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Technical Questions: Introduction 

Technical questions are part of nearly every finance interview. While the level of difficulty of these questions 
varies from firm to firm, from interviewer to interviewer, and from candidate to candidate, every applicant will 
be grilled on technical questions in at least one round of interviews. This Guide is offered a compilation of the 
most common technical questions from finance interviews in a variety of fields. Obviously, you will not 
encounter every question from this Guide. Likewise, your interview may include variations on the questions 
included here or even questions that are altogether new. If you have studied this Guide, however, you will be 
prepared to field any of your interviewer’s questions with confidence. 

The material in this Guide is organized into the following topics: Current Events, Accounting / Finance / 
Valuation, Stocks, Bonds / Loans/Interest Rates, Currencies, Options & Derivatives, and Mergers & 
Acquisitions. These concepts are further arranged according to basic, intermediate, and advanced levels of 
difficulty. The more common questions appear in boldface print. Obviously, you should focus your attention 
on those, as well as on the sections relevant to your specific job interview. If you are preparing for a Sales and 
Trading interview, for example, you should focus on Stocks, Bonds/Loans/Interest Rates, Currencies, and 
Options & Derivatives. For Investment Banking positions, you should have a general background in all those 
categories, but you are most likely to encounter questions from the Accounting/Finance/Valuation and Mergers 
& Acquisitions sections. (You should always be prepared for the behavioral aspects of your interview, covered 
in the WSO Behavioral Interview Guide.)  

The final section of this Guide is Brainteasers. The purpose of a brainteaser during an interview is to see how 
you react under pressure. The purpose of this section of the guide is to give you some insight into what your 
thought process should look like. More important than actually solving the brainteaser is being able to organize 
your thoughts and deliver a reasonable response. The interviewer wants to observe your analytical aptitude, 
your capability to handle some stress, and your ability to think on your feet.  

You will soon realize that interviews are similar to a game. Your interviewer will likely push you to see how far 
you can go until you don’t know an answer. That’s a good thing. Even with a 4.0 in a finance and economics 
double major from Wharton, you still know little compared to the interviewer across the table. When studying 
these questions, keep in mind that you cannot prepare for everything your interviewers may ask. They will 
always be coming up with new questions and new twists on standard questions, so it is important that you 
understand the theory behind the answers, rather than just memorizing them. The explanations in the Guide are 
intentionally brief; when there is a question that you do not understand, do some research and develop a deeper 
understanding. The message boards at Wall Street Oasis are a great place to get expert advice and insight from 
Wall Street insiders. Use the search function! With over a million posts to date, your question has probably been 
asked before, and an answer is in our archives. Look for advice from “starred” users who have been certified as 
experienced finance professionals who consistently give sound advice.  

Most answers to these questions should not take more than 30 to 60 seconds. Answer the question and move on. 
Do not try and guess your way through technical questions. If you do not know the answer, don’t waste your 
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interviewer’s time. Just say you don’t know. Do not apologize. Say something like “this is what I am 
thinking…” and ask for an explanation. There is no shame in not knowing what a dividend recap is if you’re a 
history major with no finance experience. Just be confident in what you know and don’t know. Your most 
important task is to prove that you can and want to learn on the job. If you get into questions from the advanced 
section of this Guide, remember that your interviewer is trying to see how you respond to pressure. Remain 
calm, cool, and collected. 

Finally, although failure to answer a technical question usually won’t disqualify you, missing the answer to a 
behavioral question can definitely hurt your chances. If you don’t stumble much, your missteps on technical 
questions will usually be outweighed by truly connecting with your interviewer on a personal level and showing 
that you have the drive, passion, and ability to learn this crazy business! Even if you answer all of your 
technical questions perfectly, on the other hand, you will not get the job if your interviewers don’t think you are 
someone they can enjoy “hanging out” with during those 80- to120-hour weeks. The Wall Street Oasis 
Behavioral Interview Guide has extensive advice on how to succeed in this crucial portion of the interview. 

Note: The first few bullets following each question present pertinent definitions and information about 
the concept. Bullets in italics are sample responses. Subsequent bullets may present common follow-up 
questions.   
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General Topics of Study 

Keeping Current is Key! 

In most interview processes, you will likely encounter questions about current events and market conditions, in 
addition to the more standard questions that follow. Senior level interviewers (VPs, MDs, etc.) will often be 
more interested in your opinions about the markets as a whole than in your ability to walk them through a 
discounted cash flow model. Answering their high level questions effectively will demonstrate your interest in 
current events and in the industry. This is crucial to showing your true drive and passion for the job. Perfecting 
the answers to standard technical questions may show your interviewer that you have done your homework, but 
your responses to current-event questions can prove to your interviewer you are able to think on your feet and 
express a coherent, intelligent opinion.  

