
P1: ABC/ABC P2: c/d QC: e/f T1: g

FM JWBT063-Rosenbaum March 18, 2009 15:37 Printer Name: Hamilton

Investment
Banking

Valuation, Leveraged Buyouts,
and Mergers & Acquisitions

JOSHUA ROSENBAUM
JOSHUA PEARL

John Wiley & Sons, Inc.

iii



P1: ABC/ABC P2: c/d QC: e/f T1: g

FM JWBT063-Rosenbaum March 18, 2009 15:37 Printer Name: Hamilton

Contents

About the Authors xiii

Foreword xv

Acknowledgments xvii

Supplemental Materials xxi

INTRODUCTION 1
Structure of the Book 2

Part One: Valuation (Chapters 1–3) 3
Part Two: Leveraged Buyouts (Chapters 4 & 5) 5
Part Three: Mergers & Acquisitions (Chapter 6) 6

ValueCo Summary Financial Information 6

PART ONE
Valuation

CHAPTER 1
Comparable Companies Analysis 11

Summary of Comparable Companies Analysis Steps 12
Step I. Select the Universe of Comparable Companies 15

Study the Target 15
Identify Key Characteristics of the Target for Comparison

Purposes 16
Screen for Comparable Companies 20

Step II. Locate the Necessary Financial Information 21
SEC Filings: 10-K, 10-Q, 8-K, and Proxy Statements 21
Equity Research 23
Press Releases and News Runs 24
Financial Information Services 24
Summary of Financial Data Primary Sources 24

Step III. Spread Key Statistics, Ratios, and Trading Multiples 25
Calculation of Key Financial Statistics and Ratios 27
Supplemental Financial Concepts and Calculations 39
Calculation of Key Trading Multiples 44

Step IV. Benchmark the Comparable Companies 48
Benchmark the Financial Statistics and Ratios 48
Benchmark the Trading Multiples 48

vii



P1: ABC/ABC P2: c/d QC: e/f T1: g

FM JWBT063-Rosenbaum March 18, 2009 15:37 Printer Name: Hamilton

viii CONTENTS

Step V. Determine Valuation 49
Valuation Implied by EV/EBITDA 50
Valuation Implied by P/E 50

Key Pros and Cons 52
Illustrative Comparable Companies Analysis for ValueCo 53

Step I. Select the Universe of Comparable Companies 53
Step II. Locate the Necessary Financial Information 54
Step III. Spread Key Statistics, Ratios, and Trading Multiples 55
Step IV. Benchmark the Comparable Companies 65
Step V. Determine Valuation 69

CHAPTER 2
Precedent Transactions Analysis 71

Summary of Precedent Transactions Analysis Steps 72
Step I. Select the Universe of Comparable Acquisitions 75

Screen for Comparable Acquisitions 75
Examine Other Considerations 75

Step II. Locate the Necessary Deal-Related and Financial Information 77
Public Targets 78
Private Targets 80
Summary of Primary SEC Filings in M&A Transactions 81

Step III. Spread Key Statistics, Ratios, and Transaction Multiples 81
Calculation of Key Financial Statistics and Ratios 81
Calculation of Key Transaction Multiples 89

Step IV. Benchmark the Comparable Acquisitions 92
Step V. Determine Valuation 93
Key Pros and Cons 94
Illustrative Precedent Transaction Analysis for ValueCo 95

Step I. Select the Universe of Comparable Acquisitions 95
Step II. Locate the Necessary Deal-Related and Financial

Information 95
Step III. Spread Key Statistics, Ratios, and Transaction Multiples 98
Step IV. Benchmark the Comparable Acquisitions 105
Step V. Determine Valuation 106

CHAPTER 3
Discounted Cash Flow Analysis 109

Summary of Discounted Cash Flow Analysis Steps 110
Step I. Study the Target and Determine Key Performance Drivers 114

Study the Target 114
Determine Key Performance Drivers 114

Step II. Project Free Cash Flow 115
Considerations for Projecting Free Cash Flow 115
Projection of Sales, EBITDA, and EBIT 116
Projection of Free Cash Flow 118

Step III. Calculate Weighted Average Cost of Capital 124
Step III(a): Determine Target Capital Structure 125
Step III(b): Estimate Cost of Debt (rd) 126



P1: ABC/ABC P2: c/d QC: e/f T1: g

FM JWBT063-Rosenbaum March 18, 2009 15:37 Printer Name: Hamilton

Contents ix

Step III(c): Estimate Cost of Equity (re) 127
Step III(d): Calculate WACC 131

Step IV. Determine Terminal Value 131
Exit Multiple Method 132
Perpetuity Growth Method 132

Step V. Calculate Present Value and Determine Valuation 134
Calculate Present Value 134
Determine Valuation 135
Perform Sensitivity Analysis 137

