
14 Part I: Getting Started with Investment Banking 

 

   Investment banking operations are rarely identical between firms. Some banks 
and investment banks are engaged in some front-office areas, while others 
steer clear of them completely. There are also some peripheral areas of busi-
ness some banks and investment banks include as part of their services that 
don ’ t fall in one of the traditional “offices.” One example of a service that is 
often grouped in investment banking is  investment management.  In an invest-
ment management unit, investment professionals are paid to invest money on 
behalf of individual clients or institutions.   

 The current lay of the investment 
banking land 
 After the tumultuous changes in the investment banking business follow-
ing the financial crisis of 2007 through 2009, the entire landscape changed. 
Following the banking crisis, investment banks needed capital. Some of the 
most storied investment banks, unable to raise money, merged with other 
banks or became commercial banks themselves. Suddenly, the financial 
system was comprised of behemoth banks that have the deposit-taking abili-
ties of banks but also engage in investment banking. The result is the forma-
tion of several mega-institutions that many people fear are “too big to fail,” 
including the ones shown in Table  1-1 . 

  Table 1-1     Among the Last Banks Standing 

 Firm  2012 Revenue ($ billions)  

 JPMorgan Chase  91.7 

 Wells Fargo  79.5 

 Bank of America Merrill Lynch  75.2 

 Citigroup  59.3 

 Goldman Sachs  34.2 

 Morgan Stanley  26.1 

  Source: S&P Capital IQ ( www.capitaliq.com )      
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 Business Unit  2012 Revenue 
($ millions) 

 2011 Revenue 
($ millions) 

 2010 Revenue 
($ millions) 

 Institutional client 
services 

 18,124  17,280  21,796 

 Investing and 
lending 

 5,891  2,142  7,541 

 Investment 
 management 

 5,222  5,034  5,014 

 Investment 
 banking 

 4,926  4,355  4,810 

   Source: Goldman Sachs 2012 annual report 
( www.sec.gov/Archives/edgar/data/886982/000119312513085474/
d446679d10k.htm )         

       ✓       Investment banking:  This part of Goldman is the one most interesting to readers of this book. 
Here, Goldman guides companies embarking on M&A, provides assistance in bringing com-
panies public, and conducts financial restructurings.    

 You can see how the different parts of Goldman rank in order of importance to revenue in the 
following table.  

 How Investment Banking Is Done 
 Investment banking isn ’ t just a theory or subject. Investment banking isn ’ t 
just an economic function, either. Investment banking is a profession that 
requires the efforts and expertise of armies of trained financial experts. You 
may have studied English in college, for instance, but you don ’ t “do” English. 
But you can practice investment banking (which is something you find out 
about in Chapter  6 ). At this point in the book, you go from understanding 
what investment banking is to how it ’ s applied in the business world.  

 Finding the financial statements 
 Chocolate factories need milk, sugar, and cocoa to produce their delicious 
products. But the raw materials used by many investment banking firms 
is the information contained on the  financial statements.  These documents 
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26 Part I: Getting Started with Investment Banking 

       ✓       Filling out a product line:  Some companies may have been hugely suc-
cessful in a narrow product line. But to find growth, which investors are 
always clamoring for, companies may need to fill in some gaps. 

 

    A classic example of using M&A to fill in a product-line hole came in 
2001. Leading jelly maker J.M. Smucker bought the Jif peanut butter 
brand (along with Crisco oil) from Procter & Gamble for $813 million in 
stock. The deal solved a problem for J.M. Smucker — now the company 
could sell all the ingredients for a tasty peanut-butter-and-jelly sand-
wich. Talk about synergy. But at the same time, Procter & Gamble also 
wanted to reduce its holdings in the food business.  

       ✓       Geographic expansion:  Business is going global, and companies need to 
have a worldwide presence or risk getting beaten by rivals. M&A deals 
are a quick way to spread into other countries. 

 

    The biggest proposed M&A deal of 2012 (see Table  2-1 ) was a great 
example of a company looking to M&A deals for a geographic expansion 
push. Japan-based telecommunication firm, Softbank, made a nearly 
$60 billion offer for U.S. wireless carrier Sprint Nextel. Softbank looks 
to the deal as a way to get a beachhead in the United States in the fast- 
growing area. 

  Table 2-1     Biggest U.S. Merger Offers of 2012 

 Target  Buyer  Transaction 
Value 
($ billions) 

 Select 
Investment 
Banks Involved 

 Sprint Nextel  Softbank  59.5  Merrill Lynch, 
Rothschild, 
UBS, Citigroup, 
Mizuho 

 Plains 
Exploration 

 Freeport-
McMoRan 
Copper & Gold 

 11.4  JPMorgan 
Chase, Credit 
Suisse, 
Jefferies, 
Barclays 

 NYSE Euronext  Intercontinen-
talExchange 

 10.8  Perella 
Weinberg, 
Citigroup, 
Goldman Sachs, 
Morgan Stanley, 
Wells Fargo 
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 Target  Buyer  Transaction 
Value 
($ billions) 

 Select 
Investment 
Banks Involved 

 Hudson City 
Bancorp 

 Wilmington 
Trust 

 3.8  Evercore 
Partners, 
JPMorgan 
Chase 

 McMoRan 
Exploration 

 Freeport-
McMoRan 
Copper & Gold 

 3.7  JPMorgan 
Chase, Credit 
Suisse, 
Jefferies, 
Barclays 

   Source: S&P Capital IQ ( www.capitaliq.com )        

 

   Notice that more than one investment bank is usually involved in big merger 
deals. Both the buying and selling companies may consult and recruit the ser-
vices of multiple investment banking operations.   

 The advantages of building versus buying 
 Some large companies may decide it ’ s better to just buy another company to 
get in the new market quickly. Large companies that buy for this reason are 
called  strategic buyers.  Investment banks are often brought in during these 
typical M&A deals to advise on whether it makes sense or help come up with 
the money to make it happen. 

 Sometimes the  target  — the company being eyed — doesn ’ t want to be 
bought. And that ’ s when deals often turn  hostile,  where the investors or man-
agement of the strategic buyer are hoping to make the deal happen, but the 
target is resisting. Again, investment banks are often pivotal in hostile M&A 
deals because the buying of a company that doesn ’ t want to be bought often 
requires more brinkmanship and cash.   

 Pitfalls of ill-conceived mergers 
 One of the reasons companies engaged in merger activities call in so many 
investment banks and advisors is that they don ’ t want to blow it. Mergers 
are often big bets that cost a great deal of money, either consuming cash or 
requiring the company to borrow or sell debt. Companies, and their share-
holders, don ’ t want companies to blow it on deals that don ’ t work out. You 
can read more about botched M&A deals in Chapter  4 .    
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    Crowdfunding is currently only a way for consumers to donate money 
to new businesses, not invest in them. Typically, these crowdfunding 
donors are given a token of appreciation for their contributions, usually 
early dibs on the product after it ’ s released. Currently, though, compa-
nies aren ’ t allowed to sell stock using crowdfunding. That ’ s changing 
though. The 2012 Jobs Act contains a provision that opens the future to 
the idea of  stock-based crowdfunding  where companies can sell stock to 
the public. The SEC is tasked with the job of allowing companies to raise 
money with crowdfunding, while protecting investors. 

     For much more information on crowdfunding, check out  Crowdfund 
Investing For Dummies,  by Sherwood Neiss, Jason W. Best, and Zak 
Cassady-Dorion (Wiley).    

 There may be options for companies not ready for an IPO to raise money. But 
at some point, the companies with the best prospects outgrow the venture 
capitalists, don ’ t want to pay the onerous terms of bank loans, or need more 
capital than can be raised casually. When these things happen, it ’ s time for 
the company to go public. Going public is a relatively long and costly process 
that requires preparing statements for regulators and investors, getting the 
company ’ s story out, and actually selling the shares. 

 

   IPOs tend to be lagging indicators, meaning investors are more willing to take 
a wager on a newly public company when the broader stock market is doing 
well. IPOs tend to ebb and flow quite a bit, as Table  2-2  shows. 

  Table 2-2     Number of U.S. IPOs, 2008–2012 

 Year  Number of U.S. IPOs  Proceeds Raised 
 2012  128  $42.6 billion 

 2011  125  $36.3 billion 

 2010  154  $38.9 billion 

 2009  63  $21.8 billion 

 2008  31  $24.5 billion 
   Source: Renaissance Capital ( www.renaissancecapital.com )       

 The role of the investment banker in IPOs 
 Investment bankers are involved in the very onset of a company going public, 
and they ’ re the keys to making the deal happen. When investment bankers 
assume the role of selling securities, especially in an IPO, they ’ re often called 
the  underwriters.  
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  Table 3-1     When Internet IPOs Ruled the Market 

 Year  Total Number of 
IPOs 

 Number of Internet 
IPOs 

 Percentage of IPOs That 
Were Internet Companies 

 1998  322  40  12.4% 

 1999  504  272  54.0% 

 2000  397  149  37.5% 

   Source: Jay Ritter, University of Florida ( http://bear.warrington.ufl.edu/ritter/
ipodata.htm )      

       ✓       A fast-growth period of its lifecycle:  Companies often love IPOs because 
they can raise money without actually agreeing to ever give that money 
back or even pay interest on it. IPOs can be a great deal for the company 
compared with other ways of raising money, which require interest pay-
ments. That said, investors are a fickle bunch. If they ’ re not going to get 
paid a predictable return, they generally want the promise of something 
else. And that something else is usually a piece of a company with explo-
sive growth. Investors routinely examine a company ’ s growth rate to 
make sure it ’ s expanding faster than the average company to see if it ’ s 
worth investing in. 

 

    Hopes for rapid growth was one of the keys of the May 17, 2012, IPO of 
Internet sensation Facebook. The online social-networking company 
raised more than $16 billion from investors, making it the third largest 
U.S. IPO of all time and the biggest technology IPO ever, according to 
Renaissance Capital. Facebook was certainly putting up huge growth. 
The company posted 154 percent revenue growth in 2010 and 88 percent 
revenue growth in 2011. Those massive rates of growth were more than 
enough to get the attention of investors. But sometimes companies go 
public when they ’ re peaking so they can sell their shares at a rich price. 
More than a year after its IPO, shares of Facebook were still below the 
price they fetched when they were initially sold to initial investors.  