Answering these types of questions without some sort of background on the topic is nearly impossible. Your 
interviewers will have a thorough understanding of the topics they are asking you about, and they will be able to 
tell immediately if you try to answer off the cuff. The only way to succeed is to know what is going on. Your 
interviewer probably won’t grill you on some obscure article from the 18th page of the Financial Times from 
three weeks ago, but, you may be asked about yesterday’s lead story in the Wall Street Journal, especially if the 
story is related to the firm that is interviewing you. Be sure you pay close attention to any recent news of the 
company to which you are applying.  

Unfortunately, you cannot cram for this portion of the interview in the way you can for the technical topics. 
Constant monitoring of the markets, the news, and the economy is essential. To assure that you are prepared, 
read the at least the headlines of publications like the Wall Street Journal, Financial Times and The Economist 
every day. Although these are paid publications, the insights you can gain from reading them are invaluable to 
your interview preparation. You should give yourself about 30-60 minutes every day reading them if you really 
want to absorb the latest financial news.  

In addition to reading the headlines, you should pick out an interesting article from a non-headline story each 
day. Referring to a lesser-known fact or story within a discussion of broader market issues can be a strong point 
of differentiation between you and other candidates. Holding an intelligent conversation about the latest current 
events is a relatively easy way to impress your interviewer with your passion for the industry. 
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Financial Reporting Basics 

Throughout this guide, we refer to 10-Ks and 10-Qs…but what are they? Financial reports filed with the 
Securities and Exchange Commission (SEC) are required of any company with publicly traded securities 
(stocks, bonds, etc.) in the United States. These documents must follow very specific regulatory standards and 
are available for anyone to see at any time. Such documentation is required essentially any time a public 
company experiences a significant financial event, and the most relevant documents are 10-Ks (annual reports) 
and 10-Qs (quarterly reports). 

10-K: The 10-K includes a written synopsis of the company’s strategy and results for a given fiscal year. 
It includes a letter to shareholders, management information and compensation, management discussions, and 
an auditor’s statement. It also includes detailed financial statements for the fiscal year, including a Balance 
Sheet, Income Statement, and Cash Flow Statement.1 The 10-K also includes a Notes section that explains to 
the public any adjustments made to financial statements in previous reports. There is also a Financial Highlights 
section, a simplified and unregulated summary of the firm’s financial performance. 

10-Q: The 10-Q is a boiled-down 10-K. It must be filed by a public company for each fiscal quarter. The 
10-Q focuses mainly on financial statements and includes less narrative information. 

Proxy Statement: A proxy statement is a document that a company is required to file with the SEC 
when soliciting shareholder votes. A proxy includes information on voting procedures, background information 
about nominees to the company’s board of directors, the company’s board of directors’ and executive 
compensation, and an itemization of all fees paid to the auditor. 

These reports can be found at several locations online, including www.sec.gov, a firm’s own website, Yahoo! 
Finance, or a database like CapitalIQ. 

  

                                                 
1For more information on the three main financial statements, see the Accounting Section and the “Statement Basics” section at the 
end of this guide. 

http://www.sec.gov/
http://finance.yahoo.com/
http://finance.yahoo.com/
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Current Event Questions 

 One of the keys to a successful interview is being able to carry on intelligent conversation about macro 
issues that affect the world and shape the finance industry. In order to do that, you must stay up to date 
on current events. 

 Try to read at least the Wall Street Journal or a business website for at least 30 minutes a day in order to 
stay up to speed. 

 While topics of conversation are constantly changing, the bullet points below present some of the events 
that are current as of this Guide’s publication date. Read up on them and be able to talk about them in 
your interviews. 

o European Economic Crisis 

o Knight Trading Loss 

o Effect of the presidential election on the U.S. financial system 

o JP Morgan Trading Loss 

o Facebook IPO errors, and drop in stock price 

o Downgrade of U.S. sovereign debt 

o U.S. housing/mortgage crisis 

o The Fiscal Cliff 

What is a Mortgage-Backed Security (MBS)? 

 A mortgage-backed security is a security that pays its holder a periodic payment based on cash flows 
from the underlying mortgages that fund the security. 

 It will pay periodic payments that are very similar to coupon payments from bonds. These cash flows 
come from packaged mortgages that have been bought up by a bank. 

 The MBS market allowed the investment community to lend money to homeowners with banks acting 
as the middlemen. An investor paid for an MBS and was paid back over time with homeowners’ 
mortgage payments. 

 Many MBS were rated AAA because they were considered highly diversified; investors did not expect 
the housing market to collapse all at once across the entire country. Unfortunately, we learned the hard 
way that housing values are highly correlated and the AAA rating of these securities was unfounded. 



 

 

 
Page 11 

 

  

What is a Collateralized Debt Obligation (CDO)? 

  CDO refers to the broad asset class in which a variety of interest-paying assets are securitized and sold 
in the form of bonds. The assets packaged together in a CDO may include mortgages, student loans, etc. 

 The investor pays market value for the CDO, and then has the rights to the interest payments on the 
packaged assets in the form of coupon payments over time. 

 A Collateralized Debt Obligation is a type of security that pools together a number of interest paying 
assets, and pays “coupon payments” based on those assets’ future cash flows. 

