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Overview & Key Rules of Thumb

Questionsabout Equity Value Enterprise Valueandvaluation metrics and multiplegre some
of the most common ones in interviews.

Unfortunately, most guides, textbooks, and websites d@gy/poor job of explaining these
topics.

With accountingsometimes the explanations are not great, bl informationis correct.
Butwith Equity Value and Enterprise Value, the informationaten WRONG
C2NJ SEFYLX S AT a42YS8S2yS a1SR @&2dz 6KId a9yidSN.

CNRY (GKS D223ftS aSI NOK NDBadz ( sCapitdlizatie®, plés2 y I 6t S
Debt, Noncontrolling interests, andd®erred Stockb €

Other sources givdefinitionssuchast 9 Yy 4 SNLINRA &S + | f dzS NBLINBaSyda
LINAOSQ 2F I O2YLI ye o¢

All these definitions are wrongincomplete,or misleading

TheREAldefinition of Enterprise Value ig:¢ KS @+ f dzS 2F | O02YLIl yegQa Oz
to ALLthe A Y @S A G2NAR Ay GKS O2YLI yeé o¢

Ly GGKS &S00 edahdonbiSdeftition, expl&irOhbv to pair Equity Value and
Enterprise Value with operating metrics to creatduation multiples, and explain hoviEquity
Value and Enterprise Value charafter specific events.

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

These concepts go back to that-atiportant formula:

Company Values Cash Flow / (Discount Rat€ash Flow Growth Rateyhere Cash Flow
Growth Rate < Discount Rate.

The accounting lessons dealt with tGashHow part of that formula.
Equity Valueand Enterprise Valualeal with theCompany Valugart.
Specifically, how do yomeasured / 2 YLI y& =+ | f dzSé K

That is tricky to answer because companies are worth different amounts to differtypes of
investors
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LiQa | foamweib&tBubh @ KS YI NJ Sidé¢ YlIe& areée | O2YLIl yeé
its intrinsic valuemay be different

Sothere areat leasttwo g | 8 & &2dz Oy YSIada2NBE | O02YLIl yeQa @I
 aal NJ S icWhatisttieSémpany worthright now according to the stock market
its current ownersor its current investors
f LYLX ASR 2 NJ d&clWhat Iduidtiieicdnpany:de fvat$ according to your
analysisaand view®
Why might the Market Value be different from the Implied V&lue
[ SO O®m2 dr® NB & cgnhpangtiiatihgsH100 in cash flow

BRK @2dz I YR UK Sowres Welidvey/tie @pprophiateNIsSoyiitR is10%
because similar companies are expectedémerate annuatedreturns of 10%overthe long
term.

However, you disagreabout the expected growth rate® , 2 dz 6 St A S@&SshfiowS O2 YL
will grow at 4%, but the currentvaners think it will grow at 5%.

l'a  NBadzZ G (GKS O®readhgpapQa O f dzS Aad4 RAFFSNByY
Implied Valuefor YOU= $100 / (10% 4%) =$1,666.

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

Theownerswant8 > nnn F2NJ GKS O2YLI yes 2N 0KSe g2y Qi

But you believe that the company is teapensiveand that its intrinsic value is quite a bit

lower.! & | NBadzZ (3 &2dz dheiyaskingpricez¥ $2i060S O2 YLI y& |
¢CKFGQa (KSsKYe Aly ONBSYLAl2yye 6ftéan ddférsitdmSts Implieédivaziyou
0StASPS GKS O2YLIyeQa FdzidzNB INRBGOUK gAff 0SS 2
investors, believe something else

You might also tsagree about the Discoumate2 NJ S@Sy (KS 02 Y Lihogte Qa / I a
valuation differences boil down tdisagreementsbout future growthrates.

. Se2yR UKAA A&dadzsS 2F LYLXASR I ftdzS gaod al NJ Si
might refer todifferent investor groups.

A company might havieinded its operations with just Equity, a combination of Debt and
Equity, Debt + Equity + Preferred Stock, or other combinations of capital.
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shareholders)? Or does it incle all the investor groups?

ThisquestionONB I G S &
Enterprise Value

iKS YIAY

0 ¢ 2

G/ 2 Y LIjugtthe amountoz®ibutabldStd Bty ifivestors (common

Y $ | HquiyBa¥u&wydi a 2 F

1 Equity ValueThe value oEVERYTHIN&Scompany has (Nétssetspr Total Assetg
Total Liabilities), but only tEQUITY INVESTO®S&MmMon shareholders)

f Enterprise Value¢ KS @I f dzS

2 TCOREKBYSINESS ORERATIDS S
OperatingAssetspr OperatingAssets; OperatingLiabilities), but t)ALL INVESTORS
(Equity, DebtPreferred, and possibly others)

¢KS a9ljdade It dzS¢ OASslkeants: | O2YLIk ye fA1S
February 1, February 2,
(millions, except footnotes) 2020 2019
Assets
Cash and cash equivalents $ 2577 % 1,556
Inventory 8,992 9,497
Other current assets 1,333 1,466
Total current assets 12,902 12,519
FProperty and equipment
Land 6,036 6,064
Buildings and improvements 30,603 29,240
Fixtures and equipment 6,083 5,912
Computer hardware and software 2,692 2,544
Construction-in-progress 533 460
Accumulated depreciation (19,664) (18,687)
Property and equipment, net 26,283 25,533
Operating lease assets 2,236 1,965
Other noncurrent assets 1,358 1,273
Total assets $ 42779 % 41,290
Liabilities and shareholders’ investment
Accounts payable $ 9920 % 9,761
Accrued and other current liabilities 4,406 4,201
Current portion of long-term debt and other borrowings 161 1,052
Total current habilities 14,487 15,014
Long-term debt and other borrowings 11,338 10,223
Noncurrent operating lease liabilities 2,275 2,004
Deferred income taxes 1,122 972
Other noncurrent liabilities 1,724 1,780
Total noncurrent liabilities 16,459 14,979
Shareholders’ investment
Common stock 42 43
Additional paid-in capital 6,226 6,042
Retained earnings 6,433 6,017
Accumulated other comprehensive loss (868) (805)
Total shareholders' investment 11,833 11,297
Total liabilities and shareholders’ investment $ 42779 $ 41,290
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Equity Value represents EVERYTHING: Total AsEetal Liabilities.

'YR 0UKS a9y UuSNdoklkedttds: £+ | £ dzS€ GAS S
February 1, February 2,
(millions, except footnotes) 2020 2019
Assets
Cash and cash equivalents % 2577 & 1,556
Inventory 8,992 9,497
Other current assets 1,333 1,466
Total current assets 12,902 12,519
Property and equipment
Land 6,036 6,064
Buildings and improvements 30,603 29,240
Fixtures and equipment 6,083 5,912
Computer hardware and software 2,692 2,544
Construction-in-progress 533 460
Accumulated depreciation (19,664) (18,687)
Property and equipment, net 26,283 25,533
Operating lease assets 2,236 1,965
Other noncurrent assets 1,358 1,273
Total assets 3 42779 % 41,290
Liabilities and shareholders’ investment
Accounts payable $ 9,920 § 9,761
Accrued and other current liabilities 4,406 4,201
Current portion of long-term debt and other borrowings 161 1,052
Total current liabilities 14,487 15,014
Long-term debt and other borrowings 11,338 10,223
Noncurrent operating lease liabilities 2,275 2,004
Deferred income taxes 1,122 972
Other noncurrent liabilities 1,724 1,780
Total noncurrent liabilities 16,459 14,979
Shareholders’ investment
Common stock 42 43
Additional paid-in capital 6,226 6,042
Fetained earnings 6,433 6,017
Accumulated other comprehensive loss (868) (805)
Total shareholders’ investment 11,833 11,297
Total liabilities and shareholders' investment $ 42779 $ 41,290

EnterpriseValueexcludesNon-OperatingAssets, such as Cash and Financial Investments, as
well asNon-OperatingLiabilities such as Debt.

Equity ValueA a
O2YLI yASazr AdQa

1y26y O2ttz2ljdAaltte |4

S |j UBhéres Datstahdiahl NS y U

Gal N1 SdG /1

{ KI NB

People often us&quity Value or Market Caphen discussing company valuations, and

journalistsusuallyg NA& (i S

Buti KSNBX Aa | oA3
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On the other hand, Enterprise Value witlot changec or at least, not changas muchg even
AT GKS O2YLIl yeQa OFLAGIE adNUzOGdzNE OKFy3Sao

For example, consider these threapital structuregor the same company

Simple Example of Enterprise Value

Share Price: 5 10.00 Share Price: 5 10.00 Share Price: 3 10.00

Shares Qutstanding: 1,000 Shares Qutstanding: 900 Shares Qutstanding: 1,100
| Current Equity Value: S 10,000 Current Equity Value: S 9,000 Current Equity Value: S 11,000 |

(+) Debt: 1,600 (+) Debt: 2,600 (+) Debt: 600

(+) Preferred Stock: 200 (+) Preferred Stock: 200 (+) Preferred Stock: 200

+) Noncontrolling Interests: - (+) Noncontrolling Interests: - (+) Noncontrolling Interests: -

(-} Cash & Investments: (300) (-] Cash & Investments: (300) (-} Cash & Investments: (300)
urrent Enterprise Value: $ 11,500 Current Enterprise Value: $ 11,500 Current Enterprise Value: $ 11,500 I

As the company changes its Equity vs. Debt allocation, its Current Equity
Value keeps changing because Equity Value depends on capital structure...

