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Overview & Key Rules of Thumb 

Questions about Equity Value, Enterprise Value, and valuation metrics and multiples are some 

of the most common ones in interviews. 

Unfortunately, most guides, textbooks, and websites do a very poor job of explaining these 

topics. 

With accounting, sometimes the explanations are not great, but the information is correct. 

But with Equity Value and Enterprise Value, the information is often WRONG. 

CƻǊ ŜȄŀƳǇƭŜΣ ƛŦ ǎƻƳŜƻƴŜ ŀǎƪŜŘ ȅƻǳ ǿƘŀǘ ά9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜέ ƳŜŀƴǘΣ ǿƘŀǘ ǿƻǳƭŘ ȅƻǳ ǎŀȅΚ 

CǊƻƳ ǘƘŜ DƻƻƎƭŜ ǎŜŀǊŎƘ ǊŜǎǳƭǘǎΣ ŀ ǊŜŀǎƻƴŀōƭŜ ŀƴǎǿŜǊ ƳƛƎƘǘ ōŜΥ άaŀǊƪŜǘ Capitalization, plus 

Debt, Noncontrolling interests, and Preferred StockΦέ 

Other sources give definitions such as: ά9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ ǊŜǇǊŜǎŜƴǘǎ ǘƘŜ ΨǘƘŜƻǊŜǘƛŎŀƭ ǘŀƪŜƻǾŜǊ 

ǇǊƛŎŜΩ ƻŦ ŀ ŎƻƳǇŀƴȅΦέ 

All these definitions are wrong, incomplete, or misleading. 

The REAL definition of Enterprise Value is: ά¢ƘŜ ǾŀƭǳŜ ƻŦ ŀ ŎƻƳǇŀƴȅΩǎ ŎƻǊŜ ōǳǎƛƴŜǎǎ ƻǇŜǊŀǘƛƻƴǎ 

to ALL the ƛƴǾŜǎǘƻǊǎ ƛƴ ǘƘŜ ŎƻƳǇŀƴȅΦέ 

Lƴ ǘƘŜ ǎŜŎǘƛƻƴǎ ōŜƭƻǿΣ ǿŜΩƭƭ expand on this definition, explain how to pair Equity Value and 

Enterprise Value with operating metrics to create valuation multiples, and explain how Equity 

Value and Enterprise Value change after specific events. 

 

Key Rule #1: Equity Value and Enterprise Value: Meaning and Calculations 

These concepts go back to that all-important formula: 

Company Value = Cash Flow / (Discount Rate ς Cash Flow Growth Rate), where Cash Flow 

Growth Rate < Discount Rate. 

The accounting lessons dealt with the Cash Flow part of that formula. 

Equity Value and Enterprise Value deal with the Company Value part. 

Specifically, how do you measure ά/ƻƳǇŀƴȅ ±ŀƭǳŜέΚ 

That is tricky to answer because companies are worth different amounts to different types of 

investors. 
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LǘΩǎ ŀƭǎƻ ǘǊƛŎƪȅ to answer because άǘƘŜ ƳŀǊƪŜǘέ Ƴŀȅ ǎŀȅ ŀ ŎƻƳǇŀƴȅ ƛǎ ǿƻǊǘƘ ƻƴŜ ŀƳƻǳƴǘΣ ōǳǘ 

its intrinsic value may be different. 

So, there are at least two ǿŀȅǎ ȅƻǳ Ŏŀƴ ƳŜŀǎǳǊŜ ŀ ŎƻƳǇŀƴȅΩǎ ǾŀƭǳŜΥ 

¶ άaŀǊƪŜǘ ±ŀƭǳŜέ ς What is the company worth right now according to the stock market, 

its current owners, or its current investors? 

 

¶ LƳǇƭƛŜŘ ƻǊ άLƴǘǊƛƴǎƛŎέ ±ŀƭǳŜ ς What should the company be worth according to your 

analysis and views? 

Why might the Market Value be different from the Implied Value? 

[ŜǘΩǎ ǎŀȅ ȅƻǳΩǊŜ ŀƴŀƭȅȊƛƴƎ a company that has $100 in cash flow. 

BƻǘƘ ȅƻǳ ŀƴŘ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ŎǳǊǊŜƴǘ owners believe the appropriate Discount Rate is 10% 

because similar companies are expected to generate annualized returns of 10% over the long 

term. 

However, you disagree about the expected growth ratesΦ ¸ƻǳ ōŜƭƛŜǾŜ ǘƘŜ ŎƻƳǇŀƴȅΩǎ cash flow 

will grow at 4%, but the current owners think it will grow at 5%. 

!ǎ ŀ ǊŜǎǳƭǘΣ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ǾŀƭǳŜ ƛǎ ŘƛŦŦŜǊŜƴǘ for each group: 

Implied Value for YOU = $100 / (10% ς 4%) = $1,666. 

Market Value = $100 / (10% ς 5%) = $2,000. 

The owners want $нΣллл ŦƻǊ ǘƘŜ ŎƻƳǇŀƴȅΣ ƻǊ ǘƘŜȅ ǿƻƴΩǘ ǎŜƭƭ ƛǘΦ 

But you believe that the company is too expensive and that its intrinsic value is quite a bit 

lower. !ǎ ŀ ǊŜǎǳƭǘΣ ȅƻǳ ǿƻƴΩǘ ōǳȅ ǘƘŜ ŎƻƳǇŀƴȅ ŀǘ their asking price of $2,000. 

¢ƘŀǘΩǎ ǘƘŜ Ƴŀƛƴ ǊŜŀǎƻƴ ǿƘȅ ŀ ŎƻƳǇŀƴȅΩǎ aŀǊƪŜǘ ±ŀƭǳŜ often differs from its Implied Value: you 

ōŜƭƛŜǾŜ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ŦǳǘǳǊŜ ƎǊƻǿǘƘ ǿƛƭƭ ōŜ ƻƴŜ ƴǳƳōŜǊΣ ōǳǘ άǘƘŜ ƳŀǊƪŜǘΣέ ƻǊ ƻǘƘŜǊ 

investors, believe something else. 

You might also disagree about the Discount Rate ƻǊ ŜǾŜƴ ǘƘŜ ŎƻƳǇŀƴȅΩǎ /ŀǎƘ CƭƻǿΦ .ǳǘ most 

valuation differences boil down to disagreements about future growth rates. 

.ŜȅƻƴŘ ǘƘƛǎ ƛǎǎǳŜ ƻŦ LƳǇƭƛŜŘ ±ŀƭǳŜ ǾǎΦ aŀǊƪŜǘ ±ŀƭǳŜΣ ŀƴƻǘƘŜǊ ǇǊƻōƭŜƳ ƛǎ ǘƘŀǘ ά/ƻƳǇŀƴȅ ±ŀƭǳŜέ 

might refer to different investor groups. 

A company might have funded its operations with just Equity, a combination of Debt and 

Equity, Debt + Equity + Preferred Stock, or other combinations of capital. 
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{ƻΣ ŘƻŜǎ ά/ƻƳǇŀƴȅ ±ŀƭǳŜέ ǊŜŦŜǊ ǘƻ just the amount attributable to Equity investors (common 

shareholders)? Or does it include all the investor groups? 

This question ŎǊŜŀǘŜǎ ǘƘŜ Ƴŀƛƴ ǘǿƻ ƳŜŀǎǳǊŜƳŜƴǘǎ ƻŦ ά/ƻƳǇŀƴȅ ±ŀƭǳŜέΥ Equity Value and 

Enterprise Value. 

¶ Equity Value: The value of EVERYTHING a company has (Net Assets, or Total Assets ς 

Total Liabilities), but only to EQUITY INVESTORS (common shareholders). 

 

¶ Enterprise Value: ¢ƘŜ ǾŀƭǳŜ ƻŦ ǘƘŜ ŎƻƳǇŀƴȅΩǎ CORE BUSINESS OPERATIONS (Net 

Operating Assets, or Operating Assets ς Operating Liabilities), but to ALL INVESTORS 

(Equity, Debt, Preferred, and possibly others). 

¢ƘŜ ά9ǉǳƛǘȅ ±ŀƭǳŜέ ǾƛŜǿ ƻŦ ŀ ŎƻƳǇŀƴȅ ƭƛƪŜ ¢ŀǊƎŜǘ ƭƻƻƪs like this: 
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Equity Value represents EVERYTHING: Total Assets ς Total Liabilities. 

!ƴŘ ǘƘŜ ά9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜέ ǾƛŜǿ looks like this: 

 

Enterprise Value excludes Non-Operating Assets, such as Cash and Financial Investments, as 

well as Non-Operating Liabilities, such as Debt. 

Equity Value ƛǎ ƪƴƻǿƴ Ŏƻƭƭƻǉǳƛŀƭƭȅ ŀǎ άaŀǊƪŜǘ /ŀǇƛǘŀƭƛȊŀǘƛƻƴέ ƻǊ άaŀǊƪŜǘ /ŀǇΣέ ŀƴŘ ŦƻǊ ǇǳōƭƛŎ 

ŎƻƳǇŀƴƛŜǎΣ ƛǘΩǎ Ŝǉǳŀƭ ǘƻ /ǳǊǊŜƴǘ {ƘŀǊŜ tǊƛŎŜ * Shares Outstanding. 

People often use Equity Value or Market Cap when discussing company valuations, and 

journalists usually ǿǊƛǘŜ ŀōƻǳǘ ƛǘ ōŜŎŀǳǎŜ ƛǘΩǎ ǎƛƳǇƭŜ ŀƴŘ Ŝŀǎȅ ǘƻ ŎŀƭŎǳƭŀǘŜΦ 

But ǘƘŜǊŜ ƛǎ ŀ ōƛƎ ǇǊƻōƭŜƳ ǿƛǘƘ ƛǘΥ ƛŦ ŀ ŎƻƳǇŀƴȅΩǎ capital structure (the percentage of Equity 

vs. Debt) changes, Equity Value will also change! 
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On the other hand, Enterprise Value will not change ς or at least, not change as much ς even 

ƛŦ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ŎŀǇƛǘŀƭ ǎǘǊǳŎǘǳǊŜ ŎƘŀƴƎŜǎΦ 

For example, consider these three capital structures for the same company: 

 

That is the real significance of Enterprise Value: ƛǘ ŘƻŜǎƴΩǘ ǎǳŘŘŜƴƭȅ change even when the 

ŎƻƳǇŀƴȅΩǎ 9ǉǳƛǘȅ ŀƴŘ 5Ŝōǘ ǇŜǊŎŜƴǘŀƎŜǎ ŎƘŀƴƎŜΦ 

So, we often use Enterprise Value when analyzing companies because it lets us reach 

conclusions without worrying about the ŎƻƳǇŀƴƛŜǎΩ capital structures. 

One real-life analogy to explain Equity Value and Enterprise Value is buying a house with 

different amounts for the mortgage and down payment. 

For example, if you buy a $500K house using ŀ ƳƻǊǘƎŀƎŜ ŦƻǊ рл҈ ƻŦ ƛǘΣ ǘƘŜ ά9ǉǳƛǘȅ ±ŀƭǳŜέ ŀƴŘ 

ά9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜέ ƭook like this: 

 

If you changed the terms and put down only 20% upfront, it would look like this: 
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And then if you paid for the house 100% with the down payment, it would look like this: 

 

Regardless of how you finance ǘƘŜ ǇǳǊŎƘŀǎŜ ƻŦ ǘƘŜ ƘƻǳǎŜΣ ƛǘǎ ά9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜέ ǎǘŀȅǎ ǘƘŜ 

same at $500K. 