What is a Credit Default Swap (CDS)? 

 A credit default swap is essentially insurance on a company’s debt. It is a way to insure that an investor 
will not be hurt if the company defaults. 

 Credit Default Swaps are sold over the counter in an unregulated market. 

 Here’s how it works: if you own a Company X bond and you purchase a CDS of that bond, and then if 
Company X defaults, whoever sold you the CDS has to pay you an agreed portion of what you lost in 
the default. 

 A CDS can be used for hedging, as an insurance policy against your bond defaulting. It can also be used 
for speculating: you can purchase a swap expecting the bond to become distressed; when more investors 
want insurance, then your swap is worth more, and you sell it at a profit. 

 CDS prices for European sovereign debt have skyrocketed as foreign markets become more and more 
risky.  

CDS Seller 
•Promises to pay the swap buyer a certain 

amount if the underlying company 
defaults 
•Receives annual payments in exchange 

for the "insurance" 
•Sellers include banks, hedge funds, 

insurance companies, etc. 

CDS Buyer 
•Promises to pay the seller annual 

payments 
•Recieves a large payout if the underlying 

company defaults 
•The swap actually becomes more 

valuable if the underlying company 
becomes financially distressed. 
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 A Credit Default Swap can be used for one of two things. First, it can be used as insurance for the buyer 
of a credit such as a bond or loan in order to minimize risk, ensuring that the buyer will be repaid in a 
bankruptcy scenario. Second, a swap can be purchased as a speculation tool, with the buyer believing 
that the credit will become distressed, increasing demand for the CDS contract and therefore increasing 
its value. 

Why are companies like Facebook, Twitter, and Instagram receiving multi-billion dollar valuations? 

 The key here is that investors are anticipating extremely high future earnings for these businesses due to 
their reach and growth trajectory, so investors are less focused on present revenues and margins. 

 Investors believe that Facebook and Twitter will, in the future, be able to tap into the earning power of 
their millions of users in some way that isn’t currently happening. 

 With the social media giant Facebook, investors are expecting the company to find a better way to 
monetize their massive user base. With over 800 million members, if Facebook can figure out how to 
charge more for advertising, their earnings could be astronomical! Another reason a company like 
Facebook may be valued in the billions is because companies like Microsoft are willing to pay 
astronomical premiums for a small equity stake in order to catch the wave of the future. For example, 
when Microsoft invested in 2007, Facebook was valued at $15 billion; at its IPO in 2012, Facebook’s 
value was around $100 billion. 
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Accounting, Finance, and Valuation 

Basic 

What are the three main financial statements?2 

 Income Statement 

o                                                 

 Balance Sheet 

o                                         

 Statement of Cash Flows 

o                                                                       
            

 The three main financial statements are the Income Statement, the Balance Sheet, and the Statement of 
Cash Flows. The Income Statement shows a company’s revenues, costs, and expenses, which together 
yield net income. The Balance Sheet shows a company’s assets, liabilities, and equity. The Cash Flow 
Statement starts with net income from the Income Statement; then it shows adjustments for non-cash 
expenses, non-expense purchases such as capital expenditures, changes in working capital, or debt 
repayment and issuance to calculate the company’s ending cash balance. 

How are the three main financial statements connected?3 

 This question is very common, but it is usually just a check-the-box question. If you can nail a few solid 
connections, you should be OK. Some of the main connections are: 

o Net Income flows from the IS into cash flow from operations on the CF Statement. 

o Net income minus dividends is added to retained earnings from the prior period’s Balance Sheet 
to come up with retained earnings on the current period’s Balance Sheet. 

o Beginning Cash on the CF Statement is cash from the prior period’s Balance Sheet, and Ending 
Cash on the CF statement is Cash on the current period’s Balance Sheet. 

                                                 
2See Appendices A, B and C for more detailed information on the three major financial statements 
3View the Wall Street Oasis Sample Excel Model for examples of the three financial statements and how they are connected. 
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 Simplified Overview of the Three Statements 

o Income Statement 

� Net income is the beginning point for the Cash Flow statement. 

� Interest expense on the Income Statement is calculated from the debt on the Balance 
Sheet. 

� Depreciation and Amortization is calculated based on property, plant, and equipment 
(PP&E) from the Balance Sheet. A $10 increase in depreciation expense will result in a 
$10 reduction in net PP&E and a $10 x (1-T) in net income. 

� Net income minus dividends paid = addition to retained earnings on the Balance Sheet. 

o Cash Flow Statement 

� Organized into Cash Flow from Operations, Investing, and Financing. 

� Net income is the one of the first lines and comes from the Income Statement. 

� Adjust for non-cash items (like Depreciation and Amortization) from the Income 
Statement. 

� Adjust for change in working capital, which is calculated from changes in current assets 
and current liabilities on the Balance Sheet. (More information on changes in working 
capital is presented later in this Guide.) 

� One of the final lines will be change in cash. 