       ✓       Strong competitive advantage:  If investors are going to take a risk on 
shares of a newly established public company, they want to make sure 
they ’ re protected a bit. One way investors can feel good about their 
investment is betting on a company that has scarce competitors and 
very high  barriers to entry  (meaning, it would be costly for a competitor 
to take on the company in the product marketplace). 

 

    Many massive IPOs fit this category. Visa and UPS are the no. 1 and no. 11 
largest U.S. IPOs ever, having raised $17.9 billion and $5.5 billion, respec-
tively. Both of these companies really only have a handful of serious compet-
itors and are protected by the fact that massive investments in equipment 
would be needed for anyone to even dream about taking them on.      
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57 Chapter 3: How Investment Bankers Sell Companies

 

   To be clear, S&P Capital IQ is not an investment bank, but a well-known and 
independent provider of stock research. What S&P Capital IQ provides is tech-
nically  independent equity research,  not sell-side research, because the com-
pany doesn ’ t do any investment banking. Still the format of S&P Capital IQ ’ s 
reports adhere to industry standards and are illustrative for that reason. 

         

   The main sections of a research report 
 Investors are busy people. They don ’ t have the time to read through a 
research report that buries the findings and disguises the analysts’ decisions. 
Research reports are designed to be highly functional and percolate to the 
top the information that ’ s most important so investors can find it quickly. 

 Again, there ’ s no standard or required format for research reports to follow. 
But most of the time, they contain a number of key elements, including the 
following:

 Figure 3-1  : 

  A page of 
a research 
report from 

S&P Capital 
 IQ .     

Courtesy of S&P Capital IQ
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 The EDGAR database is extremely easy to use, once you figure out where to 
go and what to do. And that ’ s exactly what we explain in this section. It all 
starts at the SEC ’ s website ( www.sec.gov ). 

 Instead of giving you theoretical instructions on how to find a company filing, 
you can discover how to do it using a typical situation. Let ’ s say you ’ re an 
investment banker who ’ s trying to help a midsize healthcare company sell 
itself to a larger company. Your client wants to sell the company, rather than 
pursue an initial public offering, because there are other rivals working on 
similar technology. A delay in getting to market could mean the company 
could lose market share and not reach its potential. 

 That ’ s your challenge. You now need to start your research on companies 
that may be interested in making a deal. As an investment banker, you start 
putting together your short list of possible bidders, one of which is General 
Electric. But you can use EDGAR to strengthen your case. Here are the steps 
you ’ d follow to research one possible bidder:

      1 .     Go to   www.sec.gov  .   

     2 .     Click the Company Filings link, located just below the Search SEC 
Documents box in the upper-right corner (see Figure   6-1  ).  

     You ’ re taken to the EDGAR search page. 

 Figure 6-1  : 

  The 
Company 

Filings link 
on the  SEC  

home page.  

 Source: U.S. Securities and Exchange Commission ( www.sec.gov ) 
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              3 .     In the Fast Search box on the right side of the page, enter the name of 
the company ( in this example, General Electric) or the stock symbol if 
you know it (  in this case, GE ), and click the Search button.   

     4 .     Click the See All Company Filings link.  

     A giant list of all the company filings that are in EDGAR appears. With a 
company the size and stature of GE, there are, not surprisingly, all sorts 
of filings, including the ones described in the previous section.  

     5 .     Look through the list and start thinking about the filing with the 
information you seek.  

     When examining whether a company may be a potential buyer, what you 
want to know is how important the target ’ s industry is to the possible 
bidder (in this example, GE). GE has a large business unit that serves 
the healthcare industry. Getting the full details on the importance of an 
industry to a company is exactly the type of thing a 10-K is for.  

     6 .     Look through the list of results in the EDGAR database (and this may 
take quite a bit of scrolling), until you find the 10-K listing (shown in 
Figure   6-2  ).  

              7 .     Click the Documents link for the filing you ’ re interested in.  

     You ’ re taken to a listing of the data inside the 10-K filing. You can see 
what GE ’ s looks like in Figure  6-3 . 

 Figure 6-2  : 

  The  EDGAR  
database 

listing 
shows you 

all the  filings 
that are 

available for 
a company 

(in this 
case,  GE ). 

 Source: U.S. Securities and Exchange Commission ( www.sec.gov ) 
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101 Chapter 6: Finding the Data: Documents and Reports

       8 .     Select the actual Form 10-K.  

 

    Don ’ t be confused by the variety of documents. You want the Form 10-K, 
not one of the accompanying exhibits. In this case, click 
 geform10k2012.htm . You ’ re taken to the form.  

     9 .     Drill down and find the relevant data.  

     After opening the document, it ’ s time to start sleuthing. Be sure to use 
the search function on your computer to find keywords. With a little bit 
of searching, you ’ ll soon find that GE describes its different industry 
units in a  footnote  (a detailed piece of financial data that doesn ’ t fit in 
the financial statements). Specifically, in this case, footnote 28 is the one 
to home in on. This footnote, called “Operating Segments,” describes 
GE ’ s healthcare unit, including the products it makes (such as magnetic 
resonance imaging and computed tomography devices).  

     10 .     Do the analysis.  

     Scroll down even further in the footnote and you ’ ll see a financial 
breakdown of all GE ’ s business units, including healthcare. It turns out, 
GE ’ s healthcare business hauled in $18.3 billion in revenue in 2012, 
making it the company ’ s third largest of eight business units. That ’ s 
a significant fact and tells the investment banker that healthcare is of 
interest to GE. In fact, the healthcare unit grew by just 1.1 percent in 
2012 — that ’ s pretty slow growth, especially compared to the 

        

 Figure 6-3  : 

   GE  ’ s 10-K fil-
ing contains 
a number of 
documents.  

 Source: U.S. Securities and Exchange Commission ( www.sec.gov ) 
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123 Chapter 7: Making Sense of Financial Statements

  Table 7-1     Putting Hershey ’ s Balance Sheet into Perspective 

 Balance Sheet Line Item  2012 Value 
($ millions) 

 Common sized 
Value 

 Cash and equivalents  $728.3  15.3% 

 Accounts receivable  $461.4  9.7% 

 Inventories  $633.3  13.3% 

 Property, plant, and equipment  $1,674.1  35.2% 

 Goodwill  $588.0  12.4% 

 Other assets  $669.70  14.1% 

  Total assets    $4,754.8    100%  

 Accounts payable  $442.0  9.3% 

 Short-term debt  $118.2  2.5% 

 Current portion of 
long-term debt 

 $257.7  5.4% 

 Long-term debt  $1,531.0  32.2% 

 Other liabilities  $1,357.6  28.6% 

  Total liabilities    $3,706.5    78%  

  Total equity    $1,048.4    22%  

       ✓       Comparing debt to equity:  One of the most telling exercises for invest-
ment bankers looking at the balance sheet is the relationship between 
a company ’ s total debt and its equity. By simply dividing a company ’ s 
total liabilities by its total equity, investment bankers can see how lever-
aged a company is, or how much of the cost of the company ’ s assets are 
financed using debt and how much are financed using equity. 

     Using the Hershey example above, investment bankers see that the 
company relies much more heavily — more than three times more — on 
borrowings than on equity. Knowing this will help guide the investment 
bankers offering solutions to the company.  

       ✓       Studying book value:  A company ’ s  book value of equity,  loosely speak-
ing, is much like a person ’ s net worth. The book value of equity of a com-
pany is a rough estimate of what the company ’ s collection of assets is 
worth after paying all its liabilities. The key assumption, here, however, 
is that assets are liquidated at book value and liabilities are extinguished 
at book value. In reality, some assets, such as land, may be worth much 
more than book value, and other assets, such as inventory, may be 
worth much less than book value. Book value of equity is calculated by 
subtracting total liabilities and goodwill from a company ’ s total assets. 
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  Table 8-1     Debt-to-Equity Ratios by Industry 

 Industry   Debt-to-Equity Ratio 
 Oil and gas refining and marketing  27% 

 Industrial conglomerates  103% 

 Technology software  8% 

 Health care  10.2 
   Source: Thomson-Reuters       

 Getting up to speed with the quick ratio 
 Quick! Could you pay off your bills if your income suddenly went to zero? It ’ s 
a harrowing thought, but that ’ s the kind of thinking investment bankers must 
sometimes apply to companies. Knowing how to stress-test a company and 
knowing what would result if the unexpected happened is what the quick 
ratio does. The higher the quick ratio, the more the company has in  liquid 
assets  (assets that can readily been turned into cash) that could be used to 
pay upcoming bills. The ratio is calculated as follows:

    Quick Ratio Total Cash and Short-Term Investments Receivab= + lle
Total Current Liabilities

      

 

   Notice that the quick ratio excludes inventory. While inventory is an asset that 
can be sold, it often takes time to sell and the amount received can be unpre-
dictable, so it ’ s excluded from the quick ratio.   

 Interpreting interest coverage 
 There are several places where more coverage is better, and that certainly 
goes for Speedo bathing suits. More coverage is also good for companies 
when it comes to making interest payments. 

 When companies take on debt, they ’ re assuming liability for the resulting 
interest and principal payments. These payments aren ’ t negotiable and com-
panies don ’ t have the right to pay them when they feel like it. Interest is due 
and must be paid or bad things happen, including wiping out the common 
shareholders if things degenerate enough. The city of Detroit discovered that 
in mid-2013. 
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 Keying into profits with net margin 
 Net income isn ’ t perfect. After all, net income is a financial measure created 
by accountants for everyone, not a tool designed for investment banking pro-
fessionals. Even so, and despite the criticism mounted on net income, it ’ s still 
a basis of accounting that all companies must follow. The uniformity of net 
income makes it a valuable tool, if anything, to compare disparate companies 
with each other. 

 Another beauty of net margin, despite its shortcomings, is that it ’ s easy to 
calculate. Net income is provided by companies on their income statements. 
Calculating net margin is just a matter of:

    Net Margin Net Income
Total Revenue

=       

 This calculation of net margin gives you a percentage that tells you how 
much of every dollar a company earns after paying  all  its expenses, at least 
following the sometimes convoluted rules of accountants. 

 

   Net margin is another example of a profitability margin that can vary wildly 
depending on the industry the company is in. Investment bankers must take 
the time to carefully compare a company ’ s net margin with peers before 
drawing significant conclusions from it. You can get a good feel for how net 
margins can vary by industry in Table  8-2 . Again, industry analysis is so 
important to investment banking that you can dig into the topic with more 
detail in Chapter  9 . 

