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• Shows a company's revenues/expenses over a time-period
Income Statement

Overview
• The Income Statement shows a company's revenues and expenses and 

its gains/losses over a certain time period

• The "top-line" is revenue and the "bottom-line" is net income

• Cost of goods sold ("COGS") is deducted from revenue to get gross profit

• After Gross Profit, operating expenses such as SG&A, rent, and utilities 
are deducted to arrive at "Operating Income"

o Operating Income is often referred to as Earnings Before Interest 
+ Tax ("EBIT"). This is not listed on an actual registered Income 
Statement but is an important metric that can be derived from 
Income Statement line items

• After Operating Income, interest is deducted to arrive at Earnings Before 
Tax ("EBT")

o Finally, taxes are taken out to arrive at Net Income

True Measure of Profitability?
• While the Income Statement ends with Net Income, this isn't an accurate measure of a company's true ability to generate cash

• Companys deduct "non-cash" expenses such as depreciation and amortization. While this lowers net income, it increases true cash flow by 
acting as a tax shield

• Income statements are based on accrual accounting, meaning that revenues/expenses are recognized when earned rather than when cash 
actually changes hands

o Ex: In December 2023, ABC Consulting completes a $5,000 project for a client who waits a month to pay. The company records the 
revenue for FY-23 but the actual cash flow comes in FY-24

• Because of these issues with the Income Statement, investors choose to focus on true measures of cash flow such as EBITDA (EBIT + 
Depreciation & Amortization)

• EBITDA is thought of as a "proxy" for cash flow and is arguably the most important financial metric
o Private Credit firms generally underwrite based off EBITDA or Adj. EBITDA (adds back large one-off items like legal or rx fees)

1. Net Sales – COGS = Gross Profit

2. Gross Profit – Operating Expenses = Operating Income (EBIT)

3. EBIT – Interest Expense = Earnings Before Tax (EBT)

4. EBT – Taxes = Net Income
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LINE ITEMS CATEGORIZED

§ Assets = Liabilities + Stockholders’ Equity
§ Asset: creates a future cash inflow

§ Liability: creates a future cash outflow

§ Balance sheet is a snapshot of a business at a certain point in time, on a 
book value basis

§ Line items considered for valuation purposes on current/non-current and also 
operating/non-operating basis

‒ Current Assets: used, replaced, or converted to cash within a year
‒ Current Liabilities: obligations due within a year’s time
‒ Operating Assets: assets directly related to the business’s operations

• Ex: Operating/required cash, accounts receivable, inventory,                                
Plant, Property, & Equipment (PP&E)

• Assets like investments and excess cash are non-operating
‒ Operating Liabilities: obligations directly tied to business operations

• Ex: Accounts payable, wages payable, accrued expenses
• Interest-bearing liabilities such as long-term debt are non-

operating (they are financing in nature)

§ Net Operating Working Capital (NOWC) = current operating assets – current 
operating liabilities

‒ Change in NOWC YoY represents net investment in operating assets 
over the year

• State of a business at a point in time

4
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• Most valuable statement with direct 
Statement of Cash Flows

OVERVIEW
• The Statement of Cash Flows (SCF) tracks a firm’s actual 

inflows and outflows of cash over time 

• Begins with Net Income, adjusts for non-cash expenses and 
working capital changes, and then lists cash flow from investing 
and financing activities; ends with firm’s net change in cash

• Importance of SCF comes from the difference between revenue 
recognition and cash movement and the presence of cash 
inflows and outflows that don’t appear on the income statement

CASH FLOWS FROM OPERATING ACTIVITIES
• Measures cash generated and used for the firm’s core business 

activities

• Starts with Net Income, adjusts for non-cash items, and then 
factors how operational balance sheets items have changed in 
the period

• Example: Increase in Accounts Receivable of $10: -$10 cash
• Why? Recorded as +$10 on the IS, but no cash collected 

CASH FLOWS FROM INVESTING ACTIVITIES

• Measures cash generated and used for the firm’s internal 
investments that will benefit the firm’s projects and operations: 
Capital Expenditures, PP&E, M&A, purchases of investments