And that is why Enterprise Value is essential for valuing companies as well. Iǘ ŘƻŜǎƴΩǘ ǿƻǊƪ 

exactly as shown above, but the idea is quite similar. 

 

Why Define the Metrics This Way? And Why Do We Need Both of Them? 

One common question we get goes like this: 

άWhy do you pair Total Assets ς Total Liabilities with Common Shareholders (Equity Value), but 

Operating Assets ς Operating [ƛŀōƛƭƛǘƛŜǎ ǿƛǘƘ !ƭƭ LƴǾŜǎǘƻǊǎ ό9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜύΚ LǎƴΩǘ ǘƘƛǎ pairing 

ŀǊōƛǘǊŀǊȅΚ LŦ ǎƻΣ ŎƻǳƭŘƴΩǘ ȅƻǳ ŎǊŜŀǘŜ ƻǘƘŜǊ ǇŀƛǊƛƴƎǎΚέ 

bƻΣ ƛǘΩǎ not arbitrary. You can understand the pairing with the following logic: 

1) A company can generate Equity internally from its Net Income (Net Income flows into 

wŜǘŀƛƴŜŘ 9ŀǊƴƛƴƎǎ ƛƴ /ƻƳƳƻƴ {ƘŀǊŜƘƻƭŘŜǊǎΩ 9ǉǳƛǘȅύΣ ōǳǘ ƛǘ Ŏŀƴ ŀƭǎƻ raise Equity from 

outside investors by issuing stock. 
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2) On the other hand, a company cannot generate Debt, Preferred Stock, and other 

funding sources internally ς it must ask outside investors for these funds. 

 

3) A company is unlikely to raise capital from outside investors to acquire Non-Core or Non-

Operating Assets, such as a side business selling ice cream ƛŦ ƛǘΩǎ ŀ ǎƻŦǘǿŀǊŜ ŎƻƳǇŀƴȅΦ 

 

4) However, since Equity may be generated internally or raised externally, the company 

could use it for anything: both Operating Assets and Non-Operating Assets. 

So, we pair Enterprise Value with Net Operating Assets and Equity Value with Net Assets. 

In real life, this logic does not necessarily hold up 100%. 

For example, companies might issue Debt to acquire side businesses that have nothing to do 

with their core operations. 

However, the convention is to follow the logic above to standardize these metrics and make it 

easier to compare companies. 

We need both Equity Value and Enterprise Value when analyzing companies because: 

1) One analysis might produce the Implied Equity Value, while another might produce the 

Implied Enterprise Value ς ŀƴŘ ǿŜ ƴŜŜŘ ǘƻ ƳƻǾŜ ōŜǘǿŜŜƴ ǘƘŜƳ ǿƛǘƘ ŀ άōǊƛŘƎŜΦέ 

 

2) No single investor group is an island ς actions taken by one affect everyone else! For 

example, if a company raises Debt, that affects the risk and potential returns for 

common shareholders as well. 

! ǎǇŜŎƛŦƛŎ ŜȄŀƳǇƭŜ ƻŦ Ǉƻƛƴǘ Ім ƛǎ ǘƘŀǘ ƛŦ ǿŜΩǊŜ ŀƴŀƭȅȊƛƴƎ ŀ ŎƻƳǇŀƴȅ ŦǊƻƳ ǘƘŜ ǇŜǊǎǇŜŎǘƛǾŜ ƻŦ 

common shareholders, we often use the Discounted Cash Flow (DCF) analysis to estimate what 

its share price should be. 

IƻǿŜǾŜǊΣ ǘƘŜ 5/C ǳǎǳŀƭƭȅ ǇǊƻŘǳŎŜǎ ǘƘŜ ŎƻƳǇŀƴȅΩǎ Implied Enterprise Value. 

¢ƘŜǊŜŦƻǊŜΣ ǿŜ ƴŜŜŘ ǘƻ ƧǳƳǇ ŀŎǊƻǎǎ ǘƘŜ άōǊƛŘƎŜέ ŦǊƻƳ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ to Equity Value so that 

we can divide Equity Value by the share count to get the Implied Share Price. 

 

How to Calculate Current Equity Value and Current Enterprise Value 

You usually start ǘƘƛǎ ǇǊƻŎŜǎǎ ōȅ ŎŀƭŎǳƭŀǘƛƴƎ ŀ ŎƻƳǇŀƴȅΩǎ Current Equity Value. 

https://members.breakingintowallstreet.com/courses/ib-interview-guide-4/
https://breakingintowallstreet.com/


 

Access the Rest of the Interview Guide 

 

9 of 121 https://breakingintowallstreet.com 

There are three main methods you can use to calculate it: 

¶ Method #1: Shares Outstanding * Current Share Price (for publicly traded companies). 

 

¶ Method #2: Market Value of Total Assets ς Market Value of Total Liabilities (technically, 

άaŀǊƪŜǘ ±ŀƭǳŜ ƻŦ 9ǾŜǊȅǘƘƛƴƎ ƻƴ ǘƘŜ [ϧ9 {ƛŘŜ 9ȄŎŜǇǘ ŦƻǊ /ƻƳƳƻƴ {ƘŀǊŜƘƻƭŘŜǊǎΩ 9ǉǳƛǘȅέύΦ 

 

¶ Method #3: ¢ƘŜ ŎƻƳǇŀƴȅΩǎ Ǿŀƭǳŀǘƛƻƴ ƛƴ ƛǘǎ ƭŀǎǘ ǊƻǳƴŘ ƻŦ ŦǳƴŘƛƴƎΣ ƻr its valuation in an 

outside appraisal (for private companies). 

We almost always use Method #1 for public companies and Method #3 for private companies 

ōŜŎŀǳǎŜ ƛǘΩǎ ŘƛŦŦƛŎǳƭǘ ŀƴŘ ǘƛƳŜ-consuming to estimate the Market Value of every single Asset 

ŀƴŘ [ƛŀōƛƭƛǘȅ ƻƴ ǘƘŜ ŎƻƳǇŀƴȅΩǎ .ŀƭŀƴŎŜ {ƘŜŜǘΦ 

IŜǊŜΩǎ ŀ ǎƛƳǇƭŜ ŜȄŀƳǇƭŜ ƻŦ Ƙƻǿ ǘƻ ŎŀƭŎǳƭŀǘŜ 9ǉǳƛǘȅ Value for a public company: 

 

We multiply the Current Share Price of $10.00 by the Shares Outstanding of 1,000 to get the 

Current Equity Value of $10,000. 

To move across the bridge to Enterprise Value, we can refer back to the definition: 

¶ Enterprise Value: ¢ƘŜ ǾŀƭǳŜ ƻŦ ǘƘŜ ŎƻƳǇŀƴȅΩǎ CORE BUSINESS OPERATIONS (Net 

Operating Assets, or Operating Assets ς Operating Liabilities), but to ALL INVESTORS 

(Equity, Debt, Preferred, and possibly others). 

Written as a formula, the definition would look like this: 

¶ Enterprise Value = (Market Value of Assets ς Non-Operating Assets) ς (Market Value of 

Liabilities ς Liability and Equity Items That Represent Other Investor Groups) 

άhǘƘŜǊ LƴǾŜǎǘƻǊ DǊƻǳǇǎέ ƳŜŀƴǎ άƎǊƻǳǇǎ besides ǘƘŜ ŎƻƳƳƻƴ ǎƘŀǊŜƘƻƭŘŜǊǎΦέ 

Rearranging the terms, we get: 
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¶ Enterprise Value = Market Value of Assets ς Market Value of Liabilities ς Non-Operating 

Assets + Liability and Equity Items That Represent Other Investor Groups 

The first two terms of this formula are also used in Method #2 of calculating Equity Value: 

¶ Equity Value = Market Value of Assets ς Market Value of Liabilities 

So, we can substitute this into the Enterprise Value formula: 

¶ Enterprise Value = Equity Value ς Non-Operating Assets + Liability and Equity Items That 

Represent Other Investor Groups 

Since the starting point for Current Enterprise Value is Current Equity Value, you subtract Non-

Operating Assets and add Liability & Equity Items That Represent Other Investor Groups to 

make this move. IŜǊŜΩǎ ŀ ǎƛƳǇƭŜ ŜȄŀƳǇƭŜΥ 

 

²ŜΩƭƭ cover άbƻƴŎƻƴǘǊƻƭƭƛƴƎ LƴǘŜǊŜǎǘsέ later in this guide; ŘƻƴΩt worry about them for now. 

In this example, the only Non-Operating Asset is Cash. 

Technically, some amount of Cash is always operational because companies need a minimum 

amount to pay for the day-to-day running of the business. 

However, this minimum amount varies widely between different companies and industries, so 

the standard treatment is to simplify it and assume that ŀƭƭ /ŀǎƘ ƛǎ άNon-OperatingΦέ 

5ƻƛƴƎ ǎƻ ŀƭǎƻ ƳŀƪŜǎ ƛǘ ŜŀǎƛŜǊ ǘƻ ŎƻƳǇŀǊŜ ŎƻƳǇŀƴƛŜǎ ŀƴŘ ƎŜǘ ŀ ǉǳƛŎƪ ǊŜŀŘ ƻŦ ŜŀŎƘ ŎƻƳǇŀƴȅΩǎ 

valuation. 

Other examples of Non-Operating Assets include: 

¶ Financial Investments, such as stocks and bonds. 
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¶ Owned Properties from which the company earns rental income (rather than using the 

properties internally and generating no income from them). 

 

¶ Side Businesses that earn income for the company (e.g., an ice cream or Japanese 

whiskey business owned by a software company). 

 

¶ Assets Held for Sale and Assets Associated with Discontinued Operations. 

 

¶ Equity Investments or Associate Companies, which represent minority stakes in other 

companies (the Parent Company owns < 50% of these other companies). 

 

¶ Net Operating Losses (NOLs), which are a component of the Deferred Tax Asset. 

An Asset is Non-Core or Non-Operating if the company does not need that Asset to sell 

products/services and deliver them to customers. 

²Ƙŀǘ ŀōƻǳǘ ά[ƛŀōƛƭƛǘȅ ϧ 9ǉǳƛǘȅ [ƛƴŜ LǘŜƳǎ ¢Ƙŀǘ wŜǇǊŜǎŜƴǘ hǘƘŜǊ LƴǾŜǎǘƻǊ DǊƻǳǇǎΚέ 

You add these items when moving from Equity Value to Enterprise Value, and the most 

common examples are Debt and Preferred Stock. 

¢ƘŜǎŜ ōƻǘƘ ǊŜǇǊŜǎŜƴǘ άƻǘƘŜǊ ƛƴǾŜǎǘƻǊ ƎǊƻǳǇǎέ ōŜŎŀǳǎŜ ŎƻƳǇŀƴƛŜǎ cannot generate Debt or 

Preferred Stock internally: they must contact investors, ask to borrow the funds, and promise 

to pay them Interest or Preferred Dividends each year in exchange for the money. 

Other items in this category include: 

¶ Capital Leases ς Debt-like obligations with Interest payments that are used specifically 

to acquire plants, property, and equipment (PP&E). 