Key Pros and Cons 139
Illustrative Discounted Cash Flow Analysis for ValueCo 140

Step I. Study the Target and Determine Key Performance Drivers 140
Step II. Project Free Cash Flow 140
Step III. Calculate Weighted Average Cost of Capital 146
Step IV. Determine Terminal Value 151
Step V. Calculate Present Value and Determine Valuation 153

PART TWO
Leveraged Buyouts

CHAPTER 4
Leveraged Buyouts 161

Key Participants 163
Financial Sponsors 163
Investment Banks 164
Bank and Institutional Lenders 165
Bond Investors 166
Target Management 167

Characteristics of a Strong LBO Candidate 168
Strong Cash Flow Generation 169
Leading and Defensible Market Positions 169
Growth Opportunities 169
Efficiency Enhancement Opportunities 170
Low Capex Requirements 170
Strong Asset Base 171
Proven Management Team 171

Economics of LBOs 171
Returns Analysis – Internal Rate of Return 171
Returns Analysis – Cash Return 172
How LBOs Generate Returns 173
How Leverage is Used to Enhance Returns 174

Primary Exit/Monetization Strategies 176
Sale of Business 177
Initial Public Offering 177
Dividend Recapitalization 177

LBO Financing: Structure 178
LBO Financing: Primary Sources 180

Bank Debt 180



P1: ABC/ABC P2: c/d QC: e/f T1: g

FM JWBT063-Rosenbaum March 18, 2009 15:37 Printer Name: Hamilton

x CONTENTS

High Yield Bonds 184
Mezzanine Debt 186
Equity Contribution 187

LBO Financing: Selected Key Terms 188
Security 188
Seniority 189
Maturity 190
Coupon 190
Call Protection 191
Covenants 192

CHAPTER 5
LBO Analysis 195

Financing Structure 195
Valuation 195
Step I. Locate and Analyze the Necessary Information 198
Step II. Build the Pre-LBO Model 198

Step II(a): Build Historical and Projected Income Statement
through EBIT 199

Step II(b): Input Opening Balance Sheet and Project Balance
Sheet Items 201

Step II(c): Build Cash Flow Statement through Investing Activities 203
Step III. Input Transaction Structure 206

Step III(a): Enter Purchase Price Assumptions 206
Step III(b): Enter Financing Structure into Sources and Uses 208
Step III(c): Link Sources and Uses to Balance Sheet

Adjustments Columns 209
Step IV. Complete the Post-LBO Model 215

Step IV(a): Build Debt Schedule 215
Step IV(b): Complete Pro Forma Income Statement from

EBIT to Net Income 222
Step IV(c): Complete Pro Forma Balance Sheet 224
Step IV(d): Complete Pro Forma Cash Flow Statement 226

Step V. Perform LBO Analysis 230
Step V(a): Analyze Financing Structure 230
Step V(b): Perform Returns Analysis 232
Step V(c): Determine Valuation 235
Step V(d): Create Transaction Summary Page 236

Illustrative LBO Analysis for ValueCo 238
Transaction Summary 238
Income Statement 238
Balance Sheet 238
Cash Flow Statement 238
Debt Schedule 238
Returns Analysis 238
Assumptions Page 1—Income Statement and Cash Flow Statement 238
Assumptions Page 2—Balance Sheet 238
Assumptions Page 3—Financing Structures and Fees 238



P1: ABC/ABC P2: c/d QC: e/f T1: g

FM JWBT063-Rosenbaum March 18, 2009 15:37 Printer Name: Hamilton

Contents xi

PART THREE
Mergers & Acquisitions

CHAPTER 6
M&A Sale Process 251

Auctions 252
Auction Structure 255

Organization and Preparation 257
Identify Seller Objectives and Determine Appropriate Sale Process 257
Perform Sell-Side Advisor Due Diligence and Preliminary

Valuation Analysis 257
Select Buyer Universe 258
Prepare Marketing Materials 259
Prepare Confidentiality Agreement 261

First Round 262
Contact Prospective Buyers 262
Negotiate and Execute Confidentiality Agreement with

Interested Parties 263
Distribute Confidential Information Memorandum and

Initial Bid Procedures Letter 263
Prepare Management Presentation 264
Set up Data Room 264
Prepare Stapled Financing Package 265
Receive Initial Bids and Select Buyers to Proceed to Second Round 267

Second Round 270
Conduct Management Presentations 271
Facilitate Site Visits 271
Provide Data Room Access 271
Distribute Final Bid Procedures Letter and Draft Definitive

Agreement 272
Receive Final Bids 276

Negotiations 276
Evaluate Final Bids 277
Negotiate with Preferred Buyer(s) 277
Select Winning Bidder 277
Render Fairness Opinion 277
Receive Board Approval and Execute Definitive Agreement 278

Closing 278
Obtain Necessary Approvals 278
Financing and Closing 280

Negotiated Sale 281

Bibliography and Recommended Reading 283

Index 289



P1: ABC/ABC P2: c/d QC: e/f T1: g

FM JWBT063-Rosenbaum March 18, 2009 15:37 Printer Name: Hamilton

About the Authors

JOSHUA ROSENBAUM is an Executive Director at UBS
Investment Bank in the Global Industrial Group. He
advises on, structures, and originates M&A, corporate
finance, and capital markets transactions. Previously,
he worked at the International Finance Corporation, the
direct investment division of the World Bank. He received
his AB from Harvard and his MBA with Baker Scholar
honors from Harvard Business School. Rosenbaum is
the coauthor of the HBS case study “OAO YUKOS Oil
Company.”