  Table 8-2     Net Margin by Industry 

 Industry   Net Margin (Five-Year Average) 
 Energy  12.7% 

 Technology  11.8% 

 Healthcare  11.4% 

 Industrials  9.7% 
   Source: Thomson-Reuters        
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  Table 8-3     Calculating Hershey ’ s Return on Capital 

 Financial Measure  2012 ($ millions)  2011 ($ millions) 
 EBIT  1,208.32  Not needed for 

calculation 

 Total equity  1036.75  857.32 

 Minority interest (debt)  11.62  23.63 

 Short-term borrowings (debt)  118.16  42.08 

 Current portion of long-term 
debt 

 257.73  97.59 

 Long-term debt  1,530.97  1,748.50 

 Total capital  2,955.24  2,769.12 

   Source: S&P Capital IQ     

 In Table  8-3 , believe it or not, you have more than enough to calculate return 
on capital. Using the formula from earlier, you calculate return on capital as 
follows:

    
Return on Capital Tax-Adjusted EBIT

Average Capital Investe
=

dd in Company

= ×
+⎛

⎝⎜
⎞
⎠⎟

=

$ , . .
$ , . $ , .

1 208 32 0 625
2 955 24 2 769 12

2

26..39

      

 This tells you that Hershey generated a 26.4 percent return from the assets 
invested in it. Not too shabby. 

 

   As is the case with most of the financial ratios, the real analysis by investment 
bankers is done by comparing the ROC from a prior period — say, 2011 in this 
example — or against the ROC of another company in the industry. It ’ s also 
important to note that most of the systems that investment bankers use — such 
as Bloomberg, S&P Capital IQ, and Thomson-Reuters — can calculate ROC.   
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that investors can use to calculate simple growth rates. Here ’ s a basic guide 
to calculating a growth rate:

   
Growth Rate (for a Period) Latest Number Previous Number

Pr
= −

eevious Number       

 This formula can be applied to just about any two numbers you ’ ll find on the 
financial statements to spot trends. In Table  8-4 , you see an example of calcu-
lating growth rates for various measures of Hershey. 

  Table 8-4     Hershey ’ s Growth Trends 

 Financial Measure  2012 
($ millions) 

 2011 
($ millions) 

 Growth 
Rate 

 Revenue  $6,644.3  $6,080.8  9.3% 

 Cost of goods sold  $3,784.4  $3,548.9  6.6% 

 Selling, marketing, and 
administrative costs 

 $1,703.8  $1,477.9  15.3% 

 Interest expense  $95.6  $92.2  3.7% 

 Net income  $660.9  $629.0  5.1% 

 Looking at Hershey ’ s growth rates gives investment bankers an entirely differ-
ent perspective on the company ’ s financials. With Hershey, you can see that 
the company is finding ways to drive nearly double-digit percentage revenue 
growth from the chocolate business. The company is also keeping a good 
relative control on its raw materials costs, shown by the modest 6.6 percent 
increase in cost of goods sold. 

 But the growth analysis of Hershey pinpoints a potentially troubling 15.3 
percent increase in selling, marketing, and administrative costs, or so-called 
“overhead.” This piece of information can drive the investment banker back 
to the 10-K to get more answers. 

 It turns out that Hershey ’ s overhead costs jumped in 2012 due to higher pro-
motion costs, employee-related costs, incentive pay, and costs connected 
with its acquisition of Brookside Foods, a Canadian maker of chocolate- 
covered fruit-juice pieces. 

 This is critical information for investment bankers to know. Bankers must be 
sensitive to the fact that Hershey management is certainly eyeing the rising 
overhead costs before approaching it with a deal, especially another merger 
opportunity.    
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 There ’ s a massive industry organization system called the  Global Industry 
Classification Standard  (GICS), which groups companies much like zoologists 
have a way of organizing similar animals. Just as animals are placed into a 
genus and species, companies are put into  sectors  and  industry groups.  GICS 
was developed by investment professional firms Morgan Stanley Capital 
International (MSCI) and Standard & Poor ’ s to assist in the analysis of 
companies. In other words, all their work makes your job a bit easier. You 
can take a look at the entire GICS structure at  www.msci.com/products/
indices/sector/gics/gics_structure.html . 

 

   Individual investors often confuse  sectors  and  industry groups,  but they ’ re 
actually quite different ways to look at groups of companies.  Sectors  are 
broad categories that roll up a number of relevant industry groups. 
 Industry groups  can be then further sliced into individual industries. 

 There are ten sectors, or main groupings that categorize all the major areas 
of businesses. Those ten sectors are then broken down into 26 industry 
groups. And those 26 industry groups break down into 70 industries. 

 It may help to see a summarized version of the breakdown of 
sectors and industry groups, as in Table  9-1 . 

  Table 9-1     The Ten Sectors 

 Sector  Select Industry Groups  Select Industries 
 Energy  Energy  Energy Equipment and 

Services
Oil, Gas, and 
Consumable Fuels 

 Materials  Materials  Chemicals
Construction Materials
Containers and 
Packaging 

 Industrials  Capital Goods  Aerospace and Defense
Building Products 

 Commercial and 
Professional Services 

 Professional services 

 Transportation  Airlines
Road and Rail 

 Consumer Discretionary  Automobiles and 
Components 

 Auto Components
Automobiles 
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 Sector  Select Industry Groups  Select Industries 

   Consumer Durables and 
Apparel 

 Household Durables
Leisure Equipment 

   Retailing  Distributors
Internet and Catalog 
Retailers 

 Consumer Staples  Food, Beverage, and 
Tobacco 

 Beverages
Food Products 

   Household and 
Personal Products 

 Personal Products 

 Healthcare  Healthcare Equipment 
and Services 

 Healthcare Equipment 
and Supplies 

   Pharmaceuticals, 
Biotechnology, and Life 
Sciences 

 Biotechnology
Life Sciences and 
Services 

 Financials  Banks  Commercial Banks
Thrifts and Mortgage 
Finance 

   Diversified Financials  Diversified Financial 
Services
Consumer Finance
Capital Markets 

 Information Technology  Software and Services  Internet Software and 
Services
IT Services 

   Technology Hardware 
and Equipment 

 Communications 
Equipment
Computers and 
Peripherals 

 Telecommunication 
Services  

 Telecommunication 
Services 

 Diversified 
Telecommunication 
Services
Wireless 
Telecommunication 
Services 

 Utilities  Utilities  Electric Utilities
Gas Utilities
Water Utilities 

   Source: MSCI, S&P Capital IQ     
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the upswing or headed downward. And to take this trend data to the 
next level, investment bankers are looking for ways to compare with related 
companies’ trends as well. 

 

   There ’ s a magical formula you need whenever calculating the change in one 
number from another. This calculation will be the way that all the percentage 
changes you read about in this chapter are devised. Here ’ s the way to 
remember it:

   Percentage Change = ([New Number − Old Number] ÷ Old Number) × 100    

 Let ’ s use a basic example: Imagine a corn plant was 10 inches tall before a 
farmer poured a bucket of fertilizer on it. After two weeks, the plant grew to 
be 18 inches tall. Here ’ s how much the plant grew:

   Percentage Change = ([18 − 10] ÷ 10) × 100 = 80%    

 This formula is critical when measuring trends.  

 Looking at an example: Dell 
 Instead of stepping you through the theoretical ways that trend analysis may aid 
the investment banker, it ’ s prudent to take a real example. Perhaps you recall 
that, in 2013, Michael Dell expressed interest in taking his computer company, 
Dell Computer, private in a leveraged buyout. News reports indicated that Dell ’ s 
revenue growth was slowing relative to the industry and that being private 
would allow the company to make investments needed to remain competitive. 
(Investment in new equipment and expansion is called  capital expenditures. ) 

 An investment banker would use trend data to quantify this financial story. 
The first step would be to get Dell ’ s revenue and capital expenses for sev-
eral years, both of which are available from Dell ’ s income statement and 
statement of cash flow from the company ’ s latest 10-K filing. If you need a 
refresher course on how to access the 10-K, flip back to Chapter  6 . To save 
you time, Table  9-2  is a presentation of several years of Dell ’ s revenue and 
capital spending. 

  Table 9-2     Dell ’ s Revenue and Capital Spending 

   Fiscal 2013 
($ millions) 

 Fiscal 2012 
($ millions) 

 Fiscal 2011 
($ millions) 

 Revenue  56,940  62,071  61,494 

 Capital expendi-
tures 

 513  675  444 

 Source: Dell 10-K filing for fiscal 2013, ending February 1, 2013       
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 Interpreting the results 
 Table  9-2  looks pretty, but at its face, you can ’ t glean much trend information 
until you convert the absolute numbers into percentage changes. And when 
you do the math, you generate a table like the one in Table  9-3 . 

  Table 9-3     Dell ’ s Revenue and Capital-Spending Trends 

   Fiscal 2013 (% change)  Fiscal 2012 (% change) 
 Revenue  –8.3  0.9 

 Capital expenditures  –24  52 

 Now the Dell story becomes crystal clear and quantified. Revenue did fall 
off 8.3 percent in fiscal 2013, certainly not a positive development. But even 
more alarmingly, the company cut back its capital expenditures by 24 percent. 
That ’ s a disturbing trend because technology companies rely on innovation 
and new products for revenue growth in future years. At this point, investment 
bankers can begin to see the problem that Dell is trying to address.   

 Measuring trends next to industry 
 Before investment bankers can jump to any conclusions about what they ’ ve 
seen in the trends, it ’ s important to measure those trends against other 
companies. After all, maybe Dell ’ s 8.3 percent decline in revenue is actually 
less severe than that reported by other tech companies. And perhaps, the 
rest of the industry is cutting back in capital spending, so a 24 percent 
reduction isn ’ t all that unusual. Knowing this would put the trend data in 
a much different light. 

 

   Using the techniques from earlier in this chapter, you prepare an industry 
comparison list. Using the list of peers from the computer hardware industry, 
you create a chart showing the revenue and capital expenditures trends at the 
rivals, which looks like Table  9-4 . 