• Purchases are negative because they use up cash, and sales 
are positive, regardless of gain/loss

 

CASH FLOWS FROM FINANCING ACTIVITIES

• Measures cash generated and used for raising capital/deploying 
capital back to investors: issuing debt, paying back principal, issuing 
dividends, issuing shares, repurchasing shares

• Can show health/direction of a company’s capital structure

• Interest payments do not show up here as they are accounted for in 
the Income Statement as a non-operating expense
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EXAMPLES OF NON-CASH EXPENSES TAX IMPACT

VALUATION APPLICATION

• Depreciation & Amortization (D&A): the reduction of a 
tangible/intangible asset’s book value over time

o Added back when bridging from income statement to 
cash flow

• Gain/Loss on Sale: created by the difference in sale price and 
book value of an asset but represents no real movement of cash

o A loss is added back and a gain is subtracted when 
bridging from income statement to cash flow

• Stock-Based Compensation: employees rewarded partly with 
shares rather than cash (debatable as an add-back)

• Non-cash expenses (and gains) are part of pre-tax income, so 
they are built into tax expense

• A company with a high degree of fixed asset needs will have 
high levels of depreciation on those assets

o If it reports $100mm of depreciation in a year and has a 
25% tax rate, the company saves $25mm in taxes even 
though it saw no cash actually leave

o Similar concept to the “interest tax shield,” but interest is 
a cash expense

• Starting from the income statement, must add back any non-
cash items included in your UFCF or LFCF (see next slide)

• Reconcile between income statement and actual cash flow
Non-Cash vs Cash Expenses/Income
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UNLEVERED FREE CASH FLOW (UFCF)

§ Cash flow available to both debt and equity investors
‒ “Unlevered” indicates that these are cash flows before the impact of capital 

structure is considered

§ Components:
‒ Net Operating Profit after Taxes (NOPAT) = EBIT * (1 – Tax Rate)
‒ (-) Increase in Net Operating Working Capital (NOWC)
‒ (+) D&A
‒ (+) Other Non-Cash Expenses
‒ (-) CapEx
‒ = Unlevered Free Cash Flow

§ Stands for “Earnings Before 
Interest, Taxes, Depreciation, 
and Amortization”

§ Often used as a proxy for 
unlevered free cash flow

§ Like UFCF, it is “before” 
interest expense

§ EBITDA also adds back D&A, a 
major non-cash expense

• Cash flows form the backbone of valuation

EBITDA
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Cash Flows

§ Cash flow available only to equity investors
‒ “Levered” indicates that the impact of capital structure is considered, in the form of 

interest This interest is only available to debt investors, so it must be netted to 
determine cash flow available to equity investors

§ Components:
‒ Net Income
‒ (-) Increase in Net Operating Working Capital (NOWC)
‒ (+) D&A
‒ (+) Other Non-Cash Expenses
‒ (-) CapEx
‒ (-) Mandatory debt principal repayments
‒ = Levered Free Cash Flow

Levered Free Cash Flow (LFCF)
Revenue
…

NOPAT
…

(-) After-tax 
Interest
…

Net Income
…

Additional 
Components

Debt Investor

Equity Investor

Available to

Available to

Oversimplification

Available
to Both
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WHAT ARE CASH INFLOWS AND OUTFLOWS? WHAT AREN’T CASH INFLOWS AND OUTFLOWS?

SAMPLE QUESTION ANSWER

• Assume at first revenue is all cash

• Assume at first COGS and SG&A are all cash 

• Capex

• Taxes

• Interest

• ”Working capital investment”

• DevinCo makes children’s toys that has experienced lasting 
COVID supply chain effects and cyclical headwinds

• 50 in EBITDA

• 200 in debt at 10% cash (Schwimmer & Co are tough lenders)

• 10 in D&A

• 10 in cash taxes yearly

• 30 yearly in capex

• 25 in cash right now

• Selling something (revenue) “on account”

• D&A

• Write-downs

• PIK interest

• What’s the cash burn yearly and how much runway does 
DevinCo have?