� Beginning cash (which comes from prior period’s Balance Sheet) plus change in cash 
yields ending cash balance on the current period’s Balance Sheet. 

o Balance Sheet 

� Debt is affected by Cash Flow from financing, which would include any mandatory 
amortization of debt, optional amortization, repayments, new debt issuance, etc.  

� Cash balance is determined from the Cash Flow statement as described above. 

� Assets like PP&E and goodwill are reduced in value by depreciation and amortization. 

� Retained earnings is increased/decreased by net income minus dividends paid as 
described above 

 A good summary answer could be like the one shown below. Or start with a few connections from the 
list above, and be ready to expand your answer as necessary. 

 The three main financial statements show separate views, and together they create a whole picture of a 
company’s financial health. For example, the Income Statement closes with a net income figure that 
appears on the Cash Flow Statement as an addition to cash flow from operations. The Cash Flow 
Statement’s beginning cash balance comes from the Balance Sheet for the prior period. The Cash Flow 
Statement’s ending cash balance becomes the cash asset on the current period’s Balance Sheet.  

Michael Edgcomb
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Walk me through the major line items of an Income Statement.4 (negative numbers are shown in 
parentheses). 

Revenues 
(Cost of Goods Sold) 
     Gross Margin 
(Operating Expenses) 
     Operating Income (aka EBIT) 
Interest (Expense)/Income 
Other (Expenses)/Income 
(Taxes) 
     Net Income 

 The first line of the Income Statement represents revenues or sales. From that you subtract the cost of 
goods sold, which leaves gross margin. Subtracting operating expenses from gross margin gives you 
operating income. From operating income you subtract interest expense and any other expenses (or add 
other income), such as tax payments or interest earnings, and what’s left is net income. 

What are the three components of the Statement of Cash Flows5? 

 The Statement of Cash Flows is one of the three financial reports that all public companies are required 
by the SEC to produce on a quarterly basis. (Most non-public companies also produce Cash Flow (CF) 
Statements.) The CF Statement comprises the three main components described below, showing all the 
company’s sources and uses of cash. Since companies tend to use accrual accounting, a company’s net 
income may not (and most of the time does not) portray how much cash is actually flowing in or out due 
to non-cash expenses, investing activities, financing activities, changes in working capital, etc. Because 
of this, even profitable companies may have trouble managing their cash flows, and non-profitable 
companies may be able to survive without raising outside capital. 

 Cash from Operations – Cash generated or lost through normal operations, sales, and changes in 
working capital (more detail on working capital below).  

 Cash from Investing – Cash generated or spent on investing activities; may include, for example, 
capital expenditures (use of cash) or asset sales (source of cash). This section will also show any 
investments in the financial markets and operating subsidiaries. Note: This section can explain a large 
negative cash flow during the reporting period, which isn’t necessarily a bad thing if it is due a large 
capital expenditure in preparation for future growth. 

  

                                                 
4 See Appendix A for a more detailed Income Statement and explanation. 
5See Appendix C for a more detailed Cash Flow Statement and explanation. 
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 Cash from Financing – Cash generated or spent on financing the business; may include proceeds from 
debt or equity issuance (source of cash) or cost of debt or equity repurchase (use of cash).  

 The three components of the Cash Flows Statement are Cash from Operations, Cash from Investing, and 
Cash from Financing. 

If you could use only one financial statement to evaluate the financial state of a company, which would 
you choose? 

 I would want to see the Cash Flow Statement so I could see the actual liquidity position of the business 
and how much cash it is using and generating. The Income Statement can be misleading due to any 
number of non-cash expenses that may not truly be affecting the overall business. And the Balance Sheet 
alone just shows a snapshot of the Company at one point in time, without showing how operations are 
actually performing. But whether a company has a healthy cash balance and generates significant cash 
flow indicates whether it is probably financially stable, and this is what the CF Statement would show. 

What is the difference between the Income Statement and Statement of Cash Flows?6 

 A company’s sales and expenses are recorded on its Income Statement. The Statement of Cash Flows 
records what cash is actually being used during the reporting period and where it is being spent. Other 
items included on the Cash Flow Statement could be issuance or repurchase of debt or equity and 
capital expenditures or other investments. Amortization and depreciation will be reflected as expenses 
on the Income Statement, but they will be added back to net income on the Cash Flow Statement since 
they are expenses but not actually a use of cash. 

What is the link between the Balance Sheet and the Income Statement? 

 The profits generated on the Income Statement after any payment of dividends are added to 
shareholder’s equity on the Balance Sheet under retained earnings. 

 Debt on the Balance Sheet is used to calculate interest expense on the Income Statement. 

 Property, plant and equipment on the Balance Sheet is used to calculate depreciation expense on the 
Income Statement. 

 There are many other links, but the above are some of the main connections. 

 There are many links between the Balance Sheet and the Income Statement. The major link is that any 
net income from the Income Statement, after the payment of any dividends, is added to retained 
earnings. In addition, debt on the Balance Sheet is used to calculate the interest expense on the Income 
Statement, and property plant and equipment will be used to calculate any depreciation expense. 