...but its Current Enterprise Value stays the same because Enterprise

Value does not depend on capital structure (to the same extent).
That is the real significance Bhterprise ValueA i R 2 S & y €hangedvdzRikéhythe &
O2YLI yeQa 9ljdAaide FyR 5So00 LISNOSyGlr3Sa OKFIy3aSo
So, we often use Enterprise Value when analyzing companies because it lets us reach

conclusions without worrying about th® 2 Y LJI ¢apitsl atQcture.

One reallife analogy to explain Equity Value and Enterprise Valbeyigg a housevith
different amounts for the mortgage and down payment.

For example, ifou buya $500K housasingr Y2 NI 3 3S F2NJ px: 2F AdG> 0
G 9 vy i S NLINR®Ok Ifke thid: € dzS ¢

Mortgage = $250K

Equity = $250K

Total = $500K
* Equity Value = $250K
* Enterprise Value = $500K

If you changed the terms and put downly 20%upfront, it would look like this:
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Mortgage = $400K

Equity = S100K

Total = $500K
* Equity Value = $100K

* Enterprise Value = $500K

And then if you paid for the house 10@4ih the down paymentit would look like this:

Mortgage = SO

Equity = $500K

Total = $500K
* Equity Value = $500K

* Enterprise Value = $500K

Regardless of how yofinanceli KS LJIZNOKF &S 2F G(KS K2dzaSzX Ada &
same at $500K.

And that is why Enterprise Valuedssentiafor valuing companiesasweli R2 Say Qi ¢ 2 NJ
exactlyas shown above, but the idea is quite similar.

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

One common question we ggbes like this:

owWhy do you pair Total AssetsTotal Liabilities with Common Shareholders (Equity Value), but
OperatingAssetx; Operatingl A 6 Af AGASa gAGK ! ff Lym@ngi2NB 69
FNDPAGNI NBEK LT a2 O2dz RyQiG @&2dz ONBIFGS 20§KSNJI LI

b 2 ¥ naok arb@rary. You can understand the pairing witte following logic:

1) A company can generate Equitgernally from its Net Income (Net Income flows into
wSGIFAYSR 9FNYAYy3IEA AY [ 2YY2Y rdiskEqiiflotf RS NB& Q
outside investes by issuing stock.
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2) On the other hand, a compamannotgenerate Debt, Preferred Stock, and other
funding sources internally it mustaskoutside investordor these funds.

3) A company isinlikelyto raise capital from outside investors to acquiten-Core or Non
OperatingAssetssuch as a side business sellingicecreafn A 1 Qa | az2Fao6l NB

4) However, since Equity may eneratedinternallyor raised externallythe company
could use it for anythingboth OperatingAssets andNon-OperatingAssets.
So,we pair Enterprise Value with N@peratingAssets and Equity Value with Net Assets.
In real life, this logic does not necessarily hold up 100%.

For example, companies might issue Debt to acgsiote businesses that have nothing to do
with their core operations.

However, the conventiors to follow the logic abovi standardize these metrics and make it
easier to compare companies.

We needboth Equity Value and Enterprise Value when analyzing companies because:
1) One analysis might produce the Implied Equity Vallgle another might produce the
Implied Enterpris&/aluec YR ¢S ySSR (G2 Y2@0S 0SGs6SSy GKS

2) No single investor group is an islandctions taken by one affect everyone else! For
example, if a company raises Debt, that affects the risk and potential returns for
commonshareholders as well.

I ALISOAFTAO SEIFYLXS 2F LRAYG Im Ad GKIG AT 6SQ
common shareholders, we often use the Discounted Cash Flow @Délif$igo estimate what
its share priceshould be

| 26 SOSNE GKS 5/ C dza dzl linpliéd EntiRise sl & G KS O2 YL y @&
CKSNEF2NB>X ¢S ySSR G2 2dzvyLl | ONEquity Valuks» thato NA R3S
we can divide Equity Value by the share count totgetimplied Share Price.

How to Calculate Current Equity Value and Current Enterprise Value

Youuswallystarti KA a LINPOSaad o6& GCurrerOEghity \Vialug/3 | O2YLI yeéQ
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There are three main methods you can use to calculate it:
1 Method #1:Shares Outstanding CurrentShare Pricéfor publiclytraded companies)

1 Method #2:Market Value off otal Assets; Market Value off otalLiabilities(technically,
Gal N]SG 1 fdzS 2F 9@SNEGOKAY3I 2y GKS [39 {AR

 Method#3:¢ KS O2YLI yeQa @It dz (A 2 yitsvapatidninan t  a G N
outside appraisal (for private companies)

We almost always uddethod #1 for public companies and Method fér private companies
0 SOl dza S A U Qa -caddumimghtaCedtitnaie the JWRrketiVialieSf every single Asset

FYR [AFoAftAGE 2y (GKS O2YLIlyeQa .lfllyOS {KSSGo
| SNBQa | aAYLX S SEI YLWafie fars pukle comgagy: Ol f Odzt | G S 9

The Financial Statements and Equity Value and Enterprise Value - Simplified Model
(S in Millions Except Per Share Amounts in $ as Stated)

Assumptions & Model Output

Tax Rate: Current Equity Value: 5 10,000
Share Price: S 10.00
Shares Qutstanding: 1,000

Initial Cash Balance: 3 100

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 moveacross the bridgé Enterprise Valuaye can refeback to thedefinition:

f Enterprise Value¢t KS @I f dzS 2 TCOREKBYSINESS ORERATIDSS
OperatingAssetspr OperatingAssets; OperatingLiabilities), but toALL INVESTORS
(Equity, DebtPreferred, and possibly others)

Written as a formula, the definition would lodke this:

1 Enterprise Value= (Market Value of AssetsNon-Operating Assets) (Market Value of
Liabilitiesg Liability and Equity Items That Represent Other Investor Groups)

GhiGKSNI LY@Saiz2N Dobdbedl s OBYYAY caNRNEK2{ RSNRE ©€

Rearranging the terms, we get:
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1 Enterprise Value= Market Value of AssetsMarket Value of Liabilities Non-Operating
Assets tiabilityand Equity ltem3hat Represent Other Investor Groups

The first two terms of this formulare alsoused in Method #2f calculating Equityalue:
1 Equity Value= MarketValue of Assetg Market Value of Liabilities
So, we can substitute thisto the Enterprise Valutormula:

1 Enterprise Value= Equity Value Non-Operating Assets + Liabiliéynd Equity Item3hat
Represent Otheinvestor Groups

Since the starting point for Current Enterprise Value is Current Equity ValusulgtvactNon-
OperatingAssetsand add Liability & Equityltems That RepresentOther Investor Groupsto
make thismovel SNBEQa | aAYLX S SEI YL SY

The Financial Statements and Equity Value and Enterprise Value - Simplified Model
(S in Millions Except Per Share Amounts in $ as Stated)

Assumptions & Model Output

Tax Rate: Current Equity Value: s 10,000
(+) Debt: 550

Share Price: S 10.00 (+) Preferred Stock: 200
Shares Qutstanding: 1,000 (+) Noncontrolling Interests: -
Initial Cash Balance: S 100 (-} Cash & Investments: (507)
Current Enterprise Value: s 10,243

2 S@dvéra b 2 y 02 y (i NP & Ratérin Fhis quid¢R2NMIENiaboutthem for now.
In this example, the onljon-Operating Asseis Cash.

Technically, some amount of Cash is always operational because companies need a minimum
amount to pay for the dayo-day runningof the business.

However, this minimum amount varies widely between different companies and industries, so
the standard treatmat is to simplify it ancdassumethat | £ f / Moa®peratiagb &

52Ay3 a2 Ffaz2z YIF1Sa Ad SFaaASNI 2 O2YLI NB O2YLJ
valuation

Other examples dNon-Operating Assetinclude:

f Financial Investmentssuch as stocks and bonds
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1 OwnedPropertiesfrom which the company earmental income(rather than using the
properties internally and generating no income from them).

91 SideBusinesseghat earn income for the compar(g.g.,anice cream or Japanese
whiskey business owned laysoftware company).

1 Assets Held for Salend AssetsAssociated withDiscontinued Operations

1 Equity Investmentsor Associate Companiesvhich represent minority stakes in other
companiesthe ParentCompany owns < 50% of these other companies).

1 Net Operating Losses (NOL®)hich are a component of the Deferred Tax Asset.

An Asset ilNon-Core or NorOperatingif the company does not need that Asset to sell
products/services and deliver them to customers.

2Kl G o2dzi G[AlFOAtAGE 9 9ljdAade [AyS LGSYA ¢KI

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

common examples arBebtandPreferred Stock

tKSaS 020K NBLINBaSyd a2 iKSNrahngtgéhdratedathd od NB dzLJA €
Preferred Stock internallythey must contact investors, ask to borrow the funds, and promise

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

Otheritems in this categorinclude:

1 Capital Leasesg Debtlike obligations with Interest payments that are used specifically
to acquire plants, property, and equipment (PP&E).

1 Noncontrolling Interestsg These represent thanowned portion®f majority-owned
companies. If Company A owns 80% of CompaiyB, ¢ A f f O2yaz2ft ARIFGS /
financials with its own but also record a Noncontrolling Interest for the 20% of Company
B that it does not own.