• Very common RX interview category
Total cash burn / runway
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ENTERPRISE VALUE APPLICATION

EQUITY VALUE   

• Enterprise Value (EV) represents the value of the company that 
is attributable to all investors 

• Formula:
o EV = Equity Value + Preferred Stock + Noncontrolling 

Interest + Net Debt (Debt-Cash & Cash equivalents)

• Theoretically, EV is what somebody would pay for the business 

• Add debt since it needs to be paid out or refinanced 

• Subtract cash since received and could use to pay down debt

• Equity value (or market capitalization) represents the value that 
is attributable to only the equity holders

• This represents the residual value left to equity after paying 
other investors/owners in the business

• Formula:
o Equity Value = EV + Cash & equivalents – Debt 

Noncontrolling Interest – Preferred Stock - NCI
o Market Cap = Shares Outstanding * Share price

• Understanding the difference between equity value and 
enterprise value is key for valuation

• Enterprise value is typically what a DCF or EV/EBITDA multiple 
(discussed later) will derive

• To get to what a stock price should be trading at, we need to 
understand how to go from Enterprise value to Equity Value

• House Metaphor:
o Enterprise Value = Home Sale Price
o Equity Value = Home Sale Price – Mortgage 

• Different Valuations of a Business
Enterprise vs. Equity Value

9
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MULTIPLES PURPOSE

TIMING OF MULTIPLES KEEPING MULTIPLES “APPLES TO APPLES”

• EV/Revenue

• EV/EBITDA

• EV/EBIT

• P/E 
o P/E = Share Price/Earnings Per Share OR
o P/E = Market Capitalization/Net Income

• Price/Book -- if less than 1 could indicate distress

• Trailing Multiple: denominator is a measure of earnings over the 
last twelve months (LTM)

o Ex: EV / LTM EBITDA

• Forward Multiple: denominator is a measure of earnings over 
the next twelve months

o Ex: EV / NTM EBITDA

• For a growing company, a trailing multiple will almost always be 
higher than a forward multiple because the company’s earnings 
should be increasing (higher denominator = lower ratio)

• Allows us to compare companies’ valuations relative to a 
specific financial metric

o Can give insight into which companies may be over or 
under-valued relative to peers

• Also eliminates any (hopefully) minor differences in scale 
between companies’ cash flows and valuations, allowing for 
direct comparison

• Only create multiples which make the following comparisons:
o Enterprise Value à “Unlevered” earnings measures (i.e. 

before interest expense)
– Ex: EBITDA, EBIT, Revenue

o Equity Value à “Levered” earnings measures (i.e. after 
interest expense)

– Net Income
o Multiple denominator and numerator 

• Company comparison on Value/Earnings ratio basis
Multiples

10



9/30/2024

CRX

TIME VALUE OF MONEY VALUATION THEORY

COST OF CAPITAL VISUALIZED

• $1 today is worth more than $1 tomorrow for several reasons:
o Opportunity Cost: $1 today could be invested so that it is 

worth more than $1 at a future point in time
o Inflation: the purchasing power of $1 today is greater 

than it will be in the future due to inflation
o Risk: future payment may not be received (possibility of 

default)

• A company’s weighted average cost of capital (WACC) is the 
blended expected rate of return of ALL of its investors, including 
both debt and equity

• Formula: WACC = wd * rd * (1 – T) + we * re, where: 

• wd = the weight of debt according to market value (but often 
simplified to simply book value)

• we = the weight of equity, calculated as the market cap (share 
price * fully diluted shares outstanding)

• rd = the cost of debt

• re = the cost of equity

• A company is valued based on its expected future cash flows

• Since future cash flows are worth less than current ones, we 
need to ”discount” future cash flows back to present value when 
valuing a company

• Cash flows are discounted at the company’s cost of capital

• In this example, 183.5 = 200/(1 + 0.09)1 and 173.4 = 206/(1 + 0.09)2

• Fundamental concept in valuation
Discounted Cash Flow (DCF)
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($ millions) WACC
2024 2025 2026 2027 9.0%

