expenses (A/P, A/R)

● There are real cash outflows that 
aren’t reported on income statement 
because they fall outside of the 
reporting period of the IS (eg: 
prepaid expenses, capex)

● Because of these reasons, income 
statement not good indicator of real 
cash the company is generating



- Weighted average yield of total 
debt outstanding

Find WACC
Blended mix of the return expected from the company’s financial instruments, based on its 

capital structure.

WACC=Proportion of debt * (1-t) * Kd + Proportion of equity * Ke

- Capital Asset Pricing Model 
(CAPM)

- Ke = Risk-free rate + 
beta*(market return - 
risk-free rate)

How to find cost of debt (Kd)? How to find cost of equity (Ke)?



Perpetuity Growth Method Exit Multiple Method

Terminal Value fully captures the remaining cash flows outside the projection period

● Assumption: Value if the company is 
acquired or sold

● Estimated using EV/EBITDA
● Projected time=n EBITDA multiplied by 

EV/EBITDA multiple

● Assumption: Value if the company grows 
forever at a set growth rate

● Estimated using growth rate

Find Terminal Value



● Recap: why do we discount the CF 
to the present?

● Discounting and adding FCF and 
terminal value gives you Enterprise 
Value

Discount the Cash Flow