 

¶ Noncontrolling Interests ς These represent the unowned portions of majority-owned 

companies. If Company A owns 80% of Company B, ƛǘ ǿƛƭƭ ŎƻƴǎƻƭƛŘŀǘŜ /ƻƳǇŀƴȅ .Ωǎ 

financials with its own but also record a Noncontrolling Interest for the 20% of Company 

B that it does not own. 

 

¢ƘŜǎŜ Ŏƻǳƴǘ ŀǎ άŀƴƻǘƘŜǊ ƛƴǾŜǎǘƻǊ ƎǊƻǳǇέ ōŜŎŀǳǎŜ ƛŦ ŀ ŎƻƳǇŀƴȅ ƻǿƴǎ ƳƻǊŜ ǘƘŀƴ рл҈ ƻŦ 

another company, it has effective control of that other company and can draw on all its 

resources, including those linked to the minority shareholders of this other company. 

You also count these in Enterprise Value for comparability purposes (see the section on 

Equity Investments and Noncontrolling Interests). 
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¶ Unfunded Pensions ς If a company has a defined-benefit pensionΣ ƳŜŀƴƛƴƎ ƛǘΩǎ ǊŜǉǳƛǊŜŘ 

to pay retired employees a fixed amount each year, then it will have Pension Assets and 

Pension Liabilities. Pension Assets represent the investments set aside for these 

retirement payments, and Pension Liabilities represent the Present Value of the 

expected future obligations. If the Liabilities exceed the Assets, the pension is unfunded, 

and only that portion (Pension Liabilities ς Pension Assets) should be added in the 

Enterprise Value bridge. 

 

The employees ŀŎǘ ŀǎ άŀƴƻǘƘŜǊ ƛƴǾŜǎǘƻǊ ƎǊƻǳǇέ ƛƴ ǘƘƛǎ ŎŀǎŜΦ Lƴ ŜȄŎƘŀƴƎŜ ŦƻǊ ƭƻǿŜǊ 

salaries/benefits in the present, they accept promised payments from the company 

ƻƴŎŜ ǘƘŜȅ ǊŜǘƛǊŜΦ LǘΩǎ ǎƛƳƛƭŀǊ ǘƻ 5ŜōǘΣ ōǳǘ ƻǾŜǊ ŀ ƳǳŎƘ ƭƻƴƎŜǊ-term time frame. For more, 

see the section on Pensions. 

 

¶ (Potentially) Operating Leases ς In 2019, the accounting rules for Operating Leases 

changed, and they now appear on-Balance Sheet. Under IFRS, you normally add them 

when calculating Enterprise Value because of how the lease expense is presented on the 

Income Statement, but under U.S. GAAP, it could go either way ŀǎ ƭƻƴƎ ŀǎ ȅƻǳΩǊŜ 

consistent with the valuation multiples. For more on Leases, please see the section on 

Operating and Capital Leases. 

There are some other potential items in this category ǘƘŀǘ ƳƛƎƘǘ ǊŜǇǊŜǎŜƴǘ άƻǘƘŜǊ ƛƴǾŜǎǘƻǊǎ 

ƎǊƻǳǇǎέ as well, which we discuss in Key Rule #14. 

 

What About Private Companies? 

The examples above use public companies with easy-to-determine Share Prices and Share 

Counts. 

LŦ ȅƻǳΩǊŜ ǿƻǊƪƛƴƎ ǿƛǘƘ private companies ς ones not listed on the stock market ς not that much 

changes. 

The concepts of Equity Value and Enterprise Value still apply, as does the distinction between 

Current Value and Implied Value. 

The main difference is that ȅƻǳ ŎŀƴΩǘ ŎŀƭŎǳƭŀǘŜ /ǳǊǊŜƴǘ 9ǉǳƛǘȅ ±ŀƭǳŜ ōȅ ǳǎƛƴƎ ǘƘŜ ŎƻƳǇŀƴȅΩǎ 

Share Price and Shares Outstanding because its shares are not publicly traded. 
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So, you have to rely on the valuation at which the company most recently raised money, the 

price at which it was acquired, or another external number to estimate its Current Equity Value. 

!ǎ ŀ ǊŜǎǳƭǘΣ ȅƻǳ ŎŀƴΩǘ ŎŀƭŎǳƭŀǘŜ ƛǘǎ /ǳǊǊŜƴǘ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ ƛƴ ŀ ǎǘǊŀƛghtforward way. 

In practice, you often skip Current Equity Value and Current Enterprise Value for private 

companies and just estimate Implied Equity Value and Implied Enterprise Value. 

If ȅƻǳΩǊŜ a banker advising a public company, you might compare ǘƘŜ ŎƻƳǇŀƴȅΩǎ Current Share 

Price to its Implied Share Price ς what you think it should be worth. 

.ǳǘ ƛŦ ȅƻǳΩǊŜ ŀŘǾƛǎƛƴƎ ŀ private company, you might skip the comparison and simply tell the 

client what you think it should be worth. 

 

Equity Value and Enterprise Value: Implications and Myths 

The definitions of Equity Value and Enterprise Value have far-reaching implications. 

²ŜΩƭƭ ŜȄǇƭƻǊŜ ǘƘƻǎŜ implications in this section and then bust some common myths: 

Implication #1: Current Equity Value Cannot Be Negative, But Current Enterprise Value Can Be 

Negative 

! ŎƻƳǇŀƴȅΩǎ Current Share Price cannot be negative, and its Share Count also cannot be 

negative. So, ƛǘΩǎ mathematically impossible for Current Equity Value to be negative. 

Yes, Net Assets on the Balance Sheet could be negative, but the Market Value of Net Assets is 

ŜȄǘǊŜƳŜƭȅ ǳƴƭƛƪŜƭȅ ǘƻ ōŜ ƴŜƎŀǘƛǾŜ ǳƴƭŜǎǎ ƛǘΩǎ ŀ ŘƛǎǘǊŜǎǎŜŘ ŎƻƳǇŀƴȅΦ 

On the other hand, Current Enterprise Value could easily be negative. For example, what if the 

ŎƻƳǇŀƴȅΩǎ /ǳǊǊŜƴǘ 9ǉǳƛǘȅ ±ŀƭǳŜ ƛǎ Ϸмлл Ƴƛƭƭƛon, but it has $200 million in Cash and no Debt? 

Its Current Enterprise Value is negative $100 million. 

¢Ƙƛǎ ǎŎŜƴŀǊƛƻ ƛǎ ǊŀǊŜΤ ƛǘΩǎ Ƴƻǎǘ ŎƻƳƳƻƴ ŦƻǊ ǇǊŜ-bankruptcy companies that are burning through 

cash at high rates and that are likely to die soon. 

A Negative Enterprise Value lets you buy Cash at a discountΧ ŀǎǎǳƳƛƴƎ ǘƘŜ ŎƻƳǇŀƴȅ ǎǳǊǾƛǾŜǎΗ 

 

Implication #2: Both the IMPLIED Equity Value and IMPLIED Enterprise Value Can Be Negative 
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!ǎ ŀ ǎƛƳǇƭŜ ŜȄŀƳǇƭŜΣ ƛŦ ŀ ŎƻƳǇŀƴȅΩǎ /ŀǎƘ Cƭƻǿ ƛǎ ŎǳǊǊŜƴǘƭȅ negative $100, and the Discount 

Rate is 3%, with a Cash Flow Growth Rate of 2%: 

Company Value = ($100) / (3% ς 2%) = ($10,000) 

Assuming that this is the cash flow to ALL investors (Unlevered Free Cash Flow) and that the 

Discount Rate is WACC, then ǘƘŜ ŎƻƳǇŀƴȅΩǎ LƳǇƭƛŜŘ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ ƛǎ ƴŜƎŀǘƛǾŜ ϷмлΣлллΦ 

If the company has $500 in Cash and no Debt, then its Implied Equity Value will also be 

negative. 

You back into Implied Equity Value in this case, so ǘƘŜǊŜΩǎ ƴƻ ǊŜŀǎƻƴ ǿƘȅ ƛǘ ŎŀƴΩǘ be negative. 

While this scenario ƛǎ ¢I9hw9¢L/![[¸ ǇƻǎǎƛōƭŜΣ ƛǘΩǎ ŜȄǘǊŜƳŜƭȅ ǳƴƭƛƪŜƭȅ ƛƴ ǊŜŀƭ ƭƛŦŜ ǳƴƭŜǎǎ ȅƻǳΩǊŜ 

analyzing distressed or highly speculative companies (e.g., tech or biotech startups). 

So, if you got this result in a valuation, you might just set the Implied Share Price to $0.00 and 

assume the company is worthless. 

 

Implication #3: IN THEORY, Financing Events Do Not Affect Enterprise Value; Only Changes to 

the /ƻƳǇŀƴȅΩǎ Core Business (i.e., Net Operating Assets) Affect Enterprise Value 

If a company with an Equity Value of $1,000 and Enterprise Value of $1,200 issues $100 of 

Common Stock, what happens to both metrics? 

You know from the Accounting lessons that issuing $100 of Common Stock results in $100 of 

additional Cash on the Assets side of the Balance Sheet and $100 in additional Common 

{ƘŀǊŜƘƻƭŘŜǊǎΩ 9ǉǳƛǘȅ on the L&E side. 

/ƻƳƳƻƴ {ƘŀǊŜƘƻƭŘŜǊǎΩ 9ǉǳƛǘȅ ƛƴŎǊŜŀǎŜǎ ōȅ ϷмллΣ so Equity Value increases by $100. 

To move from Equity Value to Enterprise Value, you subtract Non-Operating Assets, and you 

add L&E Line Items That Represent Other Investor Groups. 

Equity Value is $100 higher, but you subtract the extra $100 of Cash since Cash is a Non-

Operating Asset. 

There are no other, new investor groups to add. 

These changes cancel each other out, and Enterprise Value stays the same. 

That is extremely important. 
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According to the theory behind it (the ModiglianiςMiller theorem), financing events do NOT 

affect Enterprise Value. 

Here are a few examples όά¢9±έ Ґ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜύΥ 

¶ Issuing Debt: ²ƻƴΩǘ impact TEV; Cash and Debt both increase and offset each other. 

 

¶ Repaying Debt: ²ƻƴΩǘ impact TEV; Cash and Debt both decrease and offset each other. 

 

¶ Issuing Stock: ²ƻƴΩǘ impact TEV; Cash and Equity Value both increase and offset each 

other. 

 

¶ Repurchasing Shares: ²ƻƴΩǘ impact TEV; Cash and Equity Value both decrease and 

offset each other. 

 

¶ Issuing Dividends: ²ƻƴΩǘ impact TEV; Cash and Equity Value both decrease and offset 

each other. 

Lƴ ǘƘŜǎŜ ŜȄŀƳǇƭŜǎΣ ǘƘŜǊŜΩǎ ŀƭǎƻ ŀ ƳǳŎƘ ǎƛƳǇƭŜǊ ŜȄǇƭŀƴŀǘƛƻƴΥ Net Operating Assets do not 

change. Cash, Debt, and Common Stock are all Non-Operating in nature. 

Enterprise Value changes only if a compŀƴȅΩǎ Net Operating Assets (i.e., its core business 

operations) changes. 

Here are a few examples, all assuming that Cash on the Assets side balances the change: 

¶ PP&E Increases: PP&E is an Operating Asset. No Operating Liabilities change, so Net 

Operating Assets (NOA) increases, and Enterprise Value increases. 