UFCF 200.0        206.0        212.2        
PV 183.5        173.4        163.8        
Sum PV 520.7        

Value of
business

CF CF CF CF CFCF+ + + + +

Each year’s cash flows

Discount each back to present

CF+

Terminal Value
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COST OF EQUITY COST OF DEBT

BETA IN DETAIL BE CAREFUL WHO YOUR DISCOUNT RATE APPLIES TO

• Cost of equity is almost universally calculated using the Capital 
Asset Pricing Model (CAPM)

• Formula: re = rf + market risk premium * beta, where:

• rf = the risk-free rate, generally defined as the yield on the 10-
year US treasury

• Market risk premium = the expected return of the stock market 
above the risk-free rate–in other terms, E(rm) – rf

• Beta = the covariance of the company’s equity returns with the 
market

• Beta of 1: indicates that a stock’s price moves exactly in line 
with the market (if the market gains 1% over a certain period, 
the stock gains 1%; if the market falls 1%, the stock falls 1%)

• Beta of 0: a company is perfectly uncorrelated with the market 
(there is no discernable relationships between its price 
movement and the overall market’s price movement)

• Beta of -1: a company is perfectly negatively correlated with the 
market (its price moves completely inversely to the market)

• Levered beta = Unlevered beta * (1 + (1– T) * (Debt/Equity))
o Use a company’s levered beta in its cost of equity 

because it incorporates the risk created by the 
company’s specific capital structure (and thus additional 
return expected by equity investors) 

• Two most accepted sources for cost of debt:

• 1. The yield to maturity (YTM) on a company’s outstanding long-
term debt 

• 2. The long-term (generally 10 year) yield on a collection of 
corporate bonds which match the company’s credit rating 
(accessible on CapitalIQ > Markets > Interest Rates > Corporate 
Yield Curve)

• For an Unlevered DCF (using unlevered free cash flows), the 
discount rate should be the weighted average cost of capital 
(WACC) because these cash flows are available to ALL 
investors

• For a Levered DCF or LBO Model, the discount rate should be 
the cost of equity (re) because cash flows in these models are 
available only to equity investors

o Note that the cost of equity is always higher than the 
cost of debt because equity holders’ required rate of 
return is higher

o Equity holders take on more risk than debtholders 
because they are the residual claimant on the business 
after debtholders have been paid out

• Components of Cost of Capital
Discounted Cash Flow (DCF) Pt. 2

12
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Introduction to Relative Value: Five Step Process to Estimate Value

§ (1) financial statement analysis: analyze the subject company's revenue, profit, cash flow, SWOT, etc.

§ (2) pick peer group based on a set of criteria (e.g., industry classification, financial criteria, geography)

§ (3) calculate market multiples (e.g., P/E, EV/EBITDA, EV/EBIT, EV/Revenue)

§ (4) benchmarking analysis: comparing the operational and financial performance of subject company 
against its peers

§ (5) determine the value of the company: average or median multiples of the comparable companies are 
applied to the subject company's corresponding financial metrics to estimates its value

§ Investor Presentations

§ 10k

§ Proxy Statement

§ Fairness opinions

§ Equity Research

• Comparing Other Publicly Traded Companies

Finding Subject Company's Peer Group:

13

Comparable Companies

Comparable Companies Analysis Example:

§ Some multiples may be 
better to use than others 
(e.g., non-capital-intensive 
company use EBIT over 
EBITDA)

§ P/E multiple shows a lot 
more risk than EBITDA

§ Should not evaluate 
independently but as a 
supplement to DCF and 
other qualitative findings 

Important to Note:



9/30/2024

CRX
Precedent Transactions

Basics of Precedent Transactions

§ Fundamentally grounded in the same principles as comparable companies analysis

§ Precedent transaction merely measures the amount that a company is purchased for
o It is inherent susceptible to market conditions (i.e., companies are bought for more money when the M&A market is hot)
o Precedent transaction analysis also generates higher valuations because companies pay a premium when purchasing another 

company
§ For example, if a company holds its equity at $50 per share, it must intuitively receive a premium in order to sell