  

                                                 
6See the Excel spreadsheet for a model showing how the financial statements interact. 
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What is the link between the Balance Sheet and the Statement of Cash Flows? 

 Beginning cash on CF comes from the prior reporting period’s Balance Sheet. 

 Cash from operations is calculated using changes in Balance Sheet accounts—net working capital 
(current assets minus current liabilities) and other changes in assets and liabilities that cannot be 
classified as investing or financing activities. 

 Cash Flow’s depreciation adjustment is calculated on the Balance Sheet’s net property, plant, and 
equipment (PP&E). 

 Investments in PP&E come from the Balance Sheet and are accounted for under investment activities on 
the Cash Flow Statement. 

 Ending cash on the CF Statement goes back onto the Balance Sheet. 

 Beginning cash on the Statement of Cash Flows comes from the previous period’s Balance Sheet. Cash 
from operations on the Cash Flow Statement is affected by the Balance Sheet’s numbers for change in 
net working capital, current assets minus current liabilities. Property, plant, and equipment is another 
Balance Sheet item that affects the Cash Flow Statement because depreciation is based on the amount of 
PP&E a company has. Any change due to purchase or sale of property, plant, and equipment will affect 
cash from investing. Finally the Cash Flow Statement’s ending cash balance becomes the beginning 
cash balance on the new Balance Sheet. 

What is EBITDA? 

 EBITDA stands for Earnings Before Interest, Taxes, Depreciation, and Amortization. It is a good metric 
for evaluating a company’s profitability. It is sometimes used as a proxy for free cash flow because it 
will allow you to determine how much cash is available from operations to pay interest, capital 
expenditures, etc. 

 EBITDA is one of the most important single items someone will look at in evaluating a Company. 

 EBITDA = Revenues – Expenses (excluding interest, taxes, depreciation, and amortization) 

 A very common valuation methodology is the EV/EBITDA multiple, which estimates the Enterprise 
Value of a company using a multiple of its EBITDA.7 An EV/EBITDA multiple is probably the most 
commonly used “quick and dirty” valuation multiple used by investment banks, private equity firms, 
hedge funds, etc.  

 Another use of EBITDA is the calculation of a company’s leverage ratio (Total Debt/EBITDA) and 
interest coverage ratios (Total Interest/EBITDA). These ratios are used for comparing companies based 
on their amount of debt compared with the amount of cash they are generating that can service the 
interest on their debt.  

                                                 
7See the valuation section for further explanation of multiples analysis. 
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 EBITDA is an acronym for Earnings Before Interest, Taxes, Depreciation, and Amortization. It’s a good 
high-level indicator of a company’s financial performance. Since it removes the effects of financing and 
accounting decisions such as interest and depreciation, it’s a good way to compare the performance of 
different companies. It serves as a rough estimate of free cash flow, and is used in the EV/EBITDA 
multiple to quickly establish a company’s high-level valuation. 

How could a company have positive EBITDA and still go bankrupt? 

 Bankruptcy occurs when a company can’t make its interest or debt payments. Since EBITDA is Earnings 
BEFORE Interest, if a required interest payment exceeds a company’s EBITDA, then if they have 
insufficient cash on hand, they would soon default on their debt and could eventually need bankruptcy 
protection. 

What is Enterprise Value? 

 Enterprise Value is the value of an entire firm, both debt and equity, according to the equation below. 
This is the price that would be paid for a company in the event of an acquisition.  

                                                                                
     

 Enterprise Value is the value of a firm as a whole, to both debt and equity holders. To calculate 
Enterprise Value in its simplest form, you take the market value of equity (aka the company’s market 
cap), add the debt and the value of outstanding preferred stock, add the value of any minority interests 
the company owns, and then subtract the cash the company currently holds.  

 Note: This is a highly simplified Enterprise Value formula. When bankers working on a deal are 
calculating the true Enterprise Value in an acquisition, they must take into account numerous other 
factors such as leases, pension obligations, and NOLs. 

What is net debt? 

 Net debt is a company’s total debt minus the cash it has on the balance sheet. Net debt assumes that a 
company pays off any debt it can with excess cash on the balance sheet. 

If Enterprise Value is $150mm, and Equity Value is $100mm, what is net debt? 

 Since Enterprise Value = Equity Value + Net Debt + Preferred Stock + Minority Interest, if we assume 
there is no minority interest or preferred stock, then Net Debt will be $150mm – $100mm, or $50mm. 

Why do you subtract cash from Enterprise Value? 

 One good reason is that cash has already been accounted for within the market value of equity. You also 
subtract cash because it can be used either to pay a dividend or to reduce debt, effectively reducing the 
purchase price of the company. 

Michael Edgcomb

Michael Edgcomb

Michael Edgcomb
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What is the difference between Enterprise Value and Equity Value? 