¢tKSaS O2dzyd Fa al y2GKSNJ Ay@Said2N) INRdzLX o685
another company, it has ef€tive control of that other company and can draw on all its
resources, including those linked to the minority shareholders of this other company.
Youalsocount these in Enterprise Value foomparability purposegsee thesection on

Equity Investments and Noncontrolling Intergsts
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f Unfunded Pensionsg If a company has defined-benefit pensiorE  YSI yAy 3 A G Qa |

to pay retired employees a fixed amount each year, then it will have PeAssets and
Pension Liabilitief2ension Assets represent the investments set aside for these
retirement payments, and Pension Liabilities represent the Present Value of the
expected future obligationdf the Liabilities exceed the Assets, the pensiamisinded,
andonlythat portion (Pension Liabilitieg Pension Assetshould be added in the
Enterprise Value bridge.

Theemployees OG a al y2GKSNJ Ay@Sad2N) INRBdzLE Ay

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

2y 0S (KS& NBUANB® LGQA & ityfrk finte Ramé.For @& O =

seethe section on Pensions

1 (Potentially) Operating Leaseg In 2019, the accounting rules for Operating Leases
changed, and they now appear-@&alance Sheet. Under IFRS, youmallyadd them
when calculating Enterprise Valbecause of how the lease expense is presented on the

0 dz

Income Statement, but under U.S. GAAP, it could go eithetwaay f 2y 3 I a & 2 dzQNJ

consistent with the valuation multiple&or more on Leases, please $ee section on
Operating and Capital Leases

4

There are some othgyotentialitems in this categoryt K| & YA 3IK{G NBLINB &Sy
3 NR dakdsef which we discuss ikey Rule #14

What About Private Companies?

Theexamplesaboveusepublic companies witleasyto-determine Share Prices and Share
Gounts.

LT &2 dzQNXB privateNdnipgh@s; andsind listed on the stock marketnot that much
changes.

The concepts of Equity Value and Enterprise Valuepplly, as does the distinction between
Current Value and Implied Value.

a2

The main differenceistha® 2 dz OF y Qi OF f Odzf  §S / dZNNBy G 91j dzAa G @

Share Price andSharesOQutstanding because its sharese 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, another externalnumberto estimate its Current Equity Value.

18 F NB&adA Gz &2dz OFyQi OF t Odghtorivad wayi & / dzNNB v

In practice, you ofteskipCurrent Equity Value and Current Enterprise Value for private
companies and just estimate Implied Equity Value and Implied Enterprise Value.

If& 2 dzebbdRer advising public company you mightcompare(i K S O 2 DlrdenyBafea
Priceto its ImpliedShare Price ¢ what youthink it shouldbe worth.

. dzi AT @ 2 dpfivhit® coparg koanight3kiplthe comparison and simply tell the
client what youthink it shouldbe worth.

Equity Value and Enterprise Valubmplications and Myths

The definitions of Equity Value and Enterprise Value havesaching implications.
2 §0f t SE idipleaddds i tisétiéh and thenbust some common myths

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

I O2 Y LQurest Skdre Price cannot be negative, and ighare Count also cannot be
negative.So,A (n@thematicallyimpossible for Current Equity Value to be negative.

Yes, Net Assets on the Balance Sheet could be negative, bitdheet Valueof Net Assets is
SEGNBYSte dzytAa1Ste G2 oS yS3alIdirAg@gsS dzyt Saa AdGQa
On the other hand, Current Enterprise Value could easily be negative. For example, what if the
O2YLI yeQa /[ dzZNNBy i onjhitihas $200 niilldebiGashsandmedt? Y A € € A

Its Current Enterprise Valugnegative $100 million

¢tKAAa aO0OSylI NA2 Aa NI KN&®KRuptkylcdrpanig2hatiare Onify tBrgught 2 NJ LJ
cash at higltatesand that are likely to disoon

A Negative Enterprise Value lets ylouy Cash at a discourX | addzYAy 3 GKS O2YLI y

Implication #2:Both the IMPLIED Equity Value and IMPLIED Enterprise Value Can Be Negative
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a4 | &aAYLX S SEI YLX ST AT hegah2 %100, afi@tiedDisdolnt K Cf 2 &
Rate is 3%with aCash FlovGrowth Rateof 2%:

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

Assuming that thissthe cash flow to ALL investordJnlevered Free Cash Floand that the
Discount RatéssWACCthen(i KS O2 YLJI yeQa LYLX ASR 9y (iSNLINRAS

If the company has $500 in Cash and mbtthen its Implied Equity Value will also be
negative.

You back intdmplied Equity Valu@ this casesolil K SN Qa y 2 ONXpéregatie. s K& A

While thisscenarioh & ¢ 1 9hw9¢L/ ! [[, LaaAroftsSz AdGQa SEGNB
analyzing distressed or highly speculative companfegy, tech or biotech startups).

So,if you got this result in a valuation, yomightjust set the Implied Share Price to $0.00 and
assume the company is worthless.

Implication #3: IN THEORY, Financing Ev&u#lot Affect Enterprise ValugOnly Changes to
the/ 2 Y LJ- QoeeBasiness (i.e., N€&peratingAssets)Affect Enterprise Value

If a company with an Equity Value of $1,000 and Enterprise Value of $§s2@3$1000f
Common3ock, what happens to both metrics?

You know from the Accounting lessons tietuing$100 ofCommonStockresults in $100 of
additionalCash on the Assets side of the Balance Sheet and $Ha@itnonalCommon
{ KI NBK 2 R M&IQE $id¢.dzA (0 &

I 2YY2y { KINBK2f RSNAEQ sOEqjuiziVialde inkrga€eNB/I$SE06E 3 68 Pmnan

To movefrom Equity Valugeo Enterprise Value, you stract Non-OperatingAssetsand you
addL&ELine Items That Represent Other Investor Groups

Equity Value is $108igher, but you subtract the extra $100 of Casice Cash is a Non
Operating Asset.

There are no othemewinvestor groups to add.
Thesechanges cancel each other oaf)yd Enterprise Value stays the same

That isextremely important
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According to theheorybehind it (theModigliangMiller theorem), financing events do NOT
affect Enterprise Value.

Here areafewexampleés G ¢ 9+ ¢ I 9y G SNILINARAS I fdzSoyY

 IssuingDebt:2 2 yi@pactTEY Cash and Debt both increase and offset each other.
f Repaying Deb2 2 yi@pactTEV Cash and Debt both decrease and offset each other.

 Issuing Stock® 2 yi@pactTEY Cash and Equity Value both increase and offset each
other.

f Repurchasing Share3: 2 yi@pactTEV Cash and Equity Value both decrease and
offseteach other.

 Issuing Dividend® 2 yi@pactTEV Cash and Equity Value both decrease and offset
each other.

Ly GKS&a$S SEI YLX S$a2 (KSNB (NetOperaling AssetsarOtK & A Y LI S
change.Cash, Debt, and Common Stock are all-@perating in nature.

Enterprise Value changemly if a comg Y eN@t®peratingAssets(i.e., its core business
operations)changes.

Here are a few exampleall assuming that Cash on the Assets balances the change
1 PP&E Increase®P&Hs anOperating AsseNo Operating Liabilities change, Net

OperatingAssets (NOA) increasesdEnterprise Value increase

1 Inventory Increasestnventoryis anOperating AssefNo Operating Liabilities change, so
Net Operating Assets (NOA) increassasdEnterprise Value increases.

1 Accounts ReceivablBecreass (due to cash collection)ARis also arOperating Asset
and no Operating Liabilities chand¢OAdecreasesso Enterprise Valudecreases

1 Deferred Revenue Increaseshis is arDperatingLiability,. No Operating Assets change,

so when Deferred Revenue goes up, NfoAs down Therefore, Enterprise Value
decreases.
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In these specific examples, Equity Valieesnot changebecause Casimot Common

{ KFNBK2f RSNBRQ 9ljdzAdesx oFflFyOSa SIOK OKFIy3aSo
However, ithesechangeshad beerfunded by a Stock Issuanoesomething else that affected
Common{ KI NB K 2 f R tBexwEduity ¥4jludzivauld have changed.

To summarize:

 EquityValueOKIl y3Sa 2yteée AT /2YY2y { KI NBKESERSNA Q
and Equity Valuehange by the same amou(tt & f SI &G Ay I AAYLIX AFAS
jdzSadAz2yé¢ aSaiaay3

1 Enterprise Valuehanges only if Net Operating Assets changes; if it dul, NOA and
TEV change by the same amo(nti €t S ad Ay I AAYLIE ADASR GAy

,2dz Oy a2YSGAYSAa aK2NISy (GKS 9l dzbdicarefucliff dzS NIz
the company has Preferred Stock, Noncontrolling Interests, or anything efsgiitybut not
[ 2YY2Y { KI NBRK2 GKS$NBE G KR2INAdIAODAT 62y Qi 62NJ @

Finally,note that theseprinciples aretrue in theory, but not in real life all the timep(ease see
Key Rule #3

Myths About Equity Value and Enterprise Value

Before movingor, S Q& R SchriniB dythsatit BquityValue and Enterprise Value
GKFG @2dzQft &aSS 2y LY@Saili2LISRAFZEY2A]TALSRALFIY 2

a, ¢l I mY 9YOGSNILINRARAS =+ /t200SLIAYERR 6 KS a/ 2aid (G2 ! Ol

5

%

NO!As stated aboveEnterprise Valueh & G KS @It dz2S 2F || O2vsdbyeqQa O
all the investors in the company.

When a company wants to acquire 100% of another compainyye minimum it must pay for
Fff GKS 20KSNJ O2YLJ) yeQa aKIFINBa 2dziadl yRAy3Io®

Sothe minimumLJdzNO K 8S LINAOS Aa GKS 20KSNJ O2YLI ye&Qa
Past that, it gets tricky becauset all acquisitions treat Debt and Cash the same way.