JOSHUA PEARL has structured and executed numer-
ous leveraged loan and high yield bond financings, as
well as LBOs and restructurings, for Deutsche Bank’s
Leveraged Finance Group. Previously, he worked at A.G.
Edwards in the Investment Banking Division. Pearl has
also designed and taught corporate finance training
courses. He received his BS in Business from Indiana Uni-
versity’s Kelley School of Business.

CONTACT THE AUTHORS

Please feel free to contact Joshua Rosenbaum and Joshua Pearl with any questions,
comments, or suggestions for future editions at josh@investmentbankingbook.com.

xiii



P1: ABC/ABC P2: c/d QC: e/f T1: g

FM JWBT063-Rosenbaum March 18, 2009 15:37 Printer Name: Hamilton

Foreword

Mark Twain, long known for his critical views of formal education, once wisely
noted: “I never let my schooling interfere with my education.”
Twain’s one-liner strikes at the core of investment banking, where deals must

be lived before proper knowledge and understanding can be obtained. Hard time
must be spent doing deals, with complexities in valuation, terms, and negotiations
unique to every situation. The truly great firms and dealmakers have become so by
developing cultures of apprenticeship that transfer knowledge and creativity from
one generation to the next. The task of teaching aspiring investment bankers and
finance professionals has been further complicated by the all-consuming nature of
the trade, as well as its constantly evolving art and science.

Therefore, for me personally, it’s exciting to see Joshua Rosenbaum and Joshua
Pearl take the lead in training a new generation of investment bankers. Their work
in documenting valuation and deal process in an accessible manner is a particularly
important contribution as many aspects of investment banking cannot be taught,
even in the world’s greatest universities and business schools. Rosenbaum and Pearl
provide aspiring—and even the most seasoned—investment bankers with a unique
real-world education inside Wall Street’s less formal classroom, where deals come
together at real-time speed.

The school of hard knocks and of learning-by-doing, which was Twain’s class-
room, demands strong discipline and sound acumen in the core fundamentals of
valuation. It requires applying these techniques to improve the quality of deals for
all parties, so that dealmakers can avoid critical and costly mistakes, as well as unnec-
essary risks. My own 35 plus years of Wall Street education has clearly demonstrated
that valuation is at the core of investment banking. Any banker worth his salt must
possess the ability to properly value a business in a structured and defensible manner.
This logic and rationale must inspire clients and counterparties alike, while spurring
strategic momentum and comprehension into the art of doing the deal.

Rosenbaum and Pearl succeed in providing a systematic approach to addressing
a critical issue in any M&A, IPO, or investment situation—namely, how much is
a business or transaction worth. They also put forth the framework for helping
approach more nuanced questions such as how much to pay for the business and
how to get the deal done. Due to the lack of a comprehensive written reference
material on valuation, the fundamentals and subtlety of the trade are often passed
on orally from banker-to-banker on a case-by-case basis. In codifying the art and
science of investment banking, the authors convert this oral history into an accessible
framework by bridging the theoretical to the practical with user-friendly, step-by-step
approaches to performing primary valuation methodologies.

Many seasoned investment bankers commonly lament the absence of relevant
and practical “how-to” materials for newcomers to the field. The reality is that most

xv
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xvi FOREWORD

financial texts on valuation and M&A are written by academics. The few books
written by practitioners tend to focus on dramatic war stories and hijinks, rather
than the nuts-and-bolts of the techniques used to get deals done. Rosenbaum and
Pearl fill this heretofore void for practicing and aspiring investment bankers and
finance professionals. Their book is designed to prove sufficiently accessible to a
wide audience, including those with a limited finance background.

It is true that we live in uncertain and volatile times—times that have destroyed or
consumed more than a few of the most legendary Wall Street institutions. However,
one thing will remain a constant in the long-term—the need for skilled finance
professionals with strong technical expertise. Companies will always seek counsel
from experienced and independent professionals to analyze, structure, negotiate,
and close deals as they navigate the market and take advantage of value-creating
opportunities. Rosenbaum and Pearl promulgate a return to the fundamentals of
due diligence and the use of well-founded realistic assumptions governing growth,
profitability, and approach to risk. Their work toward instilling the proper skill set
and mindset in aspiring generations of Wall Street professionals will help establish a
firm foundation for driving a brighter economic future.

JOSEPH R. PERELLA

Chairman and CEO, Perella Weinberg Partners
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