 

¶ Inventory Increases: Inventory is an Operating Asset. No Operating Liabilities change, so 

Net Operating Assets (NOA) increases, and Enterprise Value increases. 

 

¶ Accounts Receivable Decreases (due to cash collection): AR is also an Operating Asset, 

and no Operating Liabilities change. NOA decreases, so Enterprise Value decreases. 

 

¶ Deferred Revenue Increases: This is an Operating Liability. No Operating Assets change, 

so when Deferred Revenue goes up, NOA goes down. Therefore, Enterprise Value 

decreases. 
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In these specific examples, Equity Value does not change because Cash, not Common 

{ƘŀǊŜƘƻƭŘŜǊǎΩ 9ǉǳƛǘȅΣ ōŀƭŀƴŎŜǎ ŜŀŎƘ ŎƘŀƴƎŜΦ 

However, if these changes had been funded by a Stock Issuance or something else that affected 

Common {ƘŀǊŜƘƻƭŘŜǊǎΩ 9ǉǳƛǘȅ, then Equity Value would have changed. 

To summarize: 

¶ Equity Value ŎƘŀƴƎŜǎ ƻƴƭȅ ƛŦ /ƻƳƳƻƴ {ƘŀǊŜƘƻƭŘŜǊǎΩ 9ǉǳƛǘȅ ŎƘŀƴƎŜǎΤ ƛŦ ƛǘ ŘƻŜǎΣ both CSE 

and Equity Value change by the same amount (ŀǘ ƭŜŀǎǘ ƛƴ ŀ ǎƛƳǇƭƛŦƛŜŘ άƛƴǘŜǊǾƛŜǿ 

ǉǳŜǎǘƛƻƴέ ǎŜǘǘƛƴƎ). 

 

¶ Enterprise Value changes only if Net Operating Assets changes; if it does, both NOA and 

TEV change by the same amount (ŀǘ ƭŜŀǎǘ ƛƴ ŀ ǎƛƳǇƭƛŦƛŜŘ άƛƴǘŜǊǾƛŜǿ ǉǳŜǎǘƛƻƴέ ǎŜǘǘƛƴƎ). 

¸ƻǳ Ŏŀƴ ǎƻƳŜǘƛƳŜǎ ǎƘƻǊǘŜƴ ǘƘŜ 9ǉǳƛǘȅ ±ŀƭǳŜ ǊǳƭŜ ǘƻ ά5ƻ bŜǘ !ǎǎŜǘǎ ŎƘŀƴƎŜΚέ ōǳǘ be careful ς if 

the company has Preferred Stock, Noncontrolling Interests, or anything else in Equity but not 

/ƻƳƳƻƴ {ƘŀǊŜƘƻƭŘŜǊǎΩ 9ǉǳƛǘȅΣ ǘƘŀǘ ǎƘƻǊǘŎǳǘ ǿƻƴΩǘ ǿƻǊƪΦ 

Finally, note that these principles are true in theory, but not in real life all the time (please see 

Key Rule #3). 

 

Myths About Equity Value and Enterprise Value 

Before moving on, ƭŜǘΩǎ ŘŜǎǘǊƻȅ ǎƻƳŜ common myths about Equity Value and Enterprise Value 

ǘƘŀǘ ȅƻǳΩƭƭ ǎŜŜ ƻƴ LƴǾŜǎǘƻǇŜŘƛŀΣ ²ƛƪƛǇŜŘƛŀΣ ƻƴƭƛƴŜ ŦƻǊǳƳǎΣ ŀƴŘ ƻǘƘŜǊ άǎƻǳǊŎŜǎέΥ 

a¸¢I ІмΥ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ ƛǎ ǘƘŜ ά/ƻǎǘ ǘƻ !ŎǉǳƛǊŜ ŀ /ƻƳǇŀƴȅέ 

NO! As stated above, Enterprise Value ƛǎ ǘƘŜ ǾŀƭǳŜ ƻŦ ŀ ŎƻƳǇŀƴȅΩǎ ŎƻǊŜ ōǳǎƛƴŜǎǎ ƻǇŜǊŀǘƛƻns to 

all the investors in the company. 

When a company wants to acquire 100% of another company, at the minimum, it must pay for 

ŀƭƭ ǘƘŜ ƻǘƘŜǊ ŎƻƳǇŀƴȅΩǎ ǎƘŀǊŜǎ ƻǳǘǎǘŀƴŘƛƴƎΦ 

So, the minimum ǇǳǊŎƘŀǎŜ ǇǊƛŎŜ ƛǎ ǘƘŜ ƻǘƘŜǊ ŎƻƳǇŀƴȅΩǎ 9ǉǳƛǘȅ ±ŀƭǳŜΦ 

Past that, it gets tricky because not all acquisitions treat Debt and Cash the same way. 

In most cases, the sellerΩǎ 5Ŝōǘ must be άǊŜŦƛƴŀƴŎŜdέ όƛΦŜΦΣ ǊŜǇƭŀŎŜd with new Debt, or 

completely repaid) in an acquisition. 
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However, this same condition iǎƴΩǘ ƴŜŎŜǎǎŀǊƛƭȅ ǘǊǳŜ ƻŦ ǘƘŜ ƻǘƘŜǊ 5Ŝōǘ-like items that you add 

when moving from Equity Value to Enterprise Value. 

!ƴŘ ƛŦ ǘƘŜ ōǳȅŜǊ ǎƛƳǇƭȅ ǊŜǇƭŀŎŜǎ ǘƘŜ ǎŜƭƭŜǊΩǎ 5Ŝōǘ ǿƛǘƘ ƴŜǿ 5ŜōǘΣ ƛǎ ǘƘŜ ōǳȅŜǊ ǊŜŀƭƭȅ άǇŀȅƛƴƎέ ŦƻǊ 

ǘƘŜ ǎŜƭƭŜǊΩǎ 5ŜōǘΚ 

!ƭǎƻΣ ǘƘŜ ŀŎǉǳƛǊŜǊ ŘƻŜǎƴΩǘ ƴŜŎŜǎǎŀǊƛƭȅ άƎŜǘέ ŀƭƭ ǘƘŜ ǎŜƭƭŜǊΩǎ /ŀǎƘ ŦƻǊ ƛǘǎŜƭŦ ōŜŎŀǳǎŜ the seller still 

needs a certain amount for day-to-day operations. 

Finally, the acquirer may have to pay additional fees to close the deal, and these fees are not 

reflected ƛƴ ǘƘŜ ǎŜƭƭŜǊΩǎ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ ŀǘ ŀƭƭΦ 

 

MYTH #2: EnteǊǇǊƛǎŜ ±ŀƭǳŜ ƛǎ ǘƘŜ ά¢ǊǳŜ ±ŀƭǳŜέ ƻŦ ŀ /ƻƳǇŀƴȅ 

¢Ƙƛǎ ǎǘŀǘŜƳŜƴǘ ƳƛƎƘǘ ǎŜŜƳ ǘǊǳŜ ŀǘ ŦƛǊǎǘΣ ōǳǘ ƛǘΩǎ ƳƛǎǎƛƴƎ ƻƴŜ ŎǊƛǘƛŎŀƭ ŎƻƳǇƻƴŜƴǘΥ to whom? 

9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ ƳƛƎƘǘ ōŜ ǘƘŜ άǘǊǳŜ ǾŀƭǳŜέ ƻŦ ŀ ŎƻƳǇŀƴȅ to all the investors in aggregate, but if 

ȅƻǳΩǊŜ ŀ ŎƻƳƳƻƴ ǎƘŀǊŜƘƻƭŘŜǊΣ ƛǘΩǎ ŎŜǊǘŀƛƴƭȅ not the ŎƻƳǇŀƴȅΩǎ true value to you. 

Going back to the home-buying analogy with the $250K mortgage and $250K down payment, 

how much is that new house worth to you? 

You ƳƛƎƘǘ ōŜ ǘŜƳǇǘŜŘ ǘƻ ǎŀȅΣ άϷрллYΣέ ōǳǘ ǘƘƛƴƪ ŀōƻǳǘ ǿƘŀǘ ǿƻǳƭŘ ƘŀǇǇŜƴ ƛŦ ȅƻǳ tried to sell 

the house right after you bought it. 

¸ƻǳΩŘ ƻƴƭȅ ƎŜǘ ϷнрлY in proceeds ōŜŎŀǳǎŜ ȅƻǳΩŘ ƘŀǾŜ ǘƻ ǊŜǇŀȅ ǘƘŜ ϷнрлY ƳƻǊǘƎŀƎŜΦ Even if 

the home sells for $500K total, you only get $250K from the sale. 

 

a¸¢I ІоΥ 5Ŝōǘ ά!ŘŘǎέ ǘƻ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜΣ ŀƴŘ /ŀǎƘ ά{ǳōǘǊŀŎǘǎέ ŦǊƻƳ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ 

No, no, and no. 

5Ŝōǘ ŘƻŜǎƴΩǘ άŀŘŘ ǘƻέ ŀ ŎƻƳǇŀƴȅΩǎ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜΦ You add Debt when you move from a 

ŎƻƳǇŀƴȅΩǎ 9ǉǳƛǘȅ ±ŀƭǳŜ to its Enterprise Value. 

{ƛƳƛƭŀǊƭȅΣ /ŀǎƘ ŘƻŜǎƴΩǘ άǎǳōǘǊŀŎǘ ŦǊƻƳέ ŀ ŎƻƳǇŀƴȅΩǎ 9ƴǘŜǊǇǊƛǎŜ Value. 

You subtract Cash ǿƘŜƴ ȅƻǳ ƳƻǾŜ ŦǊƻƳ ŀ ŎƻƳǇŀƴȅΩǎ 9ǉǳƛǘȅ ±ŀƭǳŜ to its Enterprise Value. 

This distinction may seem trivial, but the difference is huge. 
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LŦ ȅƻǳ ǎŀȅ ǘƘŀǘ 5Ŝōǘ άŀŘŘǎ ǘƻέ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜΣ ȅƻǳΩǊŜ ƛƳǇƭȅƛƴƎ ǘƘŀǘ Debt issuances can change 

ŀ ŎƻƳǇŀƴȅΩǎ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ ς which is not true! 

IŦ ȅƻǳ ƎŜǘ ǘƘƛǎ ŘƛǎǘƛƴŎǘƛƻƴ ǿǊƻƴƎΣ ȅƻǳΩƭƭ ƛƴŎƻǊǊŜŎǘƭȅ ǘƘƛƴƪ ǘƘŀǘ simple issuances of Debt and 

Equity change ŀ ŎƻƳǇŀƴȅΩǎ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜΦ 

But they do not. Only ŎƘŀƴƎŜǎ ǘƻ ŀ ŎƻƳǇŀƴȅΩǎ ŎƻǊŜ ōǳǎƛƴŜǎǎ affect its Enterprise Value. 

(In reality, there may still be a small effect from financing changes, but far less of an effect than 

there is on Equity Value.) 

 

a¸¢I ІпΥ ¸ƻǳ {ǳōǘǊŀŎǘ /ŀǎƘ ²ƘŜƴ /ŀƭŎǳƭŀǘƛƴƎ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ .ŜŎŀǳǎŜ LǘΩǎ ά¢ƘŜ hǇǇƻǎƛǘŜέ 

of Debt 

No, no, no, and no. 