In most casesthe selleR & wW&théd NB T Aé/ | ¢ 206 Samih nsiDebE, or O S
completely repaiglin anacquisition.
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However, this same conditiodiy Qi y SOSa al NA f &likditbidstBat wFaddi KS 2 ( K €
whenmoving from Equity Value t&nterprise Value.

'YR AF (GUKS 0dz22SNJ aAyYLX e NBLXIFIOSa (Bl aSyasNma
iKS aSftfSNnRa 5So00K

lfaz2> GKS | OljdZANBNI R2Say Qi ySOSaathdsklerstila3Sae
needs a certain amount fatay-to-day operations.

Finally, theacquirermay have to pay additional fe¢s close the deal, and these fease not
reflectedAy (0KS aSftftSNNRa&a 9YyUSNILINRAS =+t ftdzS d ffo

MYTH#2: EntdlINA 8 S | £ dzS Aa GKS G¢NHzS =+ f£dzS¢ 2F |/
CKAA adlraSYSyd YA3IKG aSSY (NHzS | (toihaml G = 06 dzi

OYGSNILINRAS I fdzS YAIKG aoklltheknSestdrsndgg®ga@but idzS ¢ 2 F
@2dzQNB | 02YY2y & KhohNkK 2 ty REtMEVAIEeiacyau. OSNII | Ay &

Going back to the hombuying analogy with the $250K mortgage and $250K down payment,
how much is that new house worth to you?

YouYA IKG ©0S GSYLIES RO diip (BK RY| aGlpdpandziy tiddltolsell 3 2 dzf R K
the houseright after you bought it.

,2dzQR 2yt Bpraceldsd E@p dz¥ S &2 dzQR KI ¢S (2 BBBILI & GKS
the home sells for $500K totaljou only get $250Krom the sale.

a, ¢l loY 5So60i0 a!RRaAe (& {dzxpii SNIOKNEK &S FTARVdzS ¥ (IS WERS
No, no, ancho.

5500 R2SayQi al RR (2¢ Youdd@Déhihey go@movdfydii & NLINRK & S
O2YLJ yé Qa o lisditérprise Yalue dzS

{AYAE NI &3 /I aK ¢RZS DR2NLI ¢yRdiua] NIy @S NLINRA YA S
YousubtractCash K Sy @&2dz Y2@S FNRY Itoi©Enetplisg\8aei 9 |j dzA (&

Thisdistinctionmayseemtrivial, but the difference is huge
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LT &2dz are& dGKIFIG 5S8S060 &l RRa (i RebtisSugnieBandnmpes S + | f
I O02YL) yeQa whichBibldaNdes S + | f dzS

T &2dz 380G GKAA RA&GAYO(A BifipledisNBntes MebdadddzQf f Ay O2
Equitychanger O2 YLI ye Qa 9y iSNILINRA&AS I f dzSd

Butthey donot OnlyOKF y38a G2 | O2Yafeyis Berpd@e Whe 6 dzi Ay Saa

(Inreality, theremaystill be a smakffectfrom financing changes, but far less ofeffect than
there is on Equity Value.)

a, ¢l InY ,2dz {dzodiN}I Ol /IaK 2KSy /[ FfOdzZ FdAy3 9
of Debt

No, no, no, and no.

You subtract Cash when moving from Equity Value to Enterprise Value becauseMas-a
Operatingor Non-CoreAsset

Ly 20KSNJ g2 NRAa I néeditSfull Gahrbakngedto cBnfinbskijh@delivering
products and services to customers.

On the other hand, iloesneed its Inventory and its PP&Ekeepdoing these activitieg so
& 2 dz Rd¥ grQubtract those items.

Technicallyyou should subtract only thexcessCash balance, but ipractice everyone
simplifies this and subtracts the entire balance.

CAYlIffaR iKESNBIBE a2y 6Ke /[ | &K rhaay fofrasiof DeéblidoS 2 LILI2
not allow early repaymen

EOSYy AT | O2YLIl ye KIFa | KdzZ3S /repajDeldl f | yOS> A
Return to Top

Key Rule & HowEvents ImpacEquity Valueand Enterprise Value

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

f a2 KId KFLLISya G2 =+ F@06LIAYFE Q& N ASNLANIPaMST 1 2
f a2 KF{G KFLIWISya G2 F O2YLI yeQa 9ljdzade I f dzS
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T a! O2YLl ye KlI&a SEOSaa &4 91l dz
e

chooses to repurchasgtockd & @ N

&
—
&

Qx
&R
A g

N

o

Py

N

>

[extN

T a! /9h FTAYR& bPmnann 2F /lFakK 2y GKS A4NBSG |y
How do Equity Value and Enterprise Valu& I y 3 S K ¢

These questions always refer to t@eirrent Equity Valuand CurrentEnterprise Valugso you
onlythink about changeso it KS 02 Y LJ y & Q & not itk fliture/c@ss flofysk S S

You can answer 99% of these questions with a simpig2process:

1) Does/ 2YY2y {KINBK2f Rag#?Q 9ljdza e o/ {90

If so, then Equity Value changby the amount that CSE changdsiot, then Equity Value does
not change.

. 2dz Oy Fftaz2z GKAY|1l 27F bOukbeaarefubetausé Btherem® i ! aa Sl a
Noncontrolling Interests or Preferred Stotdet Assets no longer equals CSE!

Items that affect CSE inclutet Income, Dividends, Stock Issuas)esd Stock Repurdses.

2) DoNet Operating AssetdNOA)change?

LT a2 GKSY 9YGSNIINR&AS =+l tdsS gAaftt OKIFIy3aS o0&
which investor group was responsible because Enterprise Value redléictgestors.
[ SGQ&a 32 (KNP detlfferdnt cate§ariesSiluistratdttie $idught proces§TEV =

Enterprise ValugEq Val = Equity Valpe { 9 I/ 2YY2y { KlanBIQ2INSNARQ 9 |j
Operating Assa). We assume a5% tax raten each example

Category #1: Capital Structure Changes

Singlestep changes here are fairly simple, but mstégp oneOF'y 6S GNAO{ & LGQA
about thenet effecton CSEand NOArather thanexplainingeach step in the process.

1a) Company Issues $100 GommonStock and Does Nothing With It
EqVal increases by $100, and TEV stays the same
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Current Equity Value, Enterprise Value, and Valuation Multiples:
End of Current

et e 1) DoesCSEhange? S&= A G Q& dzLJ ¢
ore After . s
Changes: changess _ $100.Therefore, Eq Val increaskeyg $100.

Equity Value (Eq Val): s 5,300 S 5,400

(-} Cash & Cash-Equivalents: (400} (500}

(-) Financial Investments: {100) (100) 2) DoesNOAchange?NQ because the

(-} Equity Investments: (200} (200} . . .

(1) Other Non-Core Assets: i ~ proceeds go into Caskwhich isNon

() Net Operating Losses: - - Operating and no Operating Liabilities

(+) Total Debt: 500 500

(+) Preferred Stock: 100 10 ChangeTherefore, TEV does not change.

(+) Noncontrolling Interests: 100 100

(+) Unfunded Pensions: 150 150

(+) Capital Leases: 100 100
Enterprise Value (TEV): S 5,550 $ 5,550

Change in Common Shareholders’ Equity: $ 100
Change in Net Operating Assets: -

1b) Company Issue$1000f CommonStock and Uses the Proceeds to Issue $50 of Dividends
Thisoneis the same as above, bHY Valncrease by only $50while TEVfemainsthe same.

1) DoesCSEhange? S&a> AUGQ& dzLJ 6@ bpnd ¢KSNBFT2NBX 9]

2) DoesNOAchange™o, because the proceed®into Cash, and the Dividends come out
of Cashand Cash idon-Operating Therefore, TEV does not change.

1c)Company Issue$1000f CommonStockto Fund a $100 Acquisition

Current Equity Value, Enterprise Value, and Valuation Multiples: Eq Val increases by $100’ and TEV increases
End of Current
Period: by $1OO
Before After A L P .
Changes: Changes: 1) DoesCSEhange? Sa ® LU Qa dzLJ ¢
Equity Value (Eq Val): S 5,300 S 5,400 -

() Cash & Cash-Equivalents: (400) (400) $100because of the Stock Issuanse Eq

(-) Financial Investments: (100) (100) Valis up by $100

(-) Equity Investments: (200) (200)

(-) Other Non-Core Assets: - -

(-) Net Operating Losses: - - 2) DoesNOAchange?Yes, because

Total Debt: 500 500 . .

e ek 200 200 these Acquired Assets aoperational(the

{#) Noncontrolling Interests: 100 100 Sp“t between Existing Assets and

(+) Unfunded Pensions: 150 150 . . ..

(+) Capital Leases: 100 100 Goodwill/intangibles is irrelevantand no
Enterprise Value (TEV): $ 5,550 [$ 3,650 QOperating Liabilities change. NOA is up by
Change in Common Shareholders' Equity: s 100 $100’ SO TEV iS Up by $100
Change in Net Operating Assets: 100
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1d) Company Issue$1000f Debtand Does Nothing With the Proceeds
Nothing changes; both Eq Val and TEV stay the same.
1) DoesCSEhange?No. Debt issuances do not affect CSE, so Eq Val stays the same.

2) DoesNOAchange”™o, because the proceeds go into Cash, and Castrn©perating.
Debt isalsoa NonOperating LiabilityTherefore, TEV does not change.