EQUITY VALUE EN
TER

PR
ISE 

V
A

LU
E 

Net Debt 

Preferred Stock 

Minority Interest 

 

When looking at the acquisition of a company, do you look at Equity Value or Enterprise Value? 

 Because the acquiring company must purchase both liabilities and equity in order to take over the 
business, the buyer will need to assess the company’s Enterprise Value, which includes both the debt 
and the equity. 

When calculating Enterprise Value, do you use the book value or the market value of equity? 

 Technically, you should use the market value of both debt and equity, so as to estimate the true value 
based on supply and demand. 

 In practice however, you normally use the market value of only the equity because, if a company is 
publicly traded, this is a very easy value to come up with simply by looking up a company’s market cap. 

 When calculating a company’s Enterprise Value, you use the market value of the equity because that 
represents the true supply-demand value of the company’s equity in the open market. 

Could a company have a negative book Equity Value? 

 Yes, a company could have a negative book Equity Value if the owners are taking out large cash 
dividends or if the company has been operating for a long time at a net loss, both of which reduce 
shareholders’ equity. 

What is the difference between public Equity Value and book value of equity? 

 Public Equity Value is the market value of a company’s equity; while the book value is just an 
accounting number. A company can have a negative book value of equity if it has been taking large cash 
dividends, or running at a net loss; but it can never have a negative public Equity Value, because it 
cannot have negative shares or a negative stock price. 
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What is valuation and what is it used for? 

 Valuation is the procedure of calculating the worth of an asset, security, company, etc.  

 This is one of the primary tasks that investment bankers do for their clients. Investment bankers are 
hired to value a company, often in the context of purchasing another company, selling itself or divesting 
a division. 

 Investment bankers use valuation in pitch books and other presentations to guide clients toward what 
they should expect.  

 Private equity firms, hedge funds, asset managers, and others engage in valuation techniques to 
determine which assets are undervalued, how much to pay for an asset, etc.  

 Valuation is the procedure of calculating the worth of an asset, security, company, etc. 

What are some ways you can value a company? 

 Comparable Companies/Multiples Analysis (to calculate either Enterprise Value or Equity Value) 

o Most often an analyst will take the average multiple from comparable companies (based on size, 
industry, etc) and use that multiple with the operating metric of the company being valued 

o The most commonly used multiple is Enterprise Value/EBITDA 

o Other multiples analysts will use include Price/Earnings, PEG, EV/EBIT, Price/Book, EV/Sales 

o Some industry-specific multiples include:  

� EV/EBITDAR (companies with significant rent/lease expense) 

� EV/Proven Reserves, EV/Production (energy) 

� EV/Visitors (Internet) 

o Different multiples may be more or less appropriate for specific industries, and some multiples 
calculate Equity Value, while others calculate Enterprise Value. For example, if you use an 
EV/EBITDA multiple, you would be calculating the total value of the firm, including debt, since 
you are using a metric that excludes interest expense. If you were to use a multiple such as P/E 
(price/earnings) ratio, you would be valuing only the equity because the metric is earnings, 
which hypothetically could be distributed through dividends to those who own the firm’s equity.  

o Example: Comparable Company A is trading at an EV/EBITDA multiple of 6.0x, and the 
company you are valuing has EBITDA of $100 million; your company’s EV would be valued at 
$600 million based on this valuation technique.8 

  

                                                 
8See the Excel spreadsheet model for an example of a multiples/comps analysis. 
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 Market Valuation / Market Capitalization 

o The market value of equity is used only for publicly traded companies. It is calculated by 
multiplying the number of shares outstanding by the current stock price.  

o Apple and Exxon Mobil are the two corporations with the highest market caps. They have values 
of $496 billion and $394 billion respectively as of November 17, 2012. 

o Facebook has lost about $55 billion in value from its peak market cap of over $96 billion on its 
first day of trading ($45 per share) to $51 billion ($23.56 per share) as of November 17, 2012. 

 Precedent Transactions 

o A precedent transaction analysis is based on the idea that a company’s worth can be determined 
by looking at the prices paid for similar companies in similar situations in the past. This 
methodology is as much an art as it is a science.  

o With this valuation technique an analyst will research historical transactions similar to the 
transaction in question. This includes looking at the size of the companies involved, their 
industry, the economic context of the transaction, premiums paid, purpose of the transaction 
(strategic or financial), etc.  

o Sometimes it may make more sense to focus on a small group of highly relevant, similar 
transactions, rather than a broader selection of less similar deals. Studying each prior deal in 
detail is vital to determining the likenesses among transactions and coming up with an accurate 
valuation.  

o Once an analyst has found transactions that are comparable, they look at how those companies 
were valued. What were the EV/EBITDA and EV/Sales multiples paid? They calculate a 
valuation multiple based on the sale prices in those transactions, and apply the multiple to the 
comparable metric of the company being valued.  

o Most of the time this valuation technique will result in the highest valuation due to the inclusion 
of a “control premium” the buyer is willing to pay for the assumed “synergies” they hope will 
occur after the purchase. 

o Some advantages of this valuation technique include its reliance on public information (for many 
transactions) and its basis in reality, based on actual comparable deals that have closed in the 
past. However, market conditions at the time of the prior deal may be significantly different from 
those prevailing at the time of the current transaction. For example, multiples paid for a dot-com 
company during the bubble in the early 2000’s would be significantly higher than the multiples 
paid for a similar company today. A good analyst will take this into account and discount the 
valuation accordingly.  

o Below is a sample of what a simple precedent transaction summary chart may look like. 
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 Discounted Cash Flow Analysis 

o See “Walk me through a DCF” question below for more information on the discounted cash flow 
method of valuation. 