You subtract Cash when moving from Equity Value to Enterprise Value because it is a Non-

Operating or Non-Core Asset. 

Lƴ ƻǘƘŜǊ ǿƻǊŘǎΣ ǘƘŜ ŎƻƳǇŀƴȅ ŘƻŜǎƴΩǘ need its full Cash balance to continue selling/delivering 

products and services to customers. 

On the other hand, it does need its Inventory and its PP&E to keep doing these activities ς so 

ȅƻǳ ŘƻƴΩǘ add or subtract those items. 

Technically, you should subtract only the excess Cash balance, but in practice, everyone 

simplifies this and subtracts the entire balance. 

CƛƴŀƭƭȅΣ ǘƘŜǊŜΩǎ anƻǘƘŜǊ ǊŜŀǎƻƴ ǿƘȅ /ŀǎƘ ƛǎ ƴƻǘ άǘƘŜ ƻǇǇƻǎƛǘŜέ ƻŦ 5ŜōǘΥ many forms of Debt do 

not allow early repayment. 

EǾŜƴ ƛŦ ŀ ŎƻƳǇŀƴȅ Ƙŀǎ ŀ ƘǳƎŜ /ŀǎƘ ōŀƭŀƴŎŜΣ ƛǘ ŎŀƴΩǘ ƴŜŎŜǎǎŀǊƛƭȅ ǳǎŜ ƛǘ ǘƻ repay Debt. 

Return to Top. 

 

Key Rule #2: How Events Impact Equity Value and Enterprise Value 

Common interview questions about Enterprise Value and Equity Value include the following: 

¶ ά²Ƙŀǘ ƘŀǇǇŜƴǎ ǘƻ ŀ ŎƻƳǇŀƴȅΩǎ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ ƛŦ ƛǘ ǊŀƛǎŜǎ Ϸмлл ƻŦ 5ŜōǘΚέ 

 

¶ ά²Ƙŀǘ ƘŀǇǇŜƴǎ ǘƻ ŀ ŎƻƳǇŀƴȅΩǎ 9ǉǳƛǘȅ ±ŀƭǳŜ ƛŦ ƛǘ ƛǎǎǳŜǎ Ϸмлл ƛƴ 5ƛǾƛŘŜƴŘǎΚέ 
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¶ ά! ŎƻƳǇŀƴȅ Ƙŀǎ ŜȄŎŜǎǎ /ŀǎƘΦ Iƻǿ Řƻ ƛǘǎ 9ǉǳƛǘȅ ±ŀƭǳŜ ŀƴŘ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ ŎƘŀƴƎŜ ƛŦ ƛǘ 

chooses to repurchase Stock ǾǎΦ ǊŜǇŀȅ 5ŜōǘΚέ 

 

¶ ά! /9h ŦƛƴŘǎ Ϸмлл ƻŦ /ŀǎƘ ƻƴ ǘƘŜ ǎǘǊŜŜǘ ŀƴŘ ŀŘŘǎ ƛǘ ǘƻ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ōŀƴƪ ŀŎŎƻǳƴǘΦ 

How do Equity Value and Enterprise Value ŎƘŀƴƎŜΚέ 

These questions always refer to the Current Equity Value and Current Enterprise Value, so you 

only think about changes to ǘƘŜ ŎƻƳǇŀƴȅΩǎ .ŀƭŀƴŎŜ {ƘŜŜǘ ς not its future cash flows. 

You can answer 99% of these questions with a simple, 2-step process: 

1) Does /ƻƳƳƻƴ {ƘŀǊŜƘƻƭŘŜǊǎΩ 9ǉǳƛǘȅ ό/{9ύ change? 

If so, then Equity Value changes by the amount that CSE changes. If not, then Equity Value does 

not change. 

¸ƻǳ Ŏŀƴ ŀƭǎƻ ǘƘƛƴƪ ƻŦ ǘƘƛǎ ŀǎΣ ά5ƻ bŜǘ !ǎǎŜǘǎ ŎƘŀƴƎŜΚέ but be careful because if there are 

Noncontrolling Interests or Preferred Stock, Net Assets no longer equals CSE! 

Items that affect CSE include Net Income, Dividends, Stock Issuances, and Stock Repurchases. 

2) Do Net Operating Assets (NOA) change? 

LŦ ǎƻΣ ǘƘŜƴ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ ǿƛƭƭ ŎƘŀƴƎŜ ōȅ ǘƘŜ ŀƳƻǳƴǘ ǘƘŀǘ bh! ŎƘŀƴƎŜǎΦ Lǘ ŘƻŜǎƴΩǘ ƳŀǘǘŜǊ 

which investor group was responsible because Enterprise Value reflects all investors. 

[ŜǘΩǎ Ǝƻ ǘƘǊƻǳƎƘ ŀ ŦŜǿ ŜȄŀƳǇƭŜǎ in different categories to illustrate the thought process (TEV = 

Enterprise Value, Eq Val = Equity Value, /{9 Ґ /ƻƳƳƻƴ {ƘŀǊŜƘƻƭŘŜǊǎΩ 9ǉǳƛǘȅΣ and NOA = Net 

Operating Assets). We assume a 25% tax rate in each example: 

 

Category #1: Capital Structure Changes 

Single-step changes here are fairly simple, but multi-step ones Ŏŀƴ ōŜ ǘǊƛŎƪȅΦ LǘΩǎ ŜŀǎƛŜǎǘ ǘƻ ǘƘƛƴƪ 

about the net effect on CSE and NOA rather than explaining each step in the process. 

 

1a) Company Issues $100 of Common Stock and Does Nothing With It 

Eq Val increases by $100, and TEV stays the same. 
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1) Does CSE change? ̧ ŜǎΣ ƛǘΩǎ ǳǇ ōȅ 

$100. Therefore, Eq Val increases by $100. 

 

2) Does NOA change? No, because the 

proceeds go into Cash, which is Non-

Operating, and no Operating Liabilities 

change. Therefore, TEV does not change. 

 

 

 

1b) Company Issues $100 of Common Stock and Uses the Proceeds to Issue $50 of Dividends 

This one is the same as above, but Eq Val increases by only $50, while TEV remains the same. 

1) Does CSE change? ̧ ŜǎΣ ƛǘΩǎ ǳǇ ōȅ ϷрлΦ ¢ƘŜǊŜŦƻǊŜΣ 9ǉ ±ŀƭ ƛƴŎǊŜŀǎŜǎ ōȅ ϷрлΦ 

 

2) Does NOA change? No, because the proceeds go into Cash, and the Dividends come out 

of Cash, and Cash is Non-Operating. Therefore, TEV does not change. 

 

1c) Company Issues $100 of Common Stock to Fund a $100 Acquisition 

Eq Val increases by $100, and TEV increases 

by $100. 

1) Does CSE change? ̧ ŜǎΦ LǘΩǎ ǳǇ ōȅ 

$100 because of the Stock Issuance, so Eq 

Val is up by $100. 

 

2) Does NOA change? Yes, because 

these Acquired Assets are operational (the 

split between Existing Assets and 

Goodwill/Intangibles is irrelevant), and no 

Operating Liabilities change. NOA is up by 

$100, so TEV is up by $100. 
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1d) Company Issues $100 of Debt and Does Nothing With the Proceeds 

Nothing changes; both Eq Val and TEV stay the same. 

1) Does CSE change? No. Debt issuances do not affect CSE, so Eq Val stays the same. 

 

2) Does NOA change? No, because the proceeds go into Cash, and Cash is Non-Operating. 

Debt is also a Non-Operating Liability. Therefore, TEV does not change. 

 

1e) Company Issues $100 of Debt to Fund a $100 Common Stock Repurchase 

Eq Val decreases by $100, and TEV stays the same. 

 

1) Does CSE change? Yes, it decreases 

by $100 because of the Stock Repurchase, so 

Eq Val decreases by $100. 

 

2) Does NOA change? No, because 

nothing that changes here (Debt, Cash, and 

Equity) is an Operating Asset or Liability. 

Therefore, TEV stays the same. 

 

 

 

1f) Company Issues $100 of Debt to Purchase $100 of Financial Investments 

Both Eq Val and TEV stay the same. 

1) Does CSE change? No, because Debt issuances do not affect CSE. Therefore, Eq Val stays 

the same. 

 

2) Does NOA change? No, because nothing that changes here (Debt, Cash, and Financial 

Investments) counts as an Operating Asset or Liability. Therefore, TEV stays the same. 

 

1g) Company Issues $100 of Preferred Stock to Fund a $100 Common Stock Repurchase 
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This one is the counter-example to the intuition that a change in Net Assets will also affect 

Equity Value ς because Net Assets here do not change, but Equity Value does! 

Eq Val decreases by $100, and TEV stays the same. 

 

1) Does CSE change? Yes, because the $100 

Stock Repurchase reduces CSE by $100. 

Therefore, Eq Val decreases by $100. 

 

2) Does NOA change? No. Preferred Stock, 

Cash, and CSE are all Non-Operating, so no 

Operating Assets or Liabilities change, and, 

therefore, TEV stays the same. 

 

 

¢Ƙƛǎ ŜȄŀƳǇƭŜ ǎƘƻǿǎ ǿƘȅ ƛǘΩǎ ōŜǘǘŜǊ ǘƻ ǳǎŜ /ƻƳƳƻƴ {ƘŀǊŜƘƻƭŘŜǊǎΩ 9ǉǳƛǘȅ ς not Net Assets ς 

when determining whether or not Equity Value changes. 

 

Category #2: Operating Asset and Liability Changes 

With these types of events, Enterprise Value often changes ς but you need to be careful with 

the άNetέ ǇŀǊǘ ƻŦ άbŜǘ Operating !ǎǎŜǘǎΦέ 

In other words, if an Operating Asset and an Operating Liability both increase by the same 

amount, Enterprise Value will not change! 

Also, if you get a multi-step question about something like Inventory or Deferred Revenue, the 

net effect by the end is that Enterprise Value tends to stay the same. 

For example, if a company purchases Inventory and then sells it to generate Net Income, its 

Equity Value increases, but its Enterprise Value remains the same at the end of the process. 

 

2a) CapEx Increases by $100, Boosting Net PP&E 

Eq Val stays the same, and TEV increases by $100. 
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1) Does CSE change? Cash is used to 

purchase the PP&E, so CSE does not change. 

Therefore, Eq Val does not change. 

 

2) Does NOA change? Yes. Net PP&E is 

an Operating Asset, and it increases by $100; 

no Operating Liabilities change, so NOA 

increases by $100, and TEV increases by $100. 

 

 

 

2b) Inventory Increases by $100 (Step 1) 

This explanation is almost the same as the one above: Cash moves into an Operating Asset 

(Inventory) and CSE does not change, so Eq Val stays the same, and TEV increases by $100. 

 

2c) Company Sells $100 of Inventory for $200 of Finished Goods (Step 2) 

In the second step of this process, the company sells the goods and recognizes $200 in Revenue 

and $100 in COGS on the Income Statement. Pre-Tax Income increases by $100, and Net 

Income increases by $75 at a 25% tax rate. 

On the Cash Flow Statement, the only net 

change from Step 1 through Step 2 is that 

Cash increases by $75 due to the additional 

Net Income (Inventory goes up by $100 and 

then down by $100, so the two changes 

cancel each other out). 