1le) Company Issue$1000f Debtto Fund a $10@ommon StoclRepurchase
Eq Val decreases by $100, and TEV s$keysame.

End of Current

bt D) DoesCSEhange?Yes, it decreases
Changes: changes: Dby $100 because of thBtockRepurchase, so

Equity Value (Eq Val): S 5,300 S 5,200

(-} Cash & Cash-Equivalents: (400) (400) Eq Val decreases by $1OO

(-} Financial Investments: (100) (100)

(-} Equity Investments: (200) (200)

() Other Non-Core Assets: ] ~2) DoesNOAchange™o, because

(-) Net Operating Losses: - - nothing that changes here (Debt, Cash, and

Total Debt: 500 600 . . . . e

::; oo terred Stock 200 1o Equity)isanOperatingAsset or Liability.

(+) Noncontrolling Interests: 100 100 Therefore’ TEV Stays the same.

(+) Unfunded Pensions: 150 150

(+] Capital Leases: 100 100
Enterprise Value (TEV): s 5,550 % 5,550

Change in Common Shareholders' Equity: S (100)
Change in Net Operating Assets: -

1f) Company Issue$1000f Debtto Purchase$b100 ofFinancial Investments
Both Eq Val and TEV stay the same.

1) DoesCSEhange”No, because Debt issuances do not affect CB&efore, Eq Val stays
the same.

2) DoesNOAchange”™o, because nothing that changes here (Debt, Cash, and Financial
Investments) counts as dDperatingAsset 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 couar-example to the intuition that a change in Net Assets will also affect
Equity Value; because Net Assets here do not change, but Equity Value does!

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

Current Equity Value, Enterprise Value, and Valuation Multiples:
End of Current
Period:

Before After
Changes: Changes:
Equity Value (Eq Val): S 5,300 S 5,200
(-} Cash & Cash-Equivalents: (400) (400)
(-} Financial Investments: (100} (100)
(-} Equity Investments: (200) (200)
(-) Other Non-Core Assets: - -
(-} Net Operating Losses: - -
(+) Total Debt: 500 500
(+) Preferred Stock: 100 200
(+) Noncontrolling Interests: 100 100
(+) Unfunded Pensions: 150 150
(+] Capital Leases: 100 100
Enterprise Value (TEV): S 5,550 $ 5,550
Change in Common Shareholders' Equity: S (100)

Change in Net Operating Assets:

1)DoesCSEhange?Yes, because the $100
StockRepurchase reduces CSE by $100.
Therefore, Eq Val decreases by $100.

2)DoesNOAchange”™o. Preferred Stock,
Cash, and CSE are all Noperating, so no
Operating Assets or Liabilities change, and,
therefore, TEV stays the same.

A A s oz A A

¢tKA& SEIFYLI S aK26d 20K YA § B3 NS &ipdt SRISMaede® @rdj 827 G &
when determining whether or not Equity Value changes.

Category #20perating Asseaind Liability Changes

With these types of events, Enterprise Value often chamdag you need to be carefulith
the Nett LI NIi Dferating Sin S a dé

In other words, if atDperatingAsset and a®peratingLiabilityboth increase by the same

amount, Enterprise Valuaill not change!

Also, if you get a mulstep question about something like Inventory or Deferred Revenue, the
net effect by the end that Enterprise Value tends to stay the same.

For example, if a company purchases Inventory and then sellg@rterate 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.

220f121
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Current Equity Value, Enterprise Value, and Valuation Multiples:
End of Current

Period:
Before After
Changes: Changes:
Equity Value (Eq Val): S 5,300 $ 5,300
(-) Cash & Cash-Equivalents: (400} (300)
(-} Financial Investments: (100) (100)
(-} Equity Investments: (200) (200)
(-} Other Non-Core Assets: - -
(-} Net Operating Losses: - -
(+) Total Debt: 500 500
(+) Preferred Stock: 100 100
(+) Noncontrolling Interests: 100 100
(+) Unfunded Pensions: 150 150
(+] Capital Leases: 100 100
Enterprise Value (TEV): S 5,550 S 5,650
Change in Common Shareholders' Equity: S -
Change in Net Operating Assets: 100

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

Access the Rest of tHeterview Guide

1) DoesCSEhange?Cash is used to
purchase the PP&E, so CSE du#schange.
Therefore, Eq Val does not change.

2) DoesNOAchange?Yes. Net PP&E is
an Operating Asset, and it increases by $100;
no Operating Liabilities changeo NOA
increases by $100, and THE¥reases by $100.

Thisexplanation 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 aath@ EV 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 recdgifesm Revenue
and $100 in COG#h the Income StatemenPreTax Income increases by $100, and Net

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

Current Equity Value, Enterprise Value, and Valuation Multiples:
End of Current

Period:
Before After
Changes: Changes:
Equity Value (Eq Val): S 5,300 $§ 5,375
(-} Cash & Cash-Equivalents: (400) (475}
(-} Financial Investments: (100) (100}
(-} Equity Investments: (200) (200}
(-) Other Non-Core Assets: - -
(-} Net Operating Losses: - -
(+) Total Debt: 500 500
(+) Preferred Stock: 100 100
(+) Noncontrolling Interests: 100 100
(+) Unfunded Pensions: 150 150
(+) Capital Leases: 100 100
Enterprise Value (TEV): S 5,550 $ 5,550

Change in Common Shareholders' Equity: $ 75
Change in Net Operating Assets: -

230f121

On the Cash Flow Statement, thelpnet
change from Step through Step 2is that
Cashincreasedy $75 due to thedditional
Net Incomg(Inventory goes up by $100 and
then down by $100, sthe two changes
canceleach otherout).

On the Balance Sheet, Cashjiby $75 on
the Assets side, andSEs up by $75 on the
L&E side.
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So, thecumulative change from Step htough Step 2is that Eq Vahcreasedy $75 and TEV
stays the same.

1) DoesCSEhange?Yes. Itis up by $75, so ¥gl is up by $75.

2) DoesNOAchange™o. Only Cash ardSEhange (cumulatively from Step 1 through
Step 2)and they are both Noi®Dperatingso TEV stays the same.

2d) Deferred Revenue Increases by $100

Eq Val stays the same, and TEV decreas&s@y.

Current Equity Value, Enterprise Value, and Valuation Multiples:

Endl of Current 1) DoesCSEhange?There are no
Before After changes on the Income Statemdrgcause
Changes: Changes: .
Equity Value (Eq Val): s 5,300 S 5,300 the DR has not been recognized as Revenue
(-) Cash & Cash-Equivalents: (a00) (s00) yet, so Net Income does not chandéothing
() Fi ial Investments: (100) (100) .
) Equtty Investmente: (200) w00 €lse affects CSE, either, so Eq Val stays the
(-} Other Non-Core Assets: - - same.
(-} Net Operating Losses: - -
(+) Total Debt: 500 500
(+) Preferred Stock: 100 100 2) DoesNOAchange?yes. DR is an
(+) Noncontrolling Interests: 100 100 . T .
(+) Unfunded Pensions: 150 150 Operating Liabilitybut Cash is not an
(+) Capital Leases: 100 100 :
Enterprise Value (TEV) s 5550 8 5750 Operating AssetsoNOAfalls by $100.
Therefore, TEV decreases by $100.
Change in Common Shareholders' Equity: 5 -
Change in Net Operating Assets: (100)

Note thatthis is only thantermediate step of this process.

If you traced it all the way through to the recognition of the Deferred Revenue as Revenue on
the Income Statementepresentingthe product/service delivery, then Eq Val would increase,
and TEV would stay the sarftem dart to finish of the 2step process

Category #3Unusual Events on the Income Statement

These questions can be more difficult because you might have to trace the changes through all
the financial statements tdetermine the answer.
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Therefore, we recommend ignoring issues such as Book vs. Cash esiesplify these
guestions as much as possible.

This last category of questionsaisorare, so you should natevote much time or effort to it.

3a) A CEO Picks Up $100 in CaslihenStreet

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

This changevould be recorded as a $1@Extraordinary Gaion the Income Statement
Technicallyitwould nott FFSOG G KS 02 Yhillws ar@aorirgthat detailt | E S &

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,@8&n the L&E side is also up by $75.

Current Equity Value, Enterprise Value, and Valuation Multiples:
End of Current

bt % 1) DoesCSEhange? Sa® Li{iQa dzlJ o6& I
Changes: changess__ phecause of the increased Netcome, so Eq Val

Equity Value (Eq Val): S 5,300 | § 5375
(-} Cash & Cash-Equivalents: (400} (a75) INCreases by $75
(-} Financial Investments: (100} (100)

-) Equity Investments: (200} (200)
-) Other Non-Core Assets: - -
)

(
: Other Non Core Asser 2) DoesNOAchange™No. CaslandCSEre

= Total Debte ' 500 soo  Not Operating Assets or Liabilities, NOA stays
(

(

)
+) Preferred Stock: 100 100
+) Noncontrolling Interests: 100 100 the Same’ and SO does TEV
(+) Unfunded Pensions: 150 150
(+] Capital Leases: 100 100
Enterprise Value (TEV): s 5,550 $ 5,550
Change in Common Shareholders' Equity: 5 75

Change in Net Operating Assets:

3b) Company Records a $1@oodwill Impairment
Eq Val decreases by $75, and TEV decreasgbly

Pre-Tax Income falls by $100, so Net Income is down by $75 at a 25% téonedeagain,
SONB A3TJy2NAy3I (KS .221 Bad /| aK ¢l E RAFTFSNByY

On the CFS, Net Income is down by $75, but the Goodwill Impairment-sasbnsgou
reverse it and add back $100. Cash at the bottom is up by $25.