  Table 9-4     Computer Hardware Trends 

   Revenue Change 
Comparable 2013 Period 
(% change) 

 Capital Expenditures Change 
in Comparable 2013 Period 
(% change) 

 Apple  18.8  89.3 

 Hewlett-
Packard 

 –5.0  –23.1 

 NCR  7.7  44.4 
 Source: Company filings (Apple 12-month period ended March 2013; Hewlett-Packard 12-month period 
ended January 31, 2013; NCR 12-month period ended March 2013)     
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 But the investment banker may want to take things a step further by common 
sizing the balance sheets of rivals, creating a table like the one shown in 
Table  9-5 . 

  Table 9-5     Comparing Balance Sheets 

 Competitor  Short-Term Debt 
as % of Total 
Assets 

 Current Portion of 
Long-Term Debt as 
% of Total Assets 

 Long-Term Debt as 
% of Total Assets 

 Mondelez  0.4  4.8  20.6 

 General 
Mills 

 8.5  3.6  24.3 

 Hershey  2.5  5.4  32.2 

 Source: S&P Capital IQ, based on packaged foods and meats industry as of December 2012 for 
Mondelez, November 2012 for General Mills     

 The common sizing industry analysis shows the investment banker that 
Hershey has more of its liabilities held in the form of long-term debt, giving 
the company more flexibility in the short term than its peers.   

 Comparing various profit margins 
 Comparisons are also important to investment bankers trying to gauge how 
profitable companies are. And again, common sizing is a tool that investment 
bankers can use to rank and compare a company ’ s profit-producing power. 

 

   When common sizing the income statement, you ’ re putting all the company ’ s 
expenses into perspective by comparing them to the company ’ s revenue. This 
technique, done by dividing all the elements of the income statement by the 
company ’ s revenue, gives you a quick way to see how the company ’ s profit 
margins compare with other companies’. 

 To show the power of common sizing with the income statement, you can 
try it out using the airline industry. The airline industry is known for its 
often tight profit margins and cutthroat competition. To dig deeper, you can 
common size the income statement of Delta Air Lines and then see how that 
matches up to the industry. Notice how after Delta ’ s income statement is 
common sized in Table  9-6 , you get a keen look into the company ’ s 
profitability and where its biggest expenses lie. 
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  Table 9-6     Common Sizing Delta ’ s 2012 Income Statement 

 Income Statement Item  Absolute 2012 Amount 
($ millions) 

 Common Sized (% of 
revenue) 

 Total revenue  36,670  100 

 Cost of goods sold  29.323  80 

 Gross profit  7,347  20 

 Selling, general, and 
administrative expenses 

 1,590  4.3 

 Operating income  2,600  7.1 

 Net income  1,009  2.8 
 Source: Delta Air Lines, S&P Capital IQ     

 The common sizing analysis of Delta Airlines confirms that the airline is 
definitely a relative low net margin business. The company earned just 2.8¢ 
of every dollar of revenue in 2012 as net income. A vast majority of the 
company ’ s revenue is chewed up by the company ’ s cost of goods sold, 
which includes jet fuel. 

 But to understand how Delta stacks up, it ’ s important to common size the 
income statements of its rivals, to create a chart like the one in Table  9-7 . 

  Table 9-7     Common sizing Delta ’ s Rivals 

   Gross Profit % of 
2012 revenue  

 Operating 
Income % of 
2012 Revenue 

 Net Income % of 
2012 Revenue 

 United 
Continental 

 24.0  3.7  –1.9 

 Southwest 
Airlines 

 21.6  4.7  2.5 

 Delta Air Lines  20.0  7.1  2.8 
 Source: S&P Capital IQ     

 The common sizing analysis of the companies in the airlines industry defi-
nitely shows how the industry has little control over its direct costs, such 
as jet fuel. The gross profit as a percentage of revenue is pretty consistent in 
the low to mid 20 percent range. Where the airlines have the most power to 
control costs is in overhead costs. This information is helpful for investment 
bankers because they may look for financial products to help airlines boost 
their profitability.    
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  Table 9-8     S&P 500 ’ s P/E through Time 

 Date  Operating P/E (Trailing) 
 December 31, 2012  14.7 

 December 31, 2011  13.0 

 December 31, 2010  15.0 

 December 31, 2000  23.5 

 December 31, 1990  14.6 
 Source: S&P Dow Jones Indices       

 EV/EBITDA 
 The P/E is a helpful benchmark of company ’ s value in large part due to sim-
plicity. If you have access to a computer and financial websites, you can get 
a company ’ s P/E pretty quickly. But investment bankers usually dig deeper, 
using EV/EBITDA, where EV is enterprise value and EBITDA is earnings before 
interest, taxes, depreciation, and amortization. You can read more about 
what these measures are and what they tell you in Chapter  8 . 

 But for now, know that EV/EBITDA is best appreciated when used to look at 
a valuation of a company compared with its peers. Calculating EV/EBITDA 
requires a calculation using data, pulled from the financial statements, like 
what you see in Table  9-9 . 

  Table 9-9     Calculating EV/EBITDA for Hershey in 2012 

 Data Point  Financial Statement Line Item 
($ millions) 

 Market value  16,119.64 

 Cash and short-term investments  466.2 

 Total debt and minority interest  2,007.01 

 Total revenue   6,644.25 

 Cost of goods sold  3,743.89 

 Selling, general, and administrative 
(SG&A) 

 1,692.05 

 Depreciation and amortization  194.74 
 Source: S&P Capital IQ as of December 31, 2012     
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 The first task for the investment banker is to calculate enterprise value. Using 
the formula in Chapter  8 , you know the following:

   Enterprise Value =  Market Value − Cash and Short-Term Investments 
+ Total Debt and Minority Interest    

 Referring to Table  9-9 , you can find all the data you need to plug into the 
formula to find:

   Enterprise Value = $16,119.64 − $466.2 + 2,007.01 = $17,661 million    

 Take a deep breath. You ’ re halfway there. Now it ’ s time to calculate EBITDA. 
The formulas for EBITDA is as follows:

   EBITDA =  Total Revenue − Cost of Goods Sold − Selling, General, and 
Administrative + Depreciation and Amortization    

 Again, inputting the data from Table  9-9 , you find:

   EBITDA = $6,644.25 − 3,743.89 − 1,692.05 + 194.74 = $1,403.05 million    

 Last, you divide enterprise value by EBITDA to find that Hershey had an EV/
EBITDA ratio as of December 31, 2012, of 12.6. 

 But what does that mean? To find out, you perform the same calculation with 
other firms in the packaged foods and meats industry and you find something 
like you see in Table  9-10 . 

  Table 9-10     Comparing EV/EBITDA 

 Competitor  EV/EBITDA 
 Mondelez  7.9 

 General Mills  10.2 
 Source: S&P Capital IQ as of Dec. 31, 2012     

 Comparing Hershey ’ s EV/EBITDA to select peers in its industry shows that 
investors are willing to pay a greater premium for shares of Hershey. This is 
important information for the investment bankers to consider when evaluating 
options for perhaps issuing stock or conducting a merger. 

 

   For this example, just two competitors are looked at. In a real-world analysis, 
you ’ d want to create a larger universe of competitors. 
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   There are some online services, like Thomson-Reuters, that will help you take 
an average of the entire industry (more on that in Chapter  21 ).    

 Comparing total debt-to-equity 
 Managing a company ’ s mix of debt and equity financing is a big part of what 
investment bankers do for their clients. Learning to size up a company ’ s 
total debt-to-equity ratio is a key part of understanding its  capital structure  
(the mix of the sources of funds a company uses to operate itself). Chapter  8  
shows how to calculate and analyze debt-to-equity ratios. But it ’ s important, 
too, to see how the debt-to-equity ratio can vary greatly among companies, 
as you can see in Table  9-11 . 

  Table 9-11     Comparing Total Debt-to-Equity 

 Company  Total Debt-to-Equity in 2012 
 Hershey  181.9% 

 Mondelez    77.8% 

 General Mills    95.2% 

 Source: S&P Capital IQ, data for December 31, 2012, except through February 2013 for General Mills 
due to fiscal year     

 Investment bankers can see, at a quick glance, that Hershey is much more 
dependent on debt than its peers, relative to equity financing. It ’ s a reminder 
that Hershey will be more interested in investment banking products that 
may help it manage its leverage.   

 Sizing up companies on their efficiency 
 Efficiency ratios help investors, and investment bankers, see how well 
management is handling the cash entrusted to it by its investors and bond-
holders. For this reason, efficiency ratios, such as return on equity can be 
somewhat of a report card to judge management. You can find out everything 
there is to know about return on equity (ROE) in Chapter  14 . 

 But just remember that before being critical of management, using ROE, you 
have to put this ratio into context. Some industries generate higher returns 
than others and some businesses require larger investments in plants and 
equipment. It ’ s natural for some industries to have higher returns on equity.   
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         ✓       Dividends:  Companies, if they choose, may make periodic (usually 
quarterly) cash payments to the shareholders of record. These pay-
ments, typically made from cash generated by the business, can be an 
important part of the total return investors receive by holding a stock. 
Companies may also choose to make large one-time dividend payments. 
Dividends can be a very significant part of a company ’ s  total return  to 
investors (see Table  10-1 ). 

 

    Investors typically look at dividends in terms of a  dividend yield.  The 
dividend yield puts the dividend in relation to the stock price, by divid-
ing the annual dividend by the stock price to arrive at a percentage 
return. For instance, if a stock that is trading for $50 a share pays an 
annual $1-per-share dividend, the dividend yield is 0.02, or 2 percent of 
the share price.  

       ✓       Stock price appreciation:  After companies first sell shares to the public, 
the investors who buy those shares are free to buy and sell at will in the 
 secondary market.  Investors are constantly buying and selling the shares 
based on what they think the future of the company will be. The price 
investors are willing to pay for the share ebbs and flows as new 
information comes into the market and future prospects for the 
firm rise and fall.  

       ✓       Special business transactions:  Although not nearly as common as divi-
dends and stock price appreciation, some companies may look to spe-
cial transactions to unlock value. One of the most common events, and 
one that involves investment bankers, are spinoffs. Spinoffs occur when 
companies break out a part of their business and set it up as a separate 
company, often with its own stock.    