On the Balance Sheet, Cash is up by $75 on 

the Assets side, and CSE is up by $75 on the 

L&E side. 
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So, the cumulative change from Step 1 through Step 2 is that Eq Val increases by $75, and TEV 

stays the same. 

 

1) Does CSE change? Yes. It is up by $75, so Eq Val is up by $75. 

 

 

2) Does NOA change? No. Only Cash and CSE change (cumulatively from Step 1 through 

Step 2), and they are both Non-Operating, so TEV stays the same. 

 

2d) Deferred Revenue Increases by $100 

Eq Val stays the same, and TEV decreases by $100. 

 

1) Does CSE change? There are no 

changes on the Income Statement because 

the DR has not been recognized as Revenue 

yet, so Net Income does not change. Nothing 

else affects CSE, either, so Eq Val stays the 

same. 

 

2) Does NOA change? Yes. DR is an 

Operating Liability, but Cash is not an 

Operating Asset, so NOA falls by $100. 

Therefore, TEV decreases by $100. 

 

Note that this is only the intermediate step of this process. 

If you traced it all the way through to the recognition of the Deferred Revenue as Revenue on 

the Income Statement, representing the product/service delivery, then Eq Val would increase, 

and TEV would stay the same from start to finish of the 2-step process. 

 

Category #3: Unusual Events on the Income Statement 

These questions can be more difficult because you might have to trace the changes through all 

the financial statements to determine the answer. 
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Therefore, we recommend ignoring issues such as Book vs. Cash Taxes to simplify these 

questions as much as possible. 

This last category of questions is also rare, so you should not devote much time or effort to it. 

 

3a) A CEO Picks Up $100 in Cash on the Street 

Eq Val increases by $75, and TEV stays the same. 

This change would be recorded as a $100 άExtraordinary Gainέ on the Income Statement. 

Technically, it would not ŀŦŦŜŎǘ ǘƘŜ ŎƻƳǇŀƴȅΩǎ /ŀǎƘ ¢ŀȄŜǎ, but we are ignoring that detail. 

Net Income increases by $75, assuming a 25% tax rate, and nothing else changes on the CFS, so 

Cash on the Assets side is up by $75, and CSE on the L&E side is also up by $75. 

 

1) Does CSE change? ̧ ŜǎΦ LǘΩǎ ǳǇ ōȅ Ϸтр 

because of the increased Net Income, so Eq Val 

increases by $75. 

 

2) Does NOA change? No. Cash and CSE are 

not Operating Assets or Liabilities, so NOA stays 

the same, and so does TEV. 

 

 

 

3b) Company Records a $100 Goodwill Impairment 

Eq Val decreases by $75, and TEV decreases by $100. 

Pre-Tax Income falls by $100, so Net Income is down by $75 at a 25% tax rate (once again, 

ǿŜΩǊŜ ƛƎƴƻǊƛƴƎ ǘƘŜ .ƻƻƪ ǾǎΦ /ŀǎƘ ¢ŀȄ ŘƛŦŦŜǊŜƴŎŜǎ ǘƻ ǎƛƳǇƭƛŦȅ ǘƘƛǎ ǉǳŜǎǘƛƻƴύΦ 

On the CFS, Net Income is down by $75, but the Goodwill Impairment is non-cash, so you 

reverse it and add back $100. Cash at the bottom is up by $25. 

On the BS, Cash is up by $25, and Goodwill is down by $100, so the Assets side is down by $75.  
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Liabilities stay the same, but CSE is down by $75 due to the reduced Net Income. 

 

1) Does CSE change? ̧ ŜǎΦ LǘΩǎ Řƻǿƴ ōȅ Ϸтр 

because of the reduced Net Income, so Eq Val 

decreases by $75. 

 

2) Does NOA change? Yes. Goodwill is an 

Operating Asset, and it falls by $100; nothing 

else that changes is an Operating Asset or 

Liability, so TEV decreases by $100. 

 

 

 

3c) Preferred Dividends Increase by $10 

Eq Val decreases by $10, and TEV stays the same. 

Preferred Dividends appear toward the bottom of the Income Statement and reduce Net 

Income to Common (or whatever the very bottom Net Income is called) by $10. 

Nothing else on the CFS changes, so Cash is down by $10. On the Balance Sheet, Cash is down 

by $10, and CSE is also down by $10 because of the reduced Net Income to Common. 

 

1) Does CSE change? Yes, because Preferred 

Dividends are deducted from Common 

{ƘŀǊŜƘƻƭŘŜǊǎΩ 9ǉǳƛǘȅΦ {ƻΣ /{9 ƛǎ Řƻǿƴ ōȅ ϷмлΣ 

and so is Eq Val. 

 

2) Does NOA change? No. Cash and Equity are 

not part of Net Operating Assets, so TEV stays 

the same. 

Note that Preferred Stock on the Balance 

Sheet does not change when a company issues 

Preferred Dividends! 
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Return to Top. 

 

Key Rule #3: Why the Concept of 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ 5ƻŜǎƴΩǘ IƻƭŘ ¦Ǉ ƛƴ wŜŀƭ [ƛŦŜ 

In the first section, we stated that Enterprise Value is not affected by financing changes ς only 

operational ones ς but that Equity Value may be affected by both. 

But ǘƘŀǘΩǎ ƴƻǘ ǉǳƛǘŜ ǘǊǳŜ. 

In real life, Enterprise Value will be LESS affected by financing changes than Equity Value, but 

there will still be SOME impact. 

The reasoning goes back to that all-important formula: 

Company Value = Cash Flow / (Discount Rate ς Cash Flow Growth Rate), where Cash Flow 

Growth Rate < Discount Rate. 

[ŜǘΩǎ ǎŀȅ ǘƘŀǘ ά/ŀǎƘ Cƭƻǿέ ƛǎ ά¦ƴƭŜǾŜǊŜŘ CǊŜŜ /ŀǎƘ CƭƻǿΣέ ƻǊ CǊŜŜ /ŀǎƘ Cƭƻǿ ǘƻ CƛǊƳΣ ƳŜŀƴƛƴƎ 

ǘƘŀǘ ƛǘΩǎ ŀǾŀƛƭŀōƭŜ ǘƻ ALL the investors in the company. 

Therefore, you reflect all investors in the Discount Rate, so you use the Weighted Average Cost 

of Capital (WACC). 

άCompany Valueέ ǿƛƭƭ ōŜ ǘƘŜ ŎƻƳǇŀƴȅΩǎ LƳǇƭƛŜŘ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜΥ 

Implied Enterprise Value = Unlevered FCF / (WACC ς Unlevered FCF Growth Rate) 

! ŎƻƳǇŀƴȅ Ƙŀǎ ¦ƴƭŜǾŜǊŜŘ C/C ƻŦ ϷмллΣ ŀƴŘ ƛǘΩǎ ƎǊƻǿƛƴƎ ōȅ о҈ ǇŜǊ ȅŜŀǊΦ ²!// ƛǎ мл҈Φ 

If the company now raises additional Debt or Equity, repays Debt, or repurchases Stock, its 

WACC will change. 

WACC is Ŝǉǳŀƭ ǘƻ ǘƘŜ άŎƻǎǘέ ƻŦ ŜŀŎƘ ǇŀǊǘ ƻŦ ŀ ŎƻƳǇŀƴȅΩǎ ŎŀǇƛǘŀƭ ǎǘǊǳŎǘǳǊŜ ǘƛƳŜǎ ǘƘŜ ǇŜǊŎŜƴǘŀƎŜ 

of capital in that part: 

WACC = Cost of Equity * % Equity + Cost of Debt * % Debt + Cost of Preferred * % Preferred 

If a company switches to different amounts of Debt, Equity, and Preferred Stock, those 

percentages will all change, which means that WACC will change. 

.ǳǘ ǘƘŜǊŜΩǎ ƳƻǊŜ ǘƻ ƛǘ ǘƘŀƴ ǘƘŀǘ: at different levels of Debt and Equity, the Costs of Debt and 

Equity also change (wŜΩƭƭ ƛƎƴƻǊŜ tǊŜŦŜǊǊŜŘ {ǘƻŎƪ ŦƻǊ simplicity): 
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These ά/ƻǎǘǎέ are guesstimates ς ǘƘŜȅΩǊŜ ƴƻǘ ōŀǎŜŘ ƻƴ a specific set of rules, but on what 

happens in real life as companies take on more Debt. 

Debt investors (lenders) expected lower returns than Equity investors since they earn only a 

fixed interest rate; even if a company doubles its cash flow, Debt investors do not benefit. 

Also, Interest Expense is tax-deductible to the company, making it less expensive to pay. 

For these reasons, Debt is άŎƘŜŀǇŜǊέ ǘƘŀƴ 9ǉǳƛǘȅΦ 

Since Debt is cheaper than Equity, more Debt may ǊŜŘǳŎŜ ²!//Χ ǳǇ ǘƻ ŀ ŎŜǊǘŀƛƴ ǇƻƛƴǘΦ But: 

1) As the company takes on more Debt, the Cost of Debt will keep rising because the 

company becomes riskier and riskier for new lenders; and 

 

2) The Cost of Equity will also rise for the same reason: more Debt means higher risk for 

the common shareholders as well. 

With more Debt, the company stands a higher chance of going bankrupt, which increases the 

risk for all the investors. IŜǊŜΩǎ ŀ ǘŀōƭŜ with the data in the graph above: 
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As a result, this graph for Implied Enterprise Value at different levels of Debt and Equity is not 

quite accurate: 

 

In reality, the graph would look more like this one: 
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¢ƘŜ ŎƻƳǇŀƴȅΩǎ LƳǇƭƛŜŘ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ ŘƻŜǎƴΩǘ ŎƘŀƴƎŜ that much over reasonably low levels 

of Debt ς but it starts to fall rapidly at much higher Debt percentages. 

The table below shows the difference between assuming that WACC stays the same at 

ŘƛŦŦŜǊŜƴǘ 5Ŝōǘ ŀƴŘ 9ǉǳƛǘȅ ƭŜǾŜƭǎ όά!ŎŎƻǳƴǘƛƴƎέ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜύ ŀƴŘ assuming that it changes 

(Implied Enterprise Value): 

 

This concept applies more to the Implied Enterprise Value than to Current Enterprise Value. 

If a company raises more Debt in real life, its Current Enterprise Value will probably not change 

overnight. But if it is expected to have more Debt going forward, its Current Enterprise Value 

will start to change. 

vǳŀƭƛǘŀǘƛǾŜƭȅΣ ƘŜǊŜΩǎ ǿƘȅ ŎŀǇƛǘŀƭ ǎǘǊǳŎǘǳǊŜ ŀŦŦŜŎǘǎ ǘƘŜ 5ƛǎŎƻǳƴǘ wŀǘŜ ŀƴŘΣ ǘƘŜǊŜŦƻǊŜΣ ŀŦŦŜŎǘǎ 

Implied Enterprise Value: 

1. Taxes ς Interest paid on Debt is tax-deductible, but Common Dividends and Preferred 

Dividends are not. Since the tax treatments differ, Enterprise Value is NOT affected in 

the same way by additional Debt vs. additional Equity. 
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2. Bankruptcy Risk ς Debt and some types of Preferred Stock increase the chances of a 

company going bankrupt because of the Interest Expense (or mandatory Preferred 

Dividends) and the requirement to repay the principal in the future. If a company raises 

9ǉǳƛǘȅΣ ǘƘŜǊŜΩǎ ƴƻ added risk of ōŀƴƪǊǳǇǘŎȅ ōŜŎŀǳǎŜ ƛǘ ǿƻƴΩǘ ƻǿŜ ŎŀǎƘ ǇŀȅƳŜƴǘǎ ǘƻ 

anyone; /ƻƳƳƻƴ 5ƛǾƛŘŜƴŘǎ ŀǊŜ άƻǇǘƛƻƴŀƭέ ŀƴŘ Ŏŀƴ ŀƭǿŀȅǎ ōŜ ŎǳǘΦ 

 

3. Agency Costs ς Debt investors want to earn their interest and receive their money back 

at the end. Since Debt investors cannot earn more than the interest rate, they want the 

company to be as conservative as possible and focus on paying them back. But Equity 

investors want the company to grow because they have unlimited upside. These 

conflicting agendas mean that Debt is not equivalent to Equity. 