On the BS, Cash is up by $&5d 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.

Current Equity Value, Enterprise Value, and Valuation Multiples:

End of Current

st e 1) DoesCSEhange? Sa® LUQa R24Yy 0c¢
Changes: ___changes: __ pecause of the reduced Net Income, so Eq Val
Equity Value (Eq Val): S 5,300 $ 5,225
(-) Cash & Cash-Equivalents: (400) (425) deCI‘eaSGS by $75
(-} Financial Investments: (100) (100)
(-} Equity Investments: (200) (200)
(-) Other Non-Core Assets: - - 2) DoesNOAchange?yes. Goodwill is an
(-} Net Operating Losses: - - . . .
(+) Total Debt: 500 soo Operating Asset, and it falls by $100; nothing
(+) Preferred Stock: 100 100 else that changes &n Operating Asset or
(+) Noncontrolling Interests: 100 100
(+) Unfunded Pensions: 150 10 Liability, so TEV decreases by $100.
(+) Capital Leases: 100 100
Enterprise Value (TEV): s 5,550 S 5,450
Change in Common Shareholders’ Equity: S (75)
Change in Net Operating Assets: (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 Commoifor whatever the very bottom Net Income is callég)$10.

Nothing else on the CFS changss Cash is down by $X0n the Balance Sheet, Cash is down
by $10, andCSEs also down by $10 because of the reduced Net Income to Common.

Current Equity Value, Enterprise Value, and Valuation Multiples:
End of Current

st ¢ ... 1) DoesCSkhange?Yes, because Preferred
e (56 val) . e . changess __ Djvidends are deducted from Common
Equity Value (Eq Val): 5,300 5,290 ~ v A . 4w
(-) Cash & Cash-Equivalents: {400) (390) { KINBK2tft RSNAQ 9 |J dzA G e @ { 22
(-) Financial Investments: (100) (100) H
(-} Equity Investments: (200) (200) and SoIs Eq Val
(-} Other Non-Core Assets: -
-) Net O ting L : - - .
L}, el 500 s 2) DoesNOAchange™o. Castand Equityare
() Preferred Stock: 100 00 not part ofNet Operating Assets, so TEV stays
(+) Noncontrolling Interests: 100 100
(+) Unfunded Pensions: 150 150 the same.
(+] Capital Leases: 100 100
Enterprise Value (TEV): $ 5330 § 5350 Note thatPreferred Stoclon the Balance
Change in Common Shareholders' Equity: s 10 Sheet doesiot change when a company issues

Change in Net Operating Assets:

Preferred Dividends
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Return to Top

Key Rule 8: Why the Concepto® Y 1 SNLINA &S =+ fdzS 52SayQid | 2fR ! |

Inthe first section westatedthat Enterprise Value isot affected byfinancingchanges; only
operational oneg; but that Equity Valuemay beaffected by both

Butdi KI 4 Q& y2d ljdAadS §NUzS

In real life,Enterprise Value will beES&ffectedby financingchangeghan Equity Value, but
there will still beSOMEmpact.

The reasoning goes back to thatiatiportant formula:

Company Value= Cash Flow / (Discount Rat€ash Flow Growth Rateyhere Cash Flow
Growth Rate < Discount Rate.

[ SGQa ale GKIFIG a/lFakK Cft2gé Aad a!l yt SOSNBR CNBS
GKF G A QaLuhadnvastors in theScorpany.

Therdore, you reflect all investors in the Discount Rate, so youhsé&Veighted Average Cost
of Capital WACC).

CompanyValuesg A f £ 06S GKS O2YLI yeQa LYLX ASR 9y idSNLINA
Implied Enterprise Value= Unlevered FCF / (WAGOnlevered FCF Growth Rate)
I O02YLIl ye KlFa ! yESOSNBR C/ C 2F bmannx FyR A0Qa

If the company now raises additional Debt &quity, repaysDebt, or repurchasesStock its
WACC will change

WACCIiSljdzr £ G2 (GKS aO02aié¢ 2F SFOK LINIL 2F | 02Vl
of capital in that part:
WACC = Cost of Equity * % Equity + Cost of Debt * % Debt + Cost of Preferred * % Preferred

If a companyswitches to different amounts ddebt, Ejuity, andPreferred Stock, those
percentages will all changahich means thatVACC will change.

. dzi G KSNB Qa Y:atNiBerenteveks of DébKahd/Equiity th&€bstsof Debt and
Equity alsochange(wS Qf £ A 3y 2 NB tsiBicty§ NNBR { G201 F2NJ
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WACC at Different Debt Percentages in the Capital Structure

w
3
S

[}
5]
&

20%

15% |

10% |

Cost of Equity, Cost of Debt, and WACC

5]
=

e

10% 20% 30% 40% 50% 60% 70% 80% S0%
Debt / Total Capital Ratio

2
=

[=]
&

e After-Tax Cost of Debt  ===Cost of Equity Discount Rate (WACC)
Thesed /| 2 @néguéssimatescil KS & QNB  yasfiecificsetdiSuRes Butydn what
happens in real life as companies take on more Debt.

Debt investorglenders) expected lower returrikan Equity investors since they earnly a
fixedinterest rate even if a company doubles its cash flow, Debt investors do not benefit.

Also, Interest Expense is tabeductibleto the company making it less expensive to pay.

For these reasons, DebtdsOK S LISNE G KFYy 9ljdzA (& o

Since Debt is cheaper than Equity, more DeByNS RdzOS 2 ! / / X dzLIBit2 | OSNJI

1) As the company takes on more Debt, tiest of Debwill keep rising because the
company becomes riskier and riskier for new lenders; and

2) TheCost of Equitywill alsorisefor 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 bankrbpth increases the
riskfor all the investors] S NI Q & with thdidiata ifi the graph above:
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Debt / Debt/ Relevered Risk Cost of Debt: Cost of Implied

Total Capital Equity: Beta: Spread: Pre-Tax: After-Tax: Equity: WACC:
- - 0.72 1.0% 2.2% 1.6% 4.9% 4.9%
10.0% 11.1% 0.78 1.5% 2.7% 2.0% 5.2% 4.9%
20.0% 25.0% 0.85 2.0% 3.2% 2.4% 5.6% 5.0%
30.0% 42.9% 0.95 2.5% 3.7% 2.8% 6.1% 5.1%
40.0% 66.7% 1.08 5.0% 6.2% 4.6% 6.8% 5.9%
50.0% 100.0% 1.26 6.0% 7.2% 5.4% 7.7% 6.6%
60.0% 150.0% 1.53 7.0% 8.2% 6.1% 9.1% 7.3%
70.0% 233.3% 1.98 8.0% 9.2% 6.9% 11.5% 8.3%
80.0% 400.0% 2.88 9.0% 10.2% 7.6% 16.1% 9.3%
90.0% 900.0% .57 10.0% 11.2% 8.4% 30.1% 10.6%

As a resultthis graph for Implied Enterprise Value at different levels of Debt and Equitt is
quite accurate

Implied Enterprise Value vs. Debt / Total Capital Ratio - Theoretical Impact:

$16,000
g514,000 -
T $12,000
$10,000
$8,000 [
$6,000 [
$4,000
$2,000

SO L L 1 L L 1 L L L |
0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%
Debt / Total Capital Ratio

Implied Enterprise Va

In reality, the graph would look more like this one:

Implied Enterprise Value vs. Debt / Total Capital Ratio - More Accurate in Reality:
516,000

$14,000 |
§12,000 |
$10,000 |
$8,000
$6,000

54,000 +

Implied Enterprise Value

$2,000

SO L L L L L L L L L |
0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%
Debt / Total Capital Ratio
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¢CKS O2YLI ye&Qa L YLKASR ®iyhaBiothghek3aSonably Ibvezls
of Debtg but it starts tofall rapidly at much higher Debt percentages.

Thetable belowshowsthe differencebetween assuminthat WACGtays the samet
RAFTFSNBYG 5Soid FyR 9ldzAa G f S asSuimig tiatithadgeg dzy G A y 3
(Implied Enterprise Value):

Debt / Debt/ Relevered Risk Cost of Debt: Cost of Implied "Accounting” Implied

Total Capital Equity: Beta: Spread: Pre-Tax: After-Tax: Equity: WACC: Enterprise Value: Enterprise Value:

- - 0.72 1.0% 2.2% 1.6% 4.9% 4.9% $14,852.4 $15,068.8
10.0% 11.1% 0.78 1.5% 2.7% 2.0% 5.2% 4.9% 14,852.4 15,080.6
20.0% 25.0% 0.85 2.0% 3.2% 2.4% 5.6% 5.0% 14,852.4 15,008.0
30.0% 42.9% 0.95 2.5% 3.7% 2.8% 6.1% 5.1% 14,852.4 14,852.4
40.0% 66.7% 1.08 5.0% 6.2% 4.6% 6.8% 5.9% 14,852.4 13,983.4
50.0% 100.0% 1.26 6.0% 7.2% 5.4% 7.7% 6.6% 14,852.4 13,357.6
60.0% 150.0% 1.53 7.0% 8.2% 6.1% 9.1% 7.3% 14,852.4 12,630.3
70.0% 233.3% 1.98 8.0% 9.2% 6.9% 11.5% 8.3% 14,852.4 11,827.0
80.0% 400.0% 2.88 9.0% 10.2% 7.6% 16.1% 9.3% 14,852.4 10,973.6
90.0% 900.0% 5.57 10.0% 11.2% 8.4% y 10.6% 14,852.4 10,095.1
Initially, the Discount Rate j
The company gets decreases (or stays about But in reality,

riskier and riskier ~ the same) as the company

Debt.