  Table 10-1     Where Stock Investors Get Return on S&P 500 

 Year Ending  Total Return 
Change  

 Stock-Price 
Appreciation 

 Dividend 
Yield 

 December 31, 2012  16.0%  13.4%  2.6% 

 December 30, 2011  2.1%  0.0%  2.1% 

 December 29, 2000  –9.1%  –10.1%  1.0% 

 December 31, 1995  37.6%  34.1%  3.5% 

 December 31, 1990  –3.1%  –6.6%  3.5% 

   Source: S&P Dow Jones Indices     
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company ’ s implied enterprise value is $9.20 and the EBITDA is $1, that means 
implied enterprise value is 9.2 times, or 9.2x, EBITDA. The analysis looks 
much like what you see in Table  10-2 . 

  Table 10-2     Breaking Down Smithfield ’ s Buyout Ratios 

 Ratio  Value 
 Implied enterprise value/EBITDA  9.2x 

 Implied equity value/net income  25.7x 

 Implied equity value/book value  1.5x 
   Source: S&P Capital IQ     

 The transaction ratios above can then be compared against those of other 
deals to gauge what kind of deal the buyer has negotiated. For instance, 
another big meatpacking deal occurred in December 2011 when Leucadia 
National bought National Beef Packing for $1.4 billion. But that deal was 
valued at 4.8x enterprise value to EBITDA, well below the 9.2x paid for 
Smithfield, says S&P Capital IQ.      

 When past transactions reveal insanity  
 One of the classic examples of when the stock 
market went cuckoo over a stock came in one of 
the most cuckoo years on Wall Street, the year 
2000. In March of that year, 3Com, a network 
equipment maker, announced that it planned to 
 spin off,  or create a separate public company, 
its Palm unit. Palm was one of the pioneering 
makers of handheld computers. 

 There ’ s where transaction analysis comes 
in handy. As part of the spinoff of Palm, 3Com 
announced it would spin off the rest of the com-
pany by the end of 2000. For every share of 3Com 
they owned, 3Com shareholders would get 1.5 
shares of Palm. Logic would tell you that shares 
of 3Com should have been 1.5 times higher than 
of Palm, assuming the rest of 3Com had no 
value, given the terms of the Palm spinoff offer. 

 Yet, here ’ s the strange part: The frenzy over 
shares of Palm, a hot company at the time, 
caused the Palm shares to soar to $95.06 
apiece during the first day of trading for 
the Palm IPO. Mathematics would dictate, 
then, that shares of 3Com should trade for 
$145. But instead, shares of 3Com dropped 
to $81.81 on the first day of trading for Palm. 
This disconnect showed that naïve investors 
were bidding up shares of Palm to ridiculous 
levels and not paying attention to the terms 
of the deal, according to research by Owen 
Lamont and Richard Thaler of the University 
of Chicago Graduate School of Business. And 
get this: Shares of Palm ultimately lost 90 per-
cent of their value in the year following their 
IPO.  
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than stock returns. However, over the long term, investing in stocks provides 
investors with higher returns, allowing them to eat better than bondholders. 

 

   “No pain, no gain” applies in the investment banking world as much as in the 
gym. Investors take on pain (or risk) in exchange for gain (or return). 
Typically, the more risk (or volatility) that investors accept, the more they 
may expect in return. 

 Returns are easy to measure. It ’ s simply the appreciation in the value of the 
investment plus any interest or dividends paid. Risk is trickier to measure. 
Academics typically look at  standard deviation,  a statistical measure that 
quantifies how much an asset swings in price. Table  11-1  shows you how 
much higher stock returns have been than bond returns. The Return column 
shows how much the investors earned; the Standard Deviation of Return 
column shows how much the asset class, on average, changed in price during 
a given year. 

  Table 11-1     Statistics for Various Asset Classes Based on 
     Annual Returns (1926–2011) 

 Asset Class  Return  Standard Deviation of 
Return 

 Large stocks  11.77%  20.30% 

 Small stocks  16.51%  32.51% 

 Long-term corporate bonds  6.36%  8.35% 

 Long-term government bonds  6.14%  9.78% 

 Intermediate-term government bonds  5.54%  5.67% 

 Treasury bills  3.62%  3.10% 
  Source: Ibbotson SBBI 2012 Classic Yearbook: Market Results for Stocks, Bonds, Bills, and Inflation, 
1926–2011 (Ibbotson Associates)      

 Identifying the Various Types of Bonds 
 The kind of bond we describe in the preceding section is a  plain-vanilla 
bond  — the simplest type of corporate bond. Nothing against vanilla — it ’ s 
fine for ice cream — but as you may suspect, the bond market is not limited 
to plain-vanilla bonds. Investment bankers are an innovative and enterprising 
lot, and they ’ ve developed many bond variations. We describe the most 
prominent bond varieties in this section.  
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 Duration is one tool investment bankers use to determine how risky a bond 
investment is. It ’ s defined as the time-weighted term to maturity of a bond in 
which the cash flows are weighted according to when they ’ re received in a 
present value sense. 

 When you compute the duration for a bond, the unit of measurement is in 
years. You calculate duration simply by finding the present value of each 
cash flow as a percentage of the price of the bond and multiplying that value 
by the year in which the cash flow is received. The sum of those values is the 
time-weighted term to maturity of the bond and represents the duration of 
the bond. 

 Table  11-2  calculates the duration for a ten-year, 5 percent coupon bond 
with a 7 percent yield to maturity (assuming annual interest payments). This 
bond has a duration of 7.94 years. It will show interest rate sensitivity that is 
identical to a zero-coupon bond with 7.94 years to maturity. 

  Table 11-2     The Duration of a 5 Percent Coupon, Ten-Year Bond 
   with a Yield to Maturity of 7 Percent 

 Year  Cash 
Flow 

 Present Value 
of Cash Flow 
at 7% 

 Present Value 
as a Percent 
of Price 

 Year x Present 
Value as a 
Percent of Price 

 1  $50  $46.73  0.0544  0.0544 

 2  $50  $43.67  0.0508  0.1016 

 3  $50  $40.81  0.0475  0.1425 

 4  $50  $38.14  0.0444  0.1776 

 5  $50  $35.65  0.0415  0.2075 

 6  $50  $33.32  0.0388  0.2328 

 7  $50  $31.14  0.0362  0.2534 

 8  $50  $29.10  0.0339  0.2712 

 9  $50  $27.20  0.0316  0.2844 

 10  $1050  $533.77  0.6210  6.2100 

  Total      $859.53      7.9354  

 

   Duration has many useful properties. One is that you can compute the duration 
of a fixed-income portfolio simply by computing a weighted average (weighted 
by value) of the bonds in the portfolio. In that way, an investor can determine 
the interest rate sensitivity of his fixed-income portfolio and can estimate how 
much the portfolio will change in value given a change in market interest rates. 
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 Portfolio managers often adjust the duration of their portfolios by buying and 
selling bonds in anticipation of interest rate changes. For example, if you thought 
interest rates were going to decline (and bond values would rise), you would want 
to lengthen the duration of your portfolio. Conversely, if you thought interest 
rates were going to rise, you would want to shorten the duration of your portfolio.     

 Tracking the Bond Market 
 The evening news typically tells viewers how the Dow Jones Industrials or 
S&P 500 stock indexes performed that day, but results in the bond market 
generally aren ’ t reported by the popular media. There isn ’ t the equivalent of 
a widely followed bond market index to the two popular equity indexes. So, 
bond investors typically consider the U.S. Treasury yield curve the appropri-
ate bond market benchmark and monitor changes to the yield curve to gauge 
the bond market and interest rates. 

 The U.S. Treasury yield curve is simply a graph showing the relationship 
between yield on a U.S. Treasury security in relation to the maturity of the 
instrument. U.S. Treasury securities are used because they ’ re always issued 
by the same entity — the U.S. Treasury — and they have no default risk. 
So, they give an idea of what investors demand for the pure time value 
of money. 

 Most often, the yield curve is upward sloping (like the one in Figure  11-1 ). In 
other words, longer-maturity (longer-duration) Treasury bonds have a higher 
yield to maturity than shorter-maturity Treasury bonds. This makes intuitive 
sense: A longer time period generally has greater risks, just because there ’ s 
more time for unexpected things to happen. 

   

 Figure 11-1  : 

 A typical 
U.S. 

Treasury 
yield curve.
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  Courtesy of S&P Capital IQ   

 

   Dig into the discounted cash flow analysis in a free article at  http://www. 
dummies.com/extras/investmentbanking . 
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Alcoa is much more risky — when added to a portfolio — than the market, 
while Johnson & Johnson is much less risky than the market. American 
Express, on the other hand, has a risk nearly identical to the market. 

  Table 12-1     Betas for Stocks as of July 16, 2013 

 Stock  Beta 
 Alcoa  1.94 

 American Express  0.99 

 General Electric  1.32 

 IBM  0.73 

 Johnson & Johnson  0.40 

   Source: Yahoo! Finance       

 Applying the CAPM 
 All you need to know to estimate the required rate of return on equity ( r   e  ) 
according to the CAPM are the following three inputs:

        ✓       Risk-free rate of return : This is generally the current yield on 90-day 
Treasury bills issued by the U.S. government, but some analysts use a 
longer-term (10-year or 30-year U.S. government bond rate). You can 
look up this rate on any number of financial websites including Yahoo! 
Finance and Bloomberg ( www.bloomberg.com ). On July 16, 2013, the 
return on 90-day Treasury bills was 0.03 percent — a historically low 
yield!  

       ✓       Market risk premium : The market risk premium is simply defined as 
the expected return on stocks minus the return on U.S. Treasury bills. 
It is, in effect, the premium an investor earns for investing in the market 
versus simply investing in Treasury bills. This is where the art of invest-
ment banking comes in. There is no one source to look up what the 
market risk premium is, so the analyst must estimate it. One method 
is to look at history and see what it has averaged over a long period of 
time. Using the data in Table  11-1 , the market risk premium from 1926 
through 2011 is 8.15 percent — computed as the difference between the 
return on large stocks (11.77 percent) and the return on Treasury bills 
(3.62 percent).  

       ✓       Beta : As noted earlier, you can look up a stock ’ s beta on a number of 
financial websites.    

 The first two inputs — the risk-free rate of return and the market risk 
premium — are the same for all stocks. So, according to the CAPM, the only 
variable that changes when we examine different stocks is beta. 
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 This example assumes one non-constant growth period, but it can certainly 
be modified to encompass as many different non-constant growth periods as 
the analyst can imagine.   