14

• Comparing previously-approved M&A transactions
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• The Value of an Investment Beyond the Forecast Period
Terminal Value

Concept

§ It is impractical/inaccurate to forecast a company's cashflows beyond a certain period and most Discounted Cash Flows and other 
financial models only forecast 5-7 years into the future

§ The Terminal Value represents the value of the business beyond the end of the projection phase and typically represents a large portion of 
the enterprise value calculation

§ The two methods for calculating the TV are the Gordon Growth Method and the Multiples Method

§ Both methods make large assumptions, so it is important to sensitize inputs when factoring a TV into a DCF 

Gordon Growth

§ This method assumes a constant perpetual growth rate of 
cash flows into the future

§ This method is less popular, especially in the PE/PC space as 
it makes the massive assumption that cash flows will steadily 
grow into perpetuity

o Even for the most mature companies, this is a bold 
and unrealistic assumption

Multiples

§ This method applies a multiple to a financial metric of the company in 
its final projection year (usually EBITDA) and discounts it back to 
present value

§ While this method is more popular than the Gordon Growth, it still 
makes the large assumption that one can predict an exit multiple 
years into the future

o Ex: Software companies are trading at an average of ~10x 
EBITDA today but were trading at ~23x in mid-2021

15
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§ Measure the ability of the company to 
survive over a long period of time (long-
term creditors and shareholders focus on a 
company's ability to meet interest 
payments and repay debt at maturity)

§ Debt to assets ratio: total liability / total 
assets

§ Times interest earned: EBIT / interest 
expense

§ Free Cash flow: net cash provided by 
operating activities – CapEx – cash 
dividends

Solvency Ratios

16

Restructuring Financial Health Ratios

§ Assess a company's level of debt relative to its 
equity or assets (measure of financial risk)

§ Debt to equity: total debt / total equity 

§ Total Debt / EBITDA (can't exceed 3.0x)

§ Total debt / EBITDA (roughly measures how 
many years it would take for a company to pay 
off its debt using its current EBITDA)

§ (Total Cash Payable Debt + Capitalized Leases) 
/ EBITDAR (can't exceed 4.0x)

Leverage Ratios

§ Operational efficiency ratios: 
• Assets turnover 

ratio: Revenue / total 
Assets

• Inventory Turnover 
Ratio: COGS/ 
Average Inventory

§ How many times over can your cash flows 
cover interest expense

§ EBITDA / Interest Expense (can't fall below 
5.0x)

§ (EBITDA – CapEx) / Interest Expense (can't 
fall below 2.0x)

Coverage Ratios

§ Growth rates = "think" horizontal analysis 
o Trend overtime for Sales, EBITDA, EBIT, 

Net Income 

§ Profitability  = "think" vertical analysis (margins 
indicate the earnings produced from sales)

o Profit or earnings /  revenue (e.g., net 
profit margin)

o Return on Assets: Net Income / Total 
Assets

o Better margin = better profitability

Growth/Profitability Ratios

§ Measure short-term ability of the company to 
pay its maturing obligations and meet 
unexpected cash needs (focused by short-
creditors)

§ Working Capital: Current Assets – Current 
Liabilities

§ Current Ratio: Currents Assets / Current 
Liabilities

§ Quick Ratio (acid test): (Cash + AR) / Current 
Liabilities

Liquidity Ratios

Additional Ratios
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What’s Next?
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• 9/23: Intro Meeting
• 9/30: Accounting and Valuation Quick Overview
• 10/7: Intro to Debt
• 10/17: Blackstone Credit Guest Speakers
• 10/21: Prof Smith RX 101
• 10/28: Max Frumes (Caesars Palace Coup) Guest Speaker
• 11/4: Recruiting Walkthrough
• 11/11: Intro to Liability Management
• 11/19: Evercore Guest Speaker 
• 12/2: Summer Analyst Experience Discussion