 

4. Efficient Markets ς This idea that Debt, Equity, and Preferred Stock are equivalent 

assumes that the markets are efficient ŀƴŘ ǘƘŀǘ ŎƻƳǇŀƴƛŜǎΩ ǎƘŀǊŜ ǇǊƛŎŜǎ ŀƭǿŀȅǎ ǊŜŦƭŜŎǘ 

all relevant information. But these assumptions are often wrong, especially for smaller, 

lesser-known companies in obscure markets. 

The Bottom Line: ¢Ƙƛǎ ǎŜŎǘƛƻƴ ƛǎ ƴƻǘ ƳŜŀƴǘ ǘƻ άŘƛǎǇǊƻǾŜέ ǘƘŜ ŎƻƴŎŜǇǘ ƻŦ 9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜΦ 

Enterprise Value is critical because it does represent the value of a ŎƻƳǇŀƴȅΩǎ ŎƻǊŜ ōǳǎƛƴŜǎǎ 

operations to all the investors in the company. 

But in real life, ƛǘΩǎ ƴƻǘ really άŎŀǇƛǘŀƭ ǎǘǊǳŎǘǳǊŜ-ƴŜǳǘǊŀƭΣέ ŀǎ ǎƻƳŜ ǎƻǳǊŎŜǎ ŎƭŀƛƳΦ 

Instead of saying, άEnterprise Value stays the same regardless of capital structure, but Equity 

Value changes ŀǎ ǘƘŜ ŎŀǇƛǘŀƭ ǎǘǊǳŎǘǳǊŜ ŎƘŀƴƎŜǎΣέ ƛǘΩǎ ōŜǘǘŜǊ ǘƻ ǘƘƛƴƪ ƻŦ ƛǘ ŀǎΥ 

ά9ƴǘŜǊǇǊƛǎŜ ±ŀƭǳŜ ƛǎ less ŀŦŦŜŎǘŜŘ ōȅ ŎŀǇƛǘŀƭ ǎǘǊǳŎǘǳǊŜ ǘƘŀƴ 9ǉǳƛǘȅ ±ŀƭǳŜΦέ 

Return to Top. 

 

Key Rule #4: The Equity Value Calculation 

If a company is public ς you can buy its shares on the stock market, and the company issues 

reports on its financial performance ς then you can calculate its Equity Value with Common 

Shares Outstanding * Current Share Price. 

However, it gets more complex than that in real life because the company might also have 

dilutive securities that could potentially ŎǊŜŀǘŜ ƳƻǊŜ ǎƘŀǊŜǎ ƛŦ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ǎƘŀǊŜ ǇǊƛŎŜ 

reaches certain levels. 
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For example: 

¶ The company decides to pay its employees using stock optionsΦ ¢ƘŜ ŎƻƳǇŀƴȅΩǎ ǎƘŀǊŜ 

price is $10.00 right now, but if it reaches $20.00, the employees can pay the company 

$20.00 per option to get one ƴŜǿ ǎƘŀǊŜΦ {ƻΣ ƛŦ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ǎƘŀǊŜ ǇǊƛŎŜ increases to 

$2000 or more, employees might start exercising their options and creating new shares. 

 

¶ The company issues a convertible bond to fund an expansion effort. Right now, the 

ŎƻƳǇŀƴȅΩǎ ǎƘŀǊŜ ǇǊƛŎŜ ƛǎ ϷрлΦллΦ .ǳǘ ƛŦ ƛǘ ǊŜŀŎƘŜǎ ϷмллΦллΣ ǘƘŜ ŎƻƴǾŜǊǘƛōƭŜ ōƻƴŘ 

investƻǊǎ Ŏŀƴ άŎƻƴǾŜǊǘέ ǘƘŜ ōƻƴŘ ƛƴǘƻ new shares. 

 

¶ The company issues restricted stock units (RSUs) to employees. These are like normal 

shares of the company, but they have restrictions on when employees receive them and 

when they can sell them. 

Companies issue these types of securities because they reduce cash operating expenses. 

Instead of paying higher cash salaries to employees, companies can offer lower salaries and 

more in RSUs or stock options. 

Those might cost the company in the future IF its share price increases, but in the short term, 

cash expenses decrease. 

If you are pressed for time, you do not need to follow the detailed calculations shown in this 

section or the next one; ƛƴǎǘŜŀŘΣ ȅƻǳ Ŏŀƴ Ƨǳǎǘ ǊŜǘǊƛŜǾŜ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ŜǎǘƛƳŀǘŜ ŦƻǊ ƛǘǎ άŘƛƭǳǘŜŘ 

ǎƘŀǊŜ Ŏƻǳƴǘέ ŦǊƻƳ ƛǘǎ ŦƛƭƛƴƎǎΦ 

For example, for Target, we ŎƻǳƭŘ ƭƻƻƪ ƛƴ ǘƘŜ ŎƻƳǇŀƴȅΩǎ мл-YΣ ǎŜŀǊŎƘ ŦƻǊ άŘƛƭǳǘŜŘΣέ ŀƴŘ ǳǎŜ the 

following 515.6 million number instead of doing any math: 

 

However, you still need to be familiar with this process for two reasons: 

1) LǘΩǎ ŀ ŎƻƳƳƻƴ ǘƻǇƛŎ ƛƴ ƛƴǘŜǊǾƛŜǿǎΣ especially entry-level investment banking interviews. 
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2) You will have to calculate Diluted Shares manually on the job. 

 

The Step-by-Step Calculations for Target and Vivendi 

Start ōȅ ƭƻƻƪƛƴƎ ǳǇ ǘƘŜ ŎƻƳǇŀƴȅΩǎ common shares outstanding at the end of its most recent 

reporting period. U.S. companies list this number on the first page of their 10-K or 10-Q: 

 

 

 

Non-U.S. companies do not list anything on the first pages of their annual or interim reports, so 

ȅƻǳΩƭƭ ƘŀǾŜ ǘƻ ǎŜŀǊŎƘ ŦƻǊ ǘŜǊƳǎ ƭƛƪŜ άǎƘŀǊŜǎ ƻǳǘǎǘŀƴŘƛƴƎέ ǘƻ ŦƛƴŘ ǘƘŜ ƴǳƳōŜǊǎΦ 

Once you have the numberΣ ȅƻǳ ǎƘƻǳƭŘ ǎŜŀǊŎƘ ŦƻǊ άŜȄŜǊŎƛǎŜ ǇǊƛŎŜέ ƻǊ άǎǘǊƛƪŜ ǇǊƛŎŜέ ƛƴ ǘƘŜ ǎŀƳŜ 

ŦƛƭƛƴƎ ǘƻ ŦƛƴŘ ǘƘŜ ŎƻƳǇŀƴȅΩǎ stock options granted to employees: 

 

Then, you use the Treasury Stock Method (TSM) to calculate the dilution from these options. 

To do this, you write an Excel formula that does the following: 

1) If the Current Share Price is below the Exercise Price, do nothing and set dilution to 0. 

 

2) If the Current Share Price exceeds the Exercise Price, employees pay the company 

Exercise Price * # Options to exercise their options and receive one new share per 

option. 
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3) Then, the company uses the proceeds to repurchase some of these newly created 

shares at the same Current Share Price. 

This method is not an accurate representation of reality. 

Employees will not necessarily exercise all their options as soon as they can do so, and the 

ŎƻƳǇŀƴȅ ǿƻƴΩǘ ƴŜŎŜǎǎŀǊƛƭȅ ǳǎŜ all the proceeds to repurchase shares. 

However, everyone still uses the TSM to standardize the calculation and make it easier to 

compare different companies. IŜǊŜΩǎ ǘƘŜ ŎŀƭŎǳƭŀǘƛƻƴ ŦƻǊ ¢ŀǊƎŜǘΥ 

 

The arithmetic goes like this: 

¶ Newly Created Shares: 0.714 million 

¶ Company Gets Cash Proceeds: $56.02 * 0.714 million = $39.998 million 

¶ Company Repurchases Shares: $39.998 million / $97.40 = 0.411 million shares. 

¶ Net Dilution: 0.714 million ς 0.411 million = 0.303 million. 

Vivendi lists multiple tranches of options, but the principles are the same; you just calculate 

Dilution for all the tranches and add them up: 
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LŦ ƻƴŜ ƻŦ ±ƛǾŜƴŘƛΩǎ ƻǇǘƛƻƴ ǘǊŀƴŎƘŜǎ ƘŀŘ ŀƴ 9ȄŜǊŎƛǎŜ tǊƛŎŜ ŀōƻǾŜ ϵмфΦосΣ ǘƘŜǊŜ ǿƻǳƭŘ ōŜ л 

Dilution from it because those options would not be exercisable. 

The same Treasury Stock Method applies to warrants granted to employees as well. 

You never factor in options written on existing shares by other parties in the financial markets. 

Only options that the company grants directly to employees Ŏƻǳƴǘ ōŜŎŀǳǎŜ ǘƘŜȅΩǊŜ ǘƘŜ ƻƴƭȅ ƻƴŜ 

that create new shares. 

In interviews, the numbers will never be as ugly as the ones used above. 

! ǊŜŀƭƛǎǘƛŎ ƛƴǘŜǊǾƛŜǿ ǉǳŜǎǘƛƻƴ ƳƛƎƘǘ ōŜΥ ά! ŎƻƳǇŀƴȅΩǎ ŎǳǊǊŜƴǘ ǎƘŀǊŜ ǇǊƛŎŜ ƛǎ ϷнлΦллΦ Lǘ Ƙŀǎ мл 

million shares and 1 million options with an exercise price of $10.00. What is its Diluted Equity 

±ŀƭǳŜΚέ 

To answer that, assume that all 1 million shares get created. The company receives 1 million * 

$10.00, or $10 million, in proceeds. At a share price of $20.00, it can buy back half of those 

shares, or 500,000. So, the company ends up with 10.5 million diluted shares. 

Therefore, Diluted Equity Value = 10.5 million * $20.00 = $210 million. 