 LBO Valuation 

o An LBO (leveraged buyout) is when a firm (usually a private equity—PE—firm) uses a higher 
than normal amount of debt (known as leverage) to finance the purchase of a company.  

o The PE investors will purchase the equity of another company, using a percentage (anywhere 
from 10% to 40%) of its own capital and financing the remainder with debt through bank loans, 
bonds, or a combination of the two. The PE firm then uses the cash flows from the acquired 
company to pay off the debt over time with the goal of increasing the value of their equity.  

o The PE firm frequently uses the assets of the company being acquired as collateral for a bank 
loan that will be underwritten by an investment bank’s leveraged finance unit and then 
syndicated out to investors.  

o When the PE firm is ready to sell the company, ideally the debt has been partially or fully paid, 
and the PE firm—as the majority equity owners of the company—can collect most of the profits 
from an IPO or sale of the business. Since a smaller equity check was needed up front due to the 
higher level of debt used to purchase the company, this can result in higher returns to the original 
investors than if they had paid for the company entirely with their own equity (i.e. without any 
debt). For more detailed information on LBOs, see the LBO analysis in the later in this guide. 

 Other Techniques 

o Liquidation Valuation: This valuation technique uses the value of the company if they simply 
sold all its assets. This might happen in a Chapter 7 bankruptcy. The company would sell off its 
PP&E, inventory, etc. It may be sold at a discount to the value it is being held on the Balance 
Sheet because it is a forced sale (not necessarily true if an asset like a piece of property or a 
building has been sitting on the Balance Sheet depreciating for years meaning that its book value 
could be well below its market value). 

($-millions) Multiples

Date
Target 
Name

Acquirer 
Name

Equity 
Value Net Debt

Enterprise 
Value EV/Sales EV/EBITDA EV/EBIT

Equity/Net 
Income

May-00 Fox Hostel 84.3 0.0 84.3 2.3x 7.0x 7.5x 11.0x
Mar-05 Charlie Wolf 34.2 50.0 84.2 2.1x 7.6x 8.0x 11.5x
Jun-07 Delta Cross 53.5 40.2 93.7 1.9x 6.3x 7.0x 10.4x
Aug-08 Igloo Swiss 23.2 0.0 23.2 3.5x 8.1x 9.0x 12.1x
Dec-09 Apple North 100.3 80.4 180.7 2.5x 7.7x 8.5x 11.4x

High 3.5x 8.1x 9.0x 12.1x
Mean 2.5x 7.3x 8.0x 11.3x

Median 2.3x 7.6x 8.0x 11.4x
Low 1.9x 6.3x 7.0x 10.4x
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o Sum of the Parts: This valuation technique should be used if the company has multiple divisions 
with different margins, growth rates, etc. For example, one methodology you could use for a 
company like Apple would be to value each of their different businesses (iPhone, iPod, iPad, 
desktop, laptop, software, accessories, etc) on its own and then combine the values of all those 
divisions. 

 Below is the general answer to this question, but be ready to give the brief description of any of the 
methodologies as described above if they ask. 

 There are a number of ways I can think of to value a company, and I’m sure you know even more. The 
simplest is probably market valuation, which is just the public Equity Value of a company based on the 
public markets. To get the Enterprise Value, you add the net debt on its books, preferred stock, and any 
minority interest. A few other ways to value a company include comparable company analysis, 
precedent transactions, discounted cash flow, leveraged buyout valuation, and liquidation valuation. 

 Please note the “Common Valuation Techniques” chart on the following page. 
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Common Valuation Techniques 

 
 

•Calculates either Enterprise Value or Equity Value. 
•Average multiple from comparable companies (based on size, industry, etc.) 

multiplied by the operating metric of the company you are valuing. 
•Most common multiple is Enterprise Value/EBITDA, but also used are P/E, EV/EBIT, 

Price/Book, EV/Sales. 
•Different multiples may be more or less important in different industries. 
•Example: If a similar company is trading at an EV/EBITDA multiple of 6x, and the 

company you are valuing has EBITDA of $100 million, their EV would be $600 million 
based on a comparable companies analysis. 

Comparable 
Companies 

•The market value of equity is only for publicly traded companies and is the easiest 
valuation technique. 

•Market value is calculated simply by multiplying the number of shares outstanding by 
the current stock price. 