 Stress-testing the results 
 Firm values are very sensitive to the major inputs to the valuation process — the 
estimates for growth in free cash flow and the estimate of the WACC. Even small 
modifications in these estimates can have a significant impact on firm value. 

 Investment bankers should stress-test their results to examine the impact of 
their major assumptions on firm value.  Stress testing , or using a combination 
of hypothetical values interpreted with human judgment, gives investment 
bankers an idea of how confident they should be in their valuations. To illus-
trate, we ’ ll assume the constant growth model, with a current free cash flow 
estimate of $400 million. Table  12-2  shows how much the firm value changes 
by changing either the WACC or the growth rate of free cash flow, or both. 

  Table 12 - 2     Firm Value (in Billions) for Various WACCs 
 and Growth Rates 

   WACC 

 Growth Rates 

   8%  9%  10%  11%  12% 

 7%  $42.8  $21.4  $14.3  $10.7  $8.6 

 6%  $21.2   $14.1  $10.6  $8.5  $7.1 

 5%  $14.0   $10.5  $8.4  $7.0  $6.0 

 4%  $10.4   $8.3  $6.9  $5.9  $5.2 

 3%  $8.2  $6.9  $5.9  $5.2  $4.6 

 As you can see, a relatively tight range of both WACC and growth estimates 
provides widely diverging firm values. For example, when you assume a con-
stant WACC of 10 percent, firm value ranges from a low of $5.9 billion to a high 
of $14.3 billion when you change the constant growth estimate from 3 percent 
to 7 percent. Likewise, if you assume a constant growth rate of 5 percent, firm 
value ranges from a low of $6 billion to a high of $14 billion when you change 
the WACC estimate from a high of 12 percent to a low of 8 percent. 

 

   Relatively small changes in the input assumptions matter a great deal. This is 
precisely why investment banking analysts will differ in their opinions on 
whether a firm is undervalued or overvalued. If you ’ re wondering why some 
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bankers want to construct a deal that maximizes the amount of debt capital 
and minimizes the amount of equity capital, while still putting together a 
package that will ensure the long-term success of the firm. After all, if the firm 
can ’ t generate sufficient cash flow and survive over the long run, the equity 
holders will lose because their positions will ultimately be worthless. 

 Let ’ s assume that market conditions are fairly good and will support a total 
debt to EBITDA multiple of six times. Let ’ s also assume that our cracker-
jack investment banking analysts have crunched the numbers and that the 
EBITDA level of our target firm is $300 million annually. This means that the 
total debt supported by the market for our hypothetical deal is likely to be in 
the range of $1.8 billion. 

 

   But the deal isn ’ t going to be financed solely with debt. Analysts will also look 
to comparable deals for some gauge as to how much equity cushion other 
comparable deals are commanding. In poorer markets, when investors are 
more risk averse, the amount of equity required to successfully undertake 
LBOs expands. Conversely, in strong markets when investors’ risk appetites 
inflate, the amount of equity required for LBOs decreases. For the sake of our 
hypothetical LBO, let ’ s assume that the amount of equity provided in similar 
LBOs is 1.5 times EBITDA, or $450 million. Thus, the financing for our LBO will 
consist of $1.8 billion in total debt and $450 million in equity, for a total capi-
talization of $2.25 billion. The purchase price of this LBO is effectively 7.5 
times EBITDA. 

 Now, it ’ s very likely that the debt that is issued in this LBO will be of different 
varieties. A typical LBO structure may have 50 percent to 60 percent of the 
debt consisting of term bank loans and a revolving credit commitment and 
the other 40 percent to 50 percent consisting of mezzanine debt (because this 
hypothetical transaction would be awfully small for the junk bond market). 

 Thus, our LBO capital structure might look like the following: 

 Revolving credit agreement (LIBOR plus 2%)  $100 million 
 Five-year term loan at 8%  $900 million 
 Mezzanine debt  $800 million 
 Equity  $450 million 
 Total  $2.25 billion 

 Seeing how the results work out 
 So, what does $2.25 billion buy you? Well, in our example, it buys you an 
income stream of $300 million annually in EBITDA. That is, the LBO sponsor 
paid a total of $2.25 billion for the cash flows of the target firm that are esti-
mated to be $300 million annually. Now, we ’ ve really simplified things here by 
assuming that EBITDA stays constant for the foreseeable future at 
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and, instead, reinvest all their earnings in the company to provide for future 
growth. Investors know this and companies generally develop dividend 
payout policies that attract certain types of investors. For example, many 
public utilities have very high dividend payout rates and are preferred 
by people who want to supplement their current income with dividend 
income. 

 Other more growth-oriented companies may have very low or no dividend 
payouts. Warren Buffett ’ s Berkshire Hathaway, for example, has never paid a 
dividend. And the shareholders of Berkshire Hathaway are quite pleased that 
the firm hasn ’ t paid dividends, because the firm has averaged a 19.7 
percent compound annual return over 45 years from 1968 through 2012.
 Just $1 invested in Berkshire Hathaway in 1968 would ’ ve grown to 
over $3,267 by the end of 2012! 

 Later in this chapter, we explain how to closely examine the profitability 
of the Coca-Cola Company and break down the profitability of Coca-Cola 
into its component parts. But, as a preview, take a look at Table  14-1  and see 
how consistently high Coca-Cola ’ s return on equity has been over the past 
ten years. 

  Table 14-1     Return on Equity for Coca-Cola 

 Year  Return on Equity 
 2012  27.4% 

 2011  27.1% 

 2010  37.8% 

 2009  27.5% 

 2008  28.4% 

 2007  27.5% 

 2006  30.8% 

 2005  29.6% 

 2004  30.3% 

 2003  30.8% 

 Both the level of ROE and the consistency of ROE indicate that the Coca-Cola 
Company has a terrific business model and is incredibly well managed. These 
kinds of results are what firms strive to provide for shareholders.   
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 Pros and cons of return on equity versus 
other profitability measures 
 Return on equity isn ’ t the only profitability measure that investment  banking 
analysts pay attention to, although it is arguably the most important 
one. Several other measures deserve consideration, and we calculate 
them in this section, explaining how they work for one of the most popular 
companies with investors and the general public, the Coca-Cola Company 
(ticker symbol: KO). 

 You probably already know Coca-Cola is a ubiquitous brand around the 
world. In fact, none other than Warren Buffett himself has indicated he thinks 
that it ’ s the best brand in the world. A measure of the strength of Coke ’ s 
brand is that there are Coca-Cola stores online, in New York City, and in Las 
Vegas. When people will pay you to advertise their brand, you know you have 
a strong franchise. 

 Table  14-2  presents abbreviated financial statements (income statement 
and balance sheet) from the Coca-Cola Company for the years 2010, 2011, 
and 2012. 

  Table 14-2     Financial Statements for the Coca-Cola Company 
 (in Millions of Dollars) 

 Abbreviated Income Statement  2012  2011  2010 
 Sales  48,017  46,542  35,119 

 Cost of Goods Sold  (19,053)  (18,215)  (12,693) 

 Gross Profit  28,964  28.327  22,426 

 Selling, General, and Administrative 
Expenses 

 (18,185)  (18,154)  (14,013) 

 Earnings Before Interest and Taxes  10,779  10,173  8,413 

 Interest Income  471  483  317 

 Interest Expense  (397)  (417)  (733) 

 Equity Income  819  690  1025 

 Other Income  137  529  5185 

 Earnings Before Taxes  11,809  11,458  14,207 

 Taxes  2,723  2,812  2,370 

 Net Income  9,086  8,648  11,837 
(continued)
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 Abbreviated Income Statement  2012  2011  2010 

 Abbreviated Balance Sheet  2012  2011  2010 

 Current Assets  30,328  25,497  21,579 

 Long-Term Assets  55,846  54,477  51,342 

 Total Assets  86,174  79,974  72,921 

 Current Liabilities  27,821  24,283  18,508 

 Long-Term Debt  14,736  13,656  14,041 

 Other Liabilities  10,449  10.114  9,055 

 Total Equity  33,168  31,921  31,317 

 Total Liabilities and Equity  86,174  79,974  72,921 

   Source: EDGAR     

 The other profitability measures that investment bankers consider are gross 
profit margin, operating profit margin, and net profit margin. In the following 
sections, we compute each of these measures for year 2012 and explain the 
significance.  

 Gross profit margin 
  Gross profit  equals sales minus the cost of goods sold. Coca-Cola ’ s gross 
profit margin for 2012 is computed as follows:

   
Gross Profit Margin Gross Profit

Sales
= = =$ ,

$ ,
.28 964

48 017
0 603 == 60 3. %

      

 This profitability measure shows the basic cost structure of the firm and, like 
many calculated measures, is very industry specific. The beverage industry 
is characterized by very wide margins. The actual cost to produce and bottle 
the product is fairly low. The real significant costs come in advertising and 
building the brand. 

 Over the last three years, Coca-Cola has been able to maintain a fairly stable 
gross profit margin — the margins were 60.9 percent and 63.9 percent in 
years 2011 and 2010, respectively. 

 

   It ’ s not enough to just eyeball one year ’ s gross profit margin and think that 
tells you much. One thing investment bankers would key their eye on with the 
Coca-Cola example is the fact that the trend in the ratio is down slightly. 
Further erosion in gross profit margin over the next couple years may be 
cause for concern.   

Table 14-2 (continued)
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 This analysis provides the analyst with more detail and more insight as to 
how Coca-Cola is generating its remarkable return on equity.     

 Interpreting the Results 
 Up to now, we ’ ve looked only at Coca-Cola and compared how ROE and the 
components in ROE for both the three- and five-factor models have trended 
over the past few years. One of the most illuminating aspects of DuPont anal-
ysis is to compare a company to the industry it operates in and to its chief 
competitors.  

 Cola wars 
 You ’ ve likely heard about the blindfolded taste tests that ask consumers to 
compare the taste of Coke and Pepsi to each other. Financial analysts can do a 
variation of the taste test to see which company “tastes” better to investors. 

 The data in Table  14-3  allows the analyst to perform a three-factor DuPont anal-
ysis on Pepsico and compare the results to that of the Coca-Cola Company. 