If you pretend that

the Discount Rate  the Discount

for all investors as uses more Debt, but past a Rate WILL
it takes on more _ certain point, more Debt ~ d0es NOT change 0 "0
- - as the compan 9¢,
starts to increase risk and pany these results
therefore increases the ustefhmore Dellatt, you are more
Discount Rate. get these results. accurate.

This concept applies more to thienplied Enterprise Value than t&€urrentEnterprise Value.

If a company raises more Debt in tége, its Current Enterprise Value will probahiyt change
overnight. But if it is expected to have more Debt going forward, its Current Enterprise Value
will start to change.

vdzl t AdlF GA@Stes KSNBEQa ¢gKeé OFLAGEHE &dNHzOG dzNB |
Implied Enterprise Value:

1. Taxes; Interest paid on Debt is tageductible, but Common Dividends and Preferred
Dividends are not. Since the tax treatments differ, Enterprise VaN®i&affected in
the sameway by additional Debt vs. additional Equity.
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2. Bankruptcy Risk Debt and someypes of Preferre®tockincrease the chances of a
company going bankrupt because of the Interest Expense (or mandatefgrred
Dividends) and the requirement to repay the principal in the future. If a company raises
91j dzA G & I addEdBMBI®REY YV BHzLIG O 06SOlFdzaS AlG g2y Qi 2.
anyone/ 2YY2y 5AQGARSYERE yFRNBOIay?2 LBGEARIyelaE 6 S  Odzi @

3. Agency Costg Debt investors want to earn their interest and receive their money back
at the end.Snce Debt investors cannot eamore thanthe interest rate, they want the
company to be as conservative as possible and focus on paying thenBoa&quity
investors want the company tgrow because they havenlimited upside These
conflicting agendamean that Debt isiot equivalent to Equity.

4. Efficient Marketsg This idea that Debt, Equity, and Preferred Stock are equivalent
assumes that the markets agdficientr y R G KIF G O2YLI yAS&aQ aKlk NB |
all relevant informationBut theseassumptions are often wrong, especially for smaller,
lesser-knowncompaniesn obscure markets.

The BottomLinet KA &4 aSOGA2y Aa y20 YSFIyid G2 GRA&ALINROS

a
Enterprise Value is critical becausddesrepresent the value of ®2 Y LI y&@ Qa O2 N 0 dza
operations to all the investors in the company.

Butin real life, A (0 Q &eally@ @ LIA O | -y SdadNWECGGsdeNB & a2 YS a2 dzNDS a

Instead of sayingiEnterprise Valustaysthe same regardless of capital structure, but Equity
Valuechangel & GKS OFLAGEFE &aGNH2OGdz2NE OKIFy3aSaszé AdQa

G99y iSNLINNeSE FTFISOdSRA® & OF LIAGEE a0 NHz2OGdzNB G KIFy
Return to Top

Key Rule # The Equity Value Calculation

If a company ipublic ¢ you can buy its shares on the stock market, and the company issues
reportson its financial performancethen you can calculate its Equity Value with Common
Shares Outstanding * Current Share Price.

However it getsmore complex than thaih real lifebecause theeompany might also have
dilutive securitiesthat couldpotentialyONBS I 4§ S Y2 NB akKlFI NBa AT (GKS O2Y
reaches certain levsl
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For example:

f The company decides to pay its employees usingk optionsP ¢ KS O2 YLJ y & Qa 3
price is $10.00 right now, but if it reaches $20.00, the employees can pay the company
$20.00 peroptiontogebney S ¢ a Kl NBS® {25 AT idcke&seid2 YLI ye& Q
$2000 or more employees might start exercising their options and creating new shares.

1 The company issuescanvertible bondto fund an expansion efforiRight now, the
O2YLIl yeQa aKFENBS LINAOS Aa bpnoannd .dzi AF A
invese N& Ol y aO2y O8aMBhéresi KS 02y R Ayl?2

1 The company issuesstricted stock units (RSU#) employees. These are like normal
shares of the company, but they have restricti@mwhen employees receive them and
when they can sell them.

Companies issue these types of securities because they reduceaaestating expenses

Instead of paying higher cash salaries to employeesipaniesan offer lower salaries and
more iNRSU®r stock options.

Thosemight cost the company in the futul€its share price increases, but in the short term,
cashexpensesiecrease.

If you are pressed for time, you do not need to follow the detailed calculations shown in this
section orthe nextone;A Yy 4 G SF R &€2dz OFy 2dzald NBOUNRSOS GKS
AKI NB O2dzyié¢ FNRY AlGa FAtAyIao

For example, for TargeiveO2 dzf R £ 221 AY-YHE K3 SIORIWKI V2 Rihex W& dzi S
following 515.6 million number instead of doing any math:

Weighted average common shares outstanding

Basic 510.9

| Diluted 515.6

Antidilutive shares ‘ —
[

That's it! No need for any math; this is Target's "Diluted
Share Count," and we could stop here.

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

1)) LiQa | 02YY2y éspecCentiglel vedinhtBahkhg iatsrviews.
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2) You will have to calculate Diluted Shares manually on the job

The Stepby-Step Calculations for Target and Vivendi

Starto @ f 221 Ay 3 dadmriok Shar€sdifstahdingt Meiend of itsmost recent
reporting period.U.S. companies list thimimberon thefirst pageof their 10K or 10Q:

Indicate the number of shares outstanding of each of registrant's classes of Common Stock, as of the latest practicable date. Total shares of Common Stock, par value $0.0833
outstanding as of March 5, 2020, werg 500,961,951.
DOCUMENTS INCORPORATED BY REFERENCE

Portions of Target's Proxy Statement for the Annual Meeting of Shareholders to be held on June 10, 2020, are incorporated into Part I11.

NonU.S. companies duot list anything on the first pages difieir annualor interim reports, so
g2dzQf f KIF @S (2 &SI 2NiKa GF2yNR AdySNY ad 26 AF|ASY Ry aliKK- SNByadzy

Once you have tanumbeZ & 2dz aK2dz R aSF NOK F2NJ a SESNDA&S
FAEAY I G2 T stgdR optioksSyramded! 16 leihpjopesa

Stock Option Activity Stock Options
Total Outstanding Exercisable

Number of Exercise Intrinsic Number of Exercise Intrinsic

Options @ Price ® Value @ Options @ Price ® Value ©
February 2, 2019 3,990 % 5549 $ 63 2,039 $ 55.38 $ 32
Granted — —
Expired/forfeited (188) 55.63
Exercised/issued (1,324) 55.03
February 1, 2020 2478 $ 5572 % 136 714 $ 56.02 |$ 39
@ In thousands.
() Weighted average per share. We usually want to use
() Represents stock price appreciation subsequent to the grant date, in millions. Options Exercisable.

Then, you use th&reasury Stock Method (TSN calculate the dilution from theseptions.

To do this, yowrite an Excel formula that does the following:
1) If the Current Share Pricebglowthe Exercise Price, do nothing and set dilution to 0.
2) Ifthe Current Share Price exceeds the Exercise Price, employees pay the company

Exercise Price * # Options to exercise their options and recgig@ew share per
option.

330f121 https://breakingintowallstreet.com



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

BREAKING

INTO

WALLSTREET Access the Rest of tHeterview Guide

3) Then, the company uses the proceeds to repurchase some of these newly created
sharesat 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
O2YLIJ ye& g2y Qi allh&piosards ko Xdpurchaselzbas

However, everyone still uses the TSMstandardize the calculatiomnd make it easr to
compare different companies SNBEQa GKS OF f OdzZf  GA2Yy F2NJ ¢ NBS

A B C D E F G H ] K L M N o} P Q
1
2 Target Corporation - Diluted Equity Value and the Treasury Stock Method
3 (S in Millions Except Per Share Data)
4
5 Target Corporation - Equity Value Calculation: Diluted Shares Calculations:
6
7 Company Name: Target Corporation Options - Treasury Stock Method:
8 Ticker: NYSE:TGT
9 Valuation Date: 2020-03-20 Number Exercise
10 Current Share Price: | S 97.40 | Name: (Millions): Price: Dilution:
1 Basic Shares Qutstanding (Millions): 501.0 Tranche A: | 07141 $ 56.02 |=IF(L11>Share Price,0,K11-K11*L11/Share_Price)
12 Diluted Shares Outstanding (Millions): 501.3 Total: 0.714 0.303
13
14 Basic Equity Value: S 48,794 Performance Shares:
15
16 Diluted Equity Value: S 48,823 Number Exercise

The arithmetic goes like this:

1 NewlyCreated Share€.714million

1 Company Gets CagProceeds$56.02* 0.714million = $9.998million

1 Company Repurchasehares $39.998million / $97.40= 0411 million shares.
1 Net Dilution: 0.714million ¢ 0.411million =0.303million.