•This is also known as Market Cap, and gives the Equity Value of the firm. 

Market 
Valuation 

•First, find historical transactions similar to the transaction in question, including size 
of the company, industry, economic contexts, etc.  

•Once you have foundone or more transactions, look at the valuation process. What 
metrics (EBIT, EBITDA, etc) were used? Calculate a valuation multiple based on the 
sale price(s) in the precedent(s), and apply the multiple to the appropriate metric for 
the current company.   

•Most of the time this valuation technique will result in the highest valuation, due to 
the inclusion of a “control premium” a company will pay for the assumed “synergies” 
theyexpect to occur after purchase. 

Precedent 
Transaction 

•See the "Walk me through a DCF" for more information on this valuation technique. 
Discounted 
Cash Flow 

•Essentially an LBO (leveraged buyout) is when a firm uses a higher than normal 
amount of debt to finance the purchase of a company, then uses the coompany's 
cash flows to pay off the debt over time.  

•The acquired company's assets may be used as collateral for the loan.  
•Ideally, the debt has been partially or fully retired when LBO buyers are ready to sell 

the company, and—as sole equity owners of the company—they can collect most of 
the profits from the sale. 

• Since a smaller equity check was needed up front due to the higher level of debt 
used to purchase the company, this can result in higher returns to the original 
investors than if they had paid for the company entirely with their own equity (i.e., 
without any debt).  For more detailed information on LBOs, see the LBO analysis in 
the Advanced section.  

LBO 
Valuation 
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Which of the valuation methodologies will result in the highest valuation? 

 

 Of the four main valuation techniques (Market Value, Market Comps, Precedent Transactions and 
DCF) the highest valuation will normally come from the Precedent Transactions technique, because a 
company will pay a premium for the projected synergies coming from the merger. A DCF analysis will 
typically give you the next highest valuation simply because those building the DCF model tend to be 
somewhat optimistic in their assumptions and projections. Market Comps and Market Value will usually 
produce the lowest valuations.  

How do you value a private company? 

 You can value a private company using the same techniques you use for a public company, with a 
couple of exceptions: 

o You cannot use a straight market valuation since the company is not publicly traded. 

o A DCF can be complicated by the absence of an equity beta, which would make calculating 
WACC difficult. In this case, you have to use the equity beta of a close comp in your WACC 
calculation. 

 Financial information for private companies is more difficult to find because they are not required to 
make public online filings. 

HIGEST VALUATION 

•Since a company will pay a control 
premium and a premium for synergies 
coming from the merger, values tend to be 
high. 

Precedent Transaction 

•Those building the DCF model are frequently 
optimistic in their projections. Discounted Cash 

Flow 
•Based on other similar companies and how they are 

trading in the market. No control premium or synergies. 
Market Comps 

•Based on how the target is being valued by the market. Just 
equity value, no premiums or synergies. Market 

Valuation 

LOWEST 
VALUATION 

Michael Edgcomb



 

 

 
Page 27 

 

  

 An analyst may apply a discount in a comparable companies valuation if the comps are publicly held, 
because a public company will demand a 10-15% premium for the liquidity an investor enjoys when 
investing in a public company because it is easier to buy and sell in the public markets.  

 You can value a private company with the same techniques you would use for a public company but with 
a few differences that make it more difficult. Financial information will likely be harder to find and 
potentially less complete and less reliable. Second, you can’t use a straight market valuation for a 
company that isn’t publicly traded. In addition, a DCF can be problematic because a private company 
won’t have an equity beta to use in the WACC calculation. Finally, if you’re doing a comps analysis 
using publicly traded companies, a 10-15% discount may be required as a 10-15% premium is paid for 
the public company’s relative liquidity. 

What does spreading comps mean? 

 “Spreading comps” is the task of collecting and calculating relevant multiples for comparable 
companies.  

 Sometimes an analyst can pull the relevant multiples from a resource like CapitalIQ. However, 
sometimes you have to research a company’s data and financial information in their 10-K/10-Q to make 
sure they have adjusted for non-recurring charges or irregular accounting across an industry that can 
skew multiples across comparable companies. These charges can include one-time legal expenses, 
restructuring fees, asset write-downs, etc. 

 These adjustments will be detailed in the footnotes section of the financial statements. 

 A simple comps table is shown below. A sample comps table is also included in the Excel model 
provided with this guide. 

 Spreading comps means calculating relevant multiples from comparable companies and summarizing 
them for easy analysis and comparison. It can be challenging when a company’s data and financial 
information must be scoured to conduct the necessary research. 

 
  

Food Manufacturer Equity Comps Analysis

Ticker Company Name
Current 

Price LTM Rev
LTM Gross 

Profit
LTM Gross 

Margin LTM EBITDA
EBITDA 
Margin Market Cap

Long Term 
Debt Cash TEV

Debt/ 
EBITDA

TEV/ 
Revenue

TEV/ 
EBITDA

HNZ H. J. Heinz Company 43.22 10,495.0 3,818.3 36.4% 1,899