  Table 14-3     Financial Data for Pepsico and Coca-Cola 
 (in Millions of Dollars) 

   2012  2011  2010 

   Pepsico  Coca-
Cola 

 Pepsico  Coca-
Cola 

 Pepsico  Coca-
Cola 

 Sales  65,492  48,017  66,504  46,542  57,838  35,119 

 Net Income  6,178  9,086  6,443  8,648  6,320  11,837 

 Total Assets  74,638  86,174  72,882  79,794  68,153  72,921 

 Stockholders’ 
Equity 

 22,417  33,168  20,704  31,921  21,273  31,317 

   Source: EDGAR     
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 The first thing to notice is that Coca-Cola and Pepsico are of comparable 
size when looking at sales, total assets, and stockholders’ equity. Investment 
bankers are very careful not to use companies that are of dramatically differ-
ent size when doing cross-sectional comparisons. A multi-billion-dollar global 
firm should not be compared to a smaller, regional firm even if they ’ re in the 
same fundamental industry. 

 Table  14-4  presents a three-factor DuPont analysis of Pepsico and the 
 Coca-Cola Company for the years 2010 through 2012. 

  Table 14-4     Three-Factor DuPont Analysis for Pepsico and the 
  Coca-Cola Company 

   2012  2011  2010 

   Pepsico  Coca-
Cola 

 Pepsico  Coca-
Cola 

 Pepsico  Coca-
Cola 

 Return on Equity  27.5%  27.4%  31.1%  27.1%  29.7%  37.8% 

 Net Profit 
Margin 

 9.4%  18.9%  9.7%  18.6%  10.9%  33.7% 

 Asset Turnover  0.877  0.557  1.096  0.582  1.178  0.482 

 Leverage  3.330  2.598  3.520  2.505  3.204  2.328 

 What the numbers mean 
 The Coca-Cola Company and Pepsico are two remarkably well-run firms in a 
business that is really pretty simple and doesn ’ t rely on sophisticated tech-
nologies. In fact, these two beverage giants have become the dominant global 
players in an industry that has very small barriers to entry. They ’ ve both 
built remarkable global brands. In fact, Interbrand — a global brand consul-
tancy firm — has ranked Coca-Cola the number-one brand in the world and 
has ranked Pepsi 22nd. 

 The return on equity — the return that both companies have earned on 
shareholder equity — is quite high and consistent over the time period stud-
ied. Any investor would have been thrilled to have their money providing 
these kinds of returns over the past three years. 

 

   A close perusal of the three-factor DuPont model shows that the firms get to 
their near identical ROEs in very different ways. Pepsico ’ s net profit margin is 
roughly half that of Coca-Cola, while its total asset turnover is substantially 
higher. Additionally, Pepsico is a much more highly leveraged firm than 
 Coca-Cola is.   
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   Find out how to not get fooled by the financials, in a free article at  http://www.
dummies.com/extras/investmentbanking . 
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   In the short run — and remember, much of managements’ incentive compen-
sation is related to current earnings — assuming a higher rate of return on 
assets will allow the firm to make lower pension contributions and will 
increase reported firm earnings per share. If a firm assumes an 8 percent rate 
of return on pension assets, it will make lower current contributions into the 
pension fund than if it assumes a 7 percent rate of return. We won ’ t get into 
the nitty-gritty of how these assumptions are determined and how much lati-
tude is given to the firm under GAAP, but suffice it to say, some firms are more 
realistic than others in projecting both future pension liabilities and the size of 
the pension fund asset pool that will be used to extinguish those liabilities. 

 

   Historically, the common rule of thumb for most pension plans is to have 
about 60 percent of assets invested in stocks and the remaining 40 percent of 
assets invested in bonds. If yields in the bond market are around 2 percent 
(which they were in mid-2013) and if 40 percent of the pension portfolio was 
invested in bonds, to earn an assumed rate of return of 8 percent on the 
entire portfolio, stocks would have to provide an average annual return of 
12 percent. Now, a 12 percent average rate of return on stocks is not out of the 
realm of possibility given history, but it is certainly an aggressive assumption 
and looks pretty dicey given the state of financial markets today. 

 The expected (or assumed) rate of return on defined benefit pension plans 
is found in the notes to financial statements in the annual reports and 10-Ks 
companies prepare for distribution to investors. Table  16-1  provides a sample 
of the expected rate of return on defined benefit pension plans for several 
of the largest companies listed on the New York Stock Exchange. You can 
see how dramatically different the assumptions are. And keep in mind that 
a difference in the assumed rate by just a few basis points can mean a differ-
ence of many millions of dollars. Note that Johnson & Johnson uses much 
more aggressive return assumptions than American Express. Is there any 
reason to believe that Johnson & Johnson will earn a much higher return on 
investments than American Express will? 

  Table 16-1     Assumed Rates of Return on Pension Plan Assets 

 Year  American 
Express 

 Alcoa  General 
Electric 

 Johnson & 
Johnson 

 2010  6.9%  8.75%  8.0%  8.68% 

 2011  6.9%  8.50%  8.0%  8.62% 

 2012  6.7%  8.50%  8.0%  8.45% 

 The assumed rates of return on pension assets give you a clue about how 
conservative or aggressive the firm is being in the current year, because 
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this assumption affects current period earnings and the income statement. 
Another assumption that must be made with respect to defined benefit 
pension plans is the discount rate used to determine the total pension 
liability. 

 The  net pension liability  (total pension liability less accumulated plan assets) 
appears as a liability on the balance sheet. The higher the discount rate being 
assumed to discount future pension liabilities, the lower the value of pen-
sion liabilities will appear on the balance sheet. So, if a firm wants to make 
its financial position appear stronger, it will assume a higher discount rate to 
apply to pension liabilities. Firms cannot simply pull these assumptions out 
of thin air. The discount rate should reflect economic realities — specifically, 
if interest rates in the government bond market are low and expected to 
remain low, it ’ s difficult to justify a high discount rate. 

 In Table  16-2 , you can see how the four firms we profile in Table  16-1  differ 
with respect to the discount rates they apply to pension liabilities. A pattern 
is emerging. Johnson & Johnson had the most aggressive assumptions with 
respect to assumed rates of return on pension assets and also has the most 
aggressive assumptions with respect to discount rates used to determine 
pension liabilities. Taken together, and when compared to other very large 
corporations, Johnson & Johnson appears to be toward the more aggres-
sive end of determining both current pension costs and long-term pension 
liabilities. From this brief analysis, you can ’ t conclude that the management 
of Johnson & Johnson is understating the firm ’ s current pension costs and 
long-term pension liabilities, but it does warrant a closer look by analysts and 
is something to closely monitor moving forward. 

  Table 16-2     Discount Rates Used to Determine Pension Liabilities 

 Year  American 
Express 

 Alcoa  General 
Electric 

 Johnson & 
Johnson 

 2010  5.3%  5.75%  5.28%  5.71% 

 2011  4.7%  4.90%  4.21%  5.13% 

 2012  3.8%  4.15%  3.96%  4.25% 

 How extensive is the problem of underfunded pension plans largely due to 
unrealistic return assumptions? According to the actuarial firm Milliman, in 
mid-2013, total pension deficits in the 100 largest corporate defined benefit 
pension plans was around $226 billion, and the average plan was considered 
86 percent funded. Further evidence from  The New York Times  reported that 
of the 500 companies in the S&P 500 Index, 338 have defined benefit pension 
plans and only 18 are fully funded. 
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  Table 18-1     Income Statements for 2012 

   Performance 
Ade 

 Yankee 

 Sales  $1,651,667  $710,000 

 Less: Cost of goods sold  $566,667  $359,000 

 Gross profit  $1,085,000  $351,000 

 Less: Selling, general, and administrative expenses  $600,000  $200,000 

 Operating income (EBIT)  $485,000  $151,000 

 Less: Interest expense  $50,000  $6,000 

 Earnings before taxes  $435,000  $145,000 

 Less: Taxes (30%)  $130,500  $45,000 

 Net income  $304,500  $100,000 

 As you can see, Performance Ade has over 2.3 times the sales volume that 
Yankee has, and over 3 times the net income. The key cost categories to com-
pare are cost of goods sold and general, selling, and administrative expenses. 
For a beverage company, the largest elements of the cost of goods sold will be 
the ingredients such as sugar, labor costs, and depreciation on the machines 
used to produce the product. For a beverage company, the largest selling, gen-
eral, and administrative expenses are those related to marketing and promotion. 

  Common size analysis  is a tool used by investment bankers to compare two 
companies who may differ dramatically in size or structure. Investment bank-
ers doing this analysis divide every category on the income statement by 
sales for that firm and allow you to see how the firms stack up in comparison 
to one another. (See Chapter  7  for a discussion of common size analysis.) 

 If you were to perform a common size analysis, you would find that 
Performance Ade has much larger general, selling, and administrative 
expenses than Yankee does, while Yankee has much larger cost of goods sold 
as a percentage of sales than Performance Ade does. This is consistent with 
the fact that Power Ade is a premium product, while Yankee doesn ’ t produce 
premium products, operating on a more regional basis in the store brand or 
plain-label space. So, Performance Ade spends a greater percentage of reve-
nues on advertising and promotion, while Yankee spends a higher percentage 
on the actual production of the product.   

 Balance sheets 
 The balance sheets for the most recent year for Performance Ade and Yankee 
are presented in Table  18-2 . 
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  Table 18-2     Balance Sheets 

 Assets  Performance Ade  Yankee 
 Cash  $550,560  $200,200 

 Accounts receivable  $275,280  $205,000 

 Inventory  $206,460  $150,000 

 Property, plant, and equipment  $1,926,960  $757,000 

 Total assets  $2,959,260  $1,312,200 

 Liabilities and equity     

 Accounts payable  $344,100  $212,200 

 Short-term debt  $619,380  $200,000 

 Long-term debt  $516,150  $110,000 

 Other liabilities  $344,100  $90,000 

 Equity  $1,135,530  $700,000 

 Total liabilities and equity  $2,959,260  $1,312,200 

 Akin to the common size analysis of the income statement, the analyst can 
perform a common size analysis of the balance sheet. However, instead 
of dividing all balance sheet amounts by sales or revenues, the analyst 
will divide them by total assets (or total liabilities and equity). Doing this 
shows that the asset bases of both firms are heavily weighted toward 
property, plant, and equipment. In the case of Performance Ade, this isn ’ t 
surprising — it ’ s a growing firm and it has been reinvesting all its earnings 
in expanding the business. In the case of a more established company like 
Yankee, it ’ s a little surprising — however, remember that a few years ago 
Yankee renovated its plants and purchased state-of-the-art manufacturing 
equipment. 