Vivendi listanultiple tranchesof options, but the principles are the same; you just calculate
Dilution forall thetranchesand add them up:
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A|B C D E F G| H J K L ] N o P Q
1
2 Vivendi SA - Diluted Equity Value and the Treasury Stock Method
3 (€ in Millions Except Per Share Data)
4
5 Vivendi SA - Equity Value Calculation: Diluted Shares Calculations:
6
7 Company Name: Vivendi 5A Options - Treasury Stock Method:
8 Ticker: ENXTPA:NVIV
9 Valuation Date: 2020-03-20 Number Exercise
10 Current Share Price: £ 19.36 Name: (Millions): Price: Dilution:
11 Basic Shares Qutstanding (Millions): 1,170.6 Under €15 0.801 11.90 € 0.309
12 Diluted Shares OQutstanding (Millions): 1,171.3 €15 to €16 1.210 15.80 € 0.223
13 €16 to €17 I 0.014 | 16.70 £ |=IF(L13>Share_Price,0,K13-K13*L13/Share_Price)|
14 Basic Equity Value: £ 22,663 €17 to €18 1.053 17.20 € 0.117
15 More than €18 - 3
16 Diluted Equity Value: £ 22,675 Total: 3.078 0.651
LT 2yS 2F +A0SYyRAQa 2LIiA2y GNXYyOKSa KIFEIR |y 9E
Dilution from it because those options woutdt be exercisable.
The same Treasury Stock Method appliewérrants grantedto employeesas well.
Youneverfactor in options written on existing shares bther parties in the financial markets
Only options thathe companygrants directly teemployeeD 2 dzy' i 6 SOl dza S (G KS & QNE

that createnew shares
In interviews, the numbers will never lasuglyas

I NBFtfAAOGAO AYUGSNBASSH

the ones used above.

jdzSadA2y YAIKG oSy a! O

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

+ f dzSK¢

To answer that, assume thall 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 donot complete this same process for private companies because they do not list their

2LI0A2ya 2dziadl yRAYy3 A

Yy LJdzo fdANONBHAGE A yKIF aNEB It yNRR QlSKa

You almost always focus émpliedEquity Value and Enterprise Value when analypingte
companes, and you rarely dividemplied Equity Value by the Share Count to get Implied
Share Price, so this level of precisionnsecessary.
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If a company hasultiple share classedake the Current Share Price * Share Count of each
class and sum them up to determine its Equity Value.

.dzii 0S OFNBTdzE Y AT Al Qa with ADR(ANIericahyDepOsiorylLI y& f A &
Receipts)ignorethe ADRs because they represent shaesadyt A 3G SR 2y (KS 02 YLJ
K2YS SEOKI y3ISo wdzalG 3ISi (holeekhargelinyhattede. A Yy T2 N |

If a public company hasegative NetIncom& A G gAff y20G tAad Ada as5Af
because securities like optiomsll be anti-dilutive to EPS

Think about the matlif a company has negative $10 million in Net Income, 100 million in Basic
Shares, and 105 million in Diluted ShaX&4:0 million) / 105 millia isless negativéhan ($10
million) / 100 million.

. 2dz 62y QG 06S lofS (2 OKSO] @&2dz2NJ g2N)] 6A0GK (GKS
Diluted Shares yourself.

Return to Top

Key Rule 8: Other Dilutive Iltems: RSUs, Convertid®nds, and More

hyOS @ 2dz KI @ Sptionkasd warant indbriyiadion 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, ConvertisleaBdrnvariations.

Restricted Stock and Restricted Stock Units (RSUS)S 62 G K Ay OSYy A @S 02 YL
to employees, usually with requirementsat employees stay fora certain number oyears
beforethey can receive or sdhe shares

The difference is that Restricted StockusuallyA y Of dzZRSR Ay GKS O2YLI yeQa
Count, while RSUs are not

Therefore, you should search for aadd RSUs to the Diluted Share Count, but you can ignore
Y2NXIf GwSAaGNAOGSR { G201 ¢

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

| SNBQ& |y SEFYLXS F2NJ ¢l NBSGY
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Restricted Stock Unit Activity Total Nonvested Units
Restricted Grant Date
Stock @ Fair Value @
February 2, 2019 3,815 $ 66.86
Granted 2,157 80.01
Forfeited (556) 71.74
Vested (1,100) 66.76
February 1, 2020 4316 $ 72.93

¢tKSaS INFE awSaildNROGSR dtiedDiluied ShafeiGoanE ¢ &2 e2dz | R
There may be restrictions on them right notayt eventually they will create dilution.
Performance Share8 NJ a { 420717 ! LILINBOALF GA2Yy wAIKGAE o6f{! wal

securities that may create dilution, but the restriction her@ais LIS NJF 2 NY' I y OS 32 f &€ N
time.

For example, if an executive receives Performance Shares, they might be adllehiers once
GKS O2YLI yeQa { KINB t NR Otfe coipanddades akertalS NI | A y €
Revenue or EBITDA target.

In theory, you could check these performance goals and count 100% of the Performance Shares
if the goals are satisfied,andnén 2 ¥ G KS t SNF2NXIyOS {KIFINBXa AF

Inreal life however, companies do not disclabe details of these goalsp you usually add all
the Performance Shares or ignore them all.

We chooset@dd¢  NAS(iQa t SNF2NXYIFyOS {KIFEINBazZ gKAOK YI ]
higher and therefore more conservative (i.e., a lower Implied Share Price):

Performance Share Unit Activity Total Nonvested Units
Performance Grant Date
Share Units @ Fair Value
February 2, 2019 3,623 $ 67.47
Granted 1,447 86.81
Forfeited (875) 66.64
Vested (620) 72.32
February 1, 2020 3,575 $ 72.80

370f121 https://breakingintowallstreet.com



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

L T R T

BREAKING

INTO

WALLSTREET Access the Rest of tHeterview Guide

So far, wehave~509 millionof Diluted Sharefor Target vs. their estimate 6516 million:

AB T D E F G| H | ] K L M

Target Corporation - Diluted Equity Value and the Treasury Stock Method
($ in Millions Except Per Share Data)
Target Corporation - Equity Value Calculation: Diluted Shares Calculations:
Company Name: Target Corporation Options - Treasury Stock Method:
Ticker: NYSE:TGT
Valuation Date: 2020-03-20 Number Exercise
Current Share Price: S 97.40 Name: (Millions): Price: Dilution:

i i illionsl: 501.0 Tranche A: 0.714‘ S 56.02 0.303
Diluted Shares Qutstanding (Millions): 509.2 I Total: 0.714 0.303
Basic Equity Value: $ 48,794 Performance Shares:

Diluted Equity Value: S 49,592 Number Exercise
Name: {Millions): Price: Dilution:
Performance Share Units: 3.575 3.575
Total: 3.575 3.575

Restricted Stock Units (RSUs) and Other Sources:

Number Exercise
Name: {Millions): Price: Dilution:
Restricted Stock Units (RSUs): 4.316 4.316
Total: 4.316 4316

hdzNJ SaGAYFGS At vy 3DBNS O didOK GKS G@2WLLByWeems S 2
GBLIAOIEte o0lFaSR 2y 2f RSN { KlowBjearshdqa8eis. | YR 4Gl @

| 26 SOSNE &$addBeir aunbek fvhyich is good enough.

Also,the company may still have additional dilutive securities beyaptibns, RSUs, and
Performance Shares, and if it does, our estimate will be off.

The final type of dilutive security is tl@onvertible Bond.

These are an alternate form of Debt, where the company pays much lower interest rates in
SEOKI y3S F2N) AAPBAy3 (KS 02yRK2f RSNAR GKS 2LJiA?2

futurecif0 KS O2Y LIl yeQa {KIFENBX t NAOS NBXIFOKS&a I OSNII
CKAA [/ 2YOSNARA2Y t NAOS A& dzadzZtfte | Y2RSAG LINB
as 2030%.

C2NJ O2YLI yASAT [/ 2y@SNIAGES . 2y RableBondsaie OKS I LIS N.
GKSRISR 9ljdzaGeé

9gSYy AF I O2YLI yeQa akKl NB theldnedbleBank BwdtoisS & 2 NJ
will probablyget their principal backwhich creates some downside protection.
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With Convertible Bonds, youusean: f f 2 NJ y 2 (i &sb galedi KISLIGONFFI O R ya& S NI
method)to estimate the Dilution.

LT (KS QeniStaniceExceeds th€onversiorPrice, then you assume that all the
bonds convert into shares.

If it does notthenyou assume that nothing conver@and you count theConvertible Bonds as
Debt instead.

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

C2NJ SEI YLX SKy KENBIQEA 2y YBY »%SYyRS&a1Qa /2y BSNIAOGT

Note 9. 0.25% Convertible Senior Notes and Capped Call

In March 2018, fwe issued $575 million aggregate principal amount of 0.25% convertible senior notes due March 15, 2023 in a private offering (the “Notes™). The Notes are unsecured obligations
and bear interest at a fixed rate of 0.25% per annum. payable semi-annually in arrears on March 15 and September 15 of each year, commencing on September 15, 2018. The total net proceeds from the
offering. after deducting initial purchase discounts and estimated debt issuance costs. were approximately $561 million.

Each $1.,000 principal amount of the Notes will initially be convertible into 15.8554 shares of our common stock. the “Conversion Option,” which is equivalent to an initial conversion price of |
|approximately $63.07 per share subject to adjustment upon the occurrence of specified events. The Notes will be convertible at the option of the holders at any time prior to the close of business on the

Thispart 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 formulaiseasy: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 Delih the Enterprise Valuéridge:

ThisOl £ Odzf F G A2y A a mardcérmpleSiecadsezihenicdnPanieLissue S y
Convertible Bonds, they often dosgth & | LILIS Ford b & trabRdichs.

Ouir first clue that Zendesk has done something like thistlss section of their annual report,
which showsonly ~18A f f A2y GakKlINBa NBfIIGSR (2 O2y@SNIAOG
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