Other Notes, Private Companies, and More 

You do not complete this same process for private companies because they do not list their 

ƻǇǘƛƻƴǎ ƻǳǘǎǘŀƴŘƛƴƎ ƛƴ ǇǳōƭƛŎ ŦƛƭƛƴƎǎΣ ŀƴŘ ǘƘŜȅ ŘƻƴΩǘ ŜǾŜƴ ƘŀǾŜ ά/ǳǊǊŜƴǘ {ƘŀǊŜ tǊƛŎŜǎΦέ 

You almost always focus on Implied Equity Value and Enterprise Value when analyzing private 

companies, and you rarely divide Implied Equity Value by the Share Count to get the Implied 

Share Price, so this level of precision is unnecessary. 
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If a company has multiple share classes, take the Current Share Price * Share Count of each 

class and sum them up to determine its Equity Value. 

.ǳǘ ōŜ ŎŀǊŜŦǳƭΥ ƛŦ ƛǘΩǎ ŀ ŦƻǊŜƛƎƴ ŎƻƳǇŀƴȅ ƭƛǎǘŜŘ ƛƴ ǘƘŜ ¦Φ{Φ with ADRs (American Depository 

Receipts), ignore the ADRs because they represent shares already ƭƛǎǘŜŘ ƻƴ ǘƘŜ ŎƻƳǇŀƴȅΩǎ 

ƘƻƳŜ ŜȄŎƘŀƴƎŜΦ Wǳǎǘ ƎŜǘ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ƛƴŦƻǊƳŀǘƛƻƴ ŦǊƻƳ ƛǘǎ home exchange in that case.  

If a public company has negative Net IncomeΣ ƛǘ ǿƛƭƭ ƴƻǘ ƭƛǎǘ ƛǘǎ ά5ƛƭǳǘŜŘ {ƘŀǊŜǎέ ƛƴ ƛǘǎ ŦƛƭƛƴƎ 

because securities like options will be anti-dilutive to EPS. 

Think about the math if a company has negative $10 million in Net Income, 100 million in Basic 

Shares, and 105 million in Diluted Shares: ($10 million) / 105 million is less negative than ($10 

million) / 100 million. 

¸ƻǳ ǿƻƴΩǘ ōŜ ŀōƭŜ ǘƻ ŎƘŜŎƪ ȅƻǳǊ ǿƻǊƪ ǿƛǘƘ ǘƘŜǎŜ ŎƻƳǇŀƴƛŜǎΣ ŀƴŘ ȅƻǳΩƭƭ ƘŀǾŜ ǘƻ ŎŀƭŎǳƭŀǘŜ ǘƘŜ 

Diluted Shares yourself. 

Return to Top. 

 

Key Rule #5: Other Dilutive Items: RSUs, Convertible Bonds, and More 

hƴŎŜ ȅƻǳ ƘŀǾŜ ǘƘŜ ŎƻƳǇŀƴȅΩǎ option and warrant information and the Diluted Shares from 

those, you can proceed to the next step: looking for other dilutive securities. 

These include Restricted Stock, RSUs, Performance Shares, Convertible Bonds, and variations. 

Restricted Stock and Restricted Stock Units (RSUs) ŀǊŜ ōƻǘƘ άƛƴŎŜƴǘƛǾŜ ŎƻƳǇŜƴǎŀǘƛƻƴέ ƎǊŀƴǘŜŘ 

to employees, usually with requirements that employees stay for a certain number of years 

before they can receive or sell the shares. 

The difference is that Restricted Stock is usually ƛƴŎƭǳŘŜŘ ƛƴ ǘƘŜ ŎƻƳǇŀƴȅΩǎ /ƻƳƳƻƴ {ƘŀǊŜ 

Count, while RSUs are not. 

Therefore, you should search for and add RSUs to the Diluted Share Count, but you can ignore 

ƴƻǊƳŀƭ άwŜǎǘǊƛŎǘŜŘ {ǘƻŎƪΦέ 

There are also legal and tax differences, but they are unimportant for valuation purposes. 

IŜǊŜΩǎ ŀƴ ŜȄŀƳǇƭŜ ŦƻǊ ¢ŀǊƎŜǘΥ 
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¢ƘŜǎŜ ŀǊŜ άwŜǎǘǊƛŎǘŜŘ {ǘƻŎƪ ¦ƴƛǘǎΣέ ǎƻ ȅƻǳ ŀŘŘ ǘƘŜƳ ǘo the Diluted Share Count. 

There may be restrictions on them right now, but eventually, they will create dilution. 

Performance Shares ƻǊ ά{ǘƻŎƪ !ǇǇǊŜŎƛŀǘƛƻƴ wƛƎƘǘǎέ ό{!wǎύ ŀǊŜ ŀƴƻǘƘŜǊ Ŏƭŀǎǎ ƻŦ ǊŜǎǘǊƛŎǘŜŘ 

securities that may create dilution, but the restriction here is a άǇŜǊŦƻǊƳŀƴŎŜ Ǝƻŀƭέ ǊŀǘƘŜǊ ǘƘŀƴ 

time. 

For example, if an executive receives Performance Shares, they might be able to sell them once 

ǘƘŜ ŎƻƳǇŀƴȅΩǎ {ƘŀǊŜ tǊƛŎŜ ǊŜŀŎƘŜǎ ŀ ŎŜǊǘŀƛƴ ƭŜǾŜƭΣ ƻǊ ƻƴŎŜ the company reaches a certain 

Revenue or EBITDA target. 

In theory, you could check these performance goals and count 100% of the Performance Shares 

if the goals are satisfied, and nonŜ ƻŦ ǘƘŜ tŜǊŦƻǊƳŀƴŎŜ {ƘŀǊŜǎ ƛŦ ǘƘŜȅΩǊŜ ƴƻǘΦ 

In real life, however, companies do not disclose the details of these goals, so you usually add all 

the Performance Shares or ignore them all. 

We choose to add ¢ŀǊƎŜǘΩǎ tŜǊŦƻǊƳŀƴŎŜ {ƘŀǊŜǎΣ ǿƘƛŎƘ ƳŀƪŜǎ ƻǳǊ ŜǎǘƛƳŀǘŜ ƻŦ 5ƛƭǳǘŜŘ {ƘŀǊŜǎ 

higher and therefore more conservative (i.e., a lower Implied Share Price): 
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So far, we have ~509 million of Diluted Shares for Target vs. their estimate of ~516 million: 

hǳǊ ŜǎǘƛƳŀǘŜ ǿƛƭƭ ƴŜǾŜǊ ƳŀǘŎƘ ǘƘŜ ŎƻƳǇŀƴȅΩǎ 100% ōŜŎŀǳǎŜ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ŜǎǘƛƳŀǘŜǎ ŀǊŜ 

ǘȅǇƛŎŀƭƭȅ ōŀǎŜŘ ƻƴ ƻƭŘŜǊ {ƘŀǊŜ tǊƛŎŜǎ ŀƴŘ άŀǾŜǊŀƎŜέ {ƘŀǊŜ /ƻǳƴǘǎ over years or quarters. 

IƻǿŜǾŜǊΣ ǿŜΩǊŜ ǿƛǘƘƛƴ ~1% of their number, which is good enough. 

Also, the company may still have additional dilutive securities beyond options, RSUs, and 

Performance Shares, and if it does, our estimate will be off. 

The final type of dilutive security is the Convertible Bond. 

These are an alternate form of Debt, where the company pays much lower interest rates in 

ŜȄŎƘŀƴƎŜ ŦƻǊ ƎƛǾƛƴƎ ǘƘŜ ōƻƴŘƘƻƭŘŜǊǎ ǘƘŜ ƻǇǘƛƻƴ ǘƻ άŎƻƴǾŜǊǘέ ǘƘŜƛǊ ōƻƴŘǎ ƛƴǘƻ ƴŜǿ ǎƘŀǊŜǎ ƛƴ ǘƘŜ 

future ς if ǘƘŜ ŎƻƳǇŀƴȅΩǎ {ƘŀǊŜ tǊƛŎŜ ǊŜŀŎƘŜǎ ŀ ŎŜǊǘŀƛƴ ƭŜǾŜƭ όǘƘŜ ά/ƻƴǾŜǊǎƛƻƴ tǊƛŎŜέύΦ 

¢Ƙƛǎ /ƻƴǾŜǊǎƛƻƴ tǊƛŎŜ ƛǎ ǳǎǳŀƭƭȅ ŀ ƳƻŘŜǎǘ ǇǊŜƳƛǳƳ ǘƻ ǘƘŜ ŎƻƳǇŀƴȅΩǎ /ǳǊǊŜƴǘ {ƘŀǊŜ tǊƛŎŜΣ ǎǳŎƘ 

as 20-30%. 

CƻǊ ŎƻƳǇŀƴƛŜǎΣ /ƻƴǾŜǊǘƛōƭŜ .ƻƴŘǎ ŀǊŜ άŎƘŜŀǇŜǊ 5ŜōǘέΤ ŦƻǊ ƛƴǾŜǎǘƻǊǎΣ /ƻƴǾŜǊǘible Bonds are 

άƘŜŘƎŜŘ 9ǉǳƛǘȅέ. 

9ǾŜƴ ƛŦ ŀ ŎƻƳǇŀƴȅΩǎ ǎƘŀǊŜ ǇǊƛŎŜ ǎǘŀƎƴŀǘŜǎ ƻǊ Ŧŀƭƭǎ ǎƛƎƴƛŦƛŎŀƴǘƭȅΣ the Convertible Bond investors 

will probably get their principal back, which creates some downside protection. 
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With Convertible Bonds, you use an άŀƭƭ ƻǊ ƴƻǘƘƛƴƎέ ŀǇǇǊƻŀŎƘ όalso called ǘƘŜ άLŦ /ƻƴǾŜǊǘŜŘέ 

method) to estimate the Dilution. 

LŦ ǘƘŜ ŎƻƳǇŀƴȅΩǎ Current Share Price exceeds the Conversion Price, then you assume that all the 

bonds convert into shares. 

If it does not, then you assume that nothing converts, and you count the Convertible Bonds as 

Debt instead. 

To calculate the number of Dilutive Shares, take the Bond Principal and divide it by the 

Conversion price. 

CƻǊ ŜȄŀƳǇƭŜΣ ƘŜǊŜΩǎ ǎƻƳŜ ƛƴŦƻǊƳŀǘƛƻƴ ƻƴ ½ŜƴŘŜǎƪΩǎ /ƻƴǾŜǊǘƛōƭŜ .ƻƴŘǎΥ 

 

This part gives us the Conversion Price of $63.07 and the Bond Principal of $575 million. 

To calculate the Dilutive Shares from this Convertible Bond, $575 million / $63.07 = 9.117 

million. 

So, the formula is easy: IF(Current_Share_Price >= 63.07, 9.117, 0) 

If there are no Dilutive Shares from this bond, you should count its Fair Market Value of $793 

million when adding Debt in the Enterprise Value bridge: 

 

This ŎŀƭŎǳƭŀǘƛƻƴ ƛǎ ǎƛƳǇƭŜΣ ōǳǘ ƛǘΩǎ ƻŦǘŜƴ more complex because when companies issue 

Convertible Bonds, they often do so with ά/ŀǇǇŜŘ /ŀƭƭέ or άbƻǘŜ IŜŘƎŜέ transactions. 

Our first clue that Zendesk has done something like this is in this section of their annual report, 

which shows only ~1.3 Ƴƛƭƭƛƻƴ άǎƘŀǊŜǎ ǊŜƭŀǘŜŘ ǘƻ ŎƻƴǾŜǊǘƛōƭŜ ǎŜƴƛƻǊ ƴƻǘŜǎέΥ 
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