 

   The accounts on the balance sheet are book values and may not have a close 
relationship to the actual value of the assets. Generally, cash, accounts receiv-
able, and, to a lesser extent, inventory are carried on the balance sheet at 
values that are very close to actual market values. However, property, plant, 
and equipment may have a book value that is markedly different from the 
actual market value. For instance, a firm like Yankee may have real estate that 
is carried on the books at the acquisition value from over 85 years ago! 
Likewise, plant and equipment may have been written down from its purchase 
value due to depreciation deductions, but it may have a market value that is 
dramatically higher than the value on the books. Investment bankers need to 
assess market values in acquisition situations and not simply use book values 
as a proxy for market values.     
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 Structuring a Deal 
 Buying a whole company isn ’ t like walking into a store and buying a gallon 
of milk or a dozen donuts. In that case, you simply pay the price listed and 
you ’ re the proud owner of breakfast. Firms looking to acquire other firms 
typically must pay a premium over the current stock price to be able to pur-
chase enough shares to control the company. The amount over the current 
market price of the shares is called a  control premium  and is oftentimes over 
20 percent of the current market value of the equity. 

 To illustrate, Table  18-3  contains some additional financial information con-
cerning Performance Ade and Yankee. 

  Table 18 - 3     Additional Data 

   Performance Ade  Yankee 
 Stock price  $51  $84 

 Total shares  100,000  12,500 

 Earnings per share  $3.045  $8.00 

 Market value of equity  $5,100,000  $1,050,000 

 P/E ratio  16.7  10.5 

 Net income  $304,500  $100,000 

 As you can see, total market value of the equity of Yankee is $1,050,000, 
which is computed as the total number of shares outstanding of Yankee mul-
tiplied by the current price per share of $84. The first point of note is that 
the market value of equity of Yankee is higher than the book value of equity 
($1,050,000 versus $700,000). This is fairly common, because the average 
market value–to–book value ratio for companies in the S&P 500 was near 2.5 
at the time of the writing of this book. Performance Ade is currently selling 
at 4.5 times book value, largely reflecting the high growth expectations of 
investors and the strength of the Performance Ade brand. 

 To acquire Yankee, Performance Ade simply can ’ t write a check for 
$1,050,000. Upon consultation with its investment bankers, Performance Ade 
management believes it can acquire Yankee for a 25 percent premium over 
market value. Thus, the cost to acquire Yankee is estimated to be $1,312,500. 

 

   Why would Performance Ade be willing to pay a 25 percent premium over the 
market value of Yankee ’ s shares? After all, the shares are publicly traded and 
the market has determined that, in total, the shares are worth $1,050,000. The 
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  Table 18-4     Performance Ade ’ s Pro Forma Balance Sheet 

 Assets  Amount 
 Cash  $750,760 

 Accounts receivable  $480,280 

 Inventory  $356,460 

 Property, plant, and equipment  $2,683,960 

 Goodwill  $612,500 

 Total assets  $4,883,960 

 Liabilities and equity   

 Accounts payable  $556,300 

 Short-term debt  $819,380 

 Long-term debt  $1,928,650 

 Other liabilities  $444,100 

 Equity  $1,135,530 

 Total liabilities and equity  $4,883,960 

 Notice that there is a new account on the balance sheet called goodwill. 
One way that goodwill comes into existence is when a company buys 
another company for more than the aggregate current value of that com-
pany ’ s specifically identifiable assets (see Chapter  7 ). The accounting treat-
ment for goodwill can become somewhat complicated, but the essence 
is in the case of Performance Ade purchasing Yankee, the total cost was 
$1,312,500. Performance Ade is buying the entire Yankee company with 
book value of equity of $700,000. Typically, the company must determine 
how much the assets listed on the balance sheet are currently worth, but 
let ’ s assume here that the current book value of these assets approximates 
each of their market values. The difference between the purchase price and 
the net book value of equity of $612,500 is listed on the balance sheet as 
goodwill. As you can see, unlike inventories or property, plant, and equip-
ment, goodwill is not a tangible asset. A company can ’ t raise cash by selling 
its goodwill. 

 Most investors are less concerned with what the balance sheet will look like 
than the earning power of the reconstituted company. The pro forma income 
statement is shown in Table  18-5 . 
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  Table 18-5     Performance Ade ’ s Pro Forma Income Statement 

 Income Statement Line Item  Amount 
 Sales  $2,361,667 

 Less: Cost of goods sold  $925,667 

 Gross profit  $1,436,000 

 Less: Selling, general, and administrative expenses  $650,000 

 Operating income (EBIT)  $786,000 

 Less: Interest expense  $161,000 

 Earnings before taxes  $625,000 

 Less: Taxes (30%)  $187,500 

 Net income  $437,500 

 As you can see, the newly constituted Performance Ade is more profitable 
and more highly leveraged than it was before it acquired Yankee. It ’ s more 
profitable because its return on equity has gone from 26.1 percent ($304,500 
÷ $1,135,530) to a robust 38.5 percent ($437,500 ÷ $1,135,530). It ’ s more highly 
leveraged because its total debt–to–total equity ratio has gone from 1.30 
($1,479,630 ÷ $1,135,530) to 2.81 ($3,192,130 ÷ $1,135,530). What this means 
is that the firm has been able to increase its profitability because it ’ s earning 
more on its borrowed funds than those funds cost the firm. 

 But Performance Ade hasn ’ t leveraged itself to a dangerous level. The pro 
forma times interest earned ratio (computed by dividing operating income by 
interest expense) is still a healthy 4.88 times. That gives lenders a fairly large 
margin of safety, especially given the stable revenues of the firm. It appears 
that the firm even has more unused debt capacity. 

 The new Performance Ade would also have higher earnings per share of 
$4.375 ($437,500 ÷ 100,000) than it did before the acquisition of $3.045 
($304,500 ÷ 100,000). This will generally be very well received by investors, 
because one of the most common valuation methods is to multiply earnings 
per share by a price/earnings multiple to obtain an estimate of firm value. 

 

   Before you assume the market will simply apply the same P/E multiple of 17 to 
the new Performance Ade that existed before the acquisition, a word of cau-
tion is in order. The financial markets are populated by some very sophisti-
cated and knowledgeable investors and analysts. They ’ ll recognize that the 
increase in earnings is the result of acquiring a lower-growth soft drink 
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 The Dot-Com Boom and Bust 
 When it comes to the biggest black eyes ever suffered by the investment 
banking industry, the Internet stock bubble certainly makes the Hall of Shame 
as a first ballot inductee. During the late 1990s and in early 2000, demand for 
shares of Internet companies was raging. Investors, many of whom had never 
bought stocks before, saw the Internet as being the biggest engine of wealth 
creation since the Industrial Revolution. Investors didn ’ t want to get left out, 
so they bought stock in virtually any firm with dot-com in the name. 

 The problem was many of the investors buying into these fledging compa-
nies, many of which didn ’ t have any revenue — much less earnings — didn ’ t 
understand what they were buying. Many investors simply didn ’ t take the 
time to read the prospectuses and just piled in hoping to ride these stocks 
for short-term gains and then unload the shares to someone else. It truly was 
“the greater fool theory” in action. 

 Meanwhile, investment bankers were happy to keep shoveling out the 
Internet IPOs. Shares of companies with dot-com after their name dominated 
the IPO market. Many of these companies coming public had no business 
being public, because many of their operating models were flawed and 
wouldn ’ t stand the test of time. 

 A vast majority of the Internet companies that went public during the late 
1990s and 2000 crashed and burned in spectacular fashion. Perhaps the 
most dramatic way to see how much demand there was brewing for Internet 
stocks was by examining the massive first-day gains realized by these issues. 
The IPOs were priced and sold to the lucky investors at the offering price. 
But then, when the shares hit the stock market for the first time, investors 
poured in, sending the shares skyrocketing. You can see the biggest first-day 
run-ups in Internet IPOs in Table  19-1 . 

  Table 19-1     Biggest First-Day Pops 

 Date  Stock  First-Day Gain 
 December 9, 1999  VA Linux  697.5% 

 November 13, 1998  TheGlobe.com  606% 

 September 28, 1999  Foundry Networks  525% 

 February 11, 2000  Webmethods  507.5% 

 December 10, 1999  Free Markets  483.3% 

   Source: Jay Ritter, University of Florida ( http://bear.warrington.ufl.edu/ritter/
Runup7513.pdf )       
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  Table 19-2     Largest Publicly Traded Bankruptcy Filings 

 Company  Bankruptcy Date  Assets (millions) 
 Lehman Brothers  September 15, 2008  $691,063 

 Washington Mutual  September 26, 2008  $327,913 

 WorldCom  July 21, 2002  $103,914 

 General Motors  June 1, 2009  $91,047 

 CIT Group  November 1, 2009  $80,448 

 Enron  December 2, 2001  $65,503 
   Source: BankruptcyData.com     

 It ’ s hard to pinpoint the single source of blame for the accounting crises at 
Enron and WorldCom. But investment banking certainly played a role, espe-
cially in the Enron case. Part of Enron ’ s downfall had to do with the company 
morphing from being a stable energy company to getting involved in riskier 
business activities, but without having the proper controls.   

 The Mortgage Debacle and 
Collapse of Lehman 

 Do you have a pulse? If the answer is yes, you had all it took to get a 
mortgage in 2006. Investment bankers, tired of the deal market for IPOs 
and stocks, saw the housing market getting red hot. Suddenly, investment 
bankers got very interested in real estate. The result was disastrous for the 
economy and the housing industry and proved fatal for some investment 
banking firms like Lehman Brothers. 

 The ultimate bankruptcy of Lehman (also appearing in the list of big com-
panies filing for bankruptcy in Table  19-2 ) not only spooked the financial 
markets and helped spark the financial crisis of 2007, but killed off one of the 
oldest and most prestigious U.S. investment banks. 

 

   At the core of the issue was the explosion of subprime mortgage loans. In 
the old days, homebuyers would visit a local bank and get a loan. That bank 
would hold the loan and collect the interest on it. But investment banks 
revolutionized the mortgage business with securitization. The investment 
banks would make or buy mortgages and bundle them into securities that 
would be sold to outside investors looking for higher yields than were 
available for U.S. government bonds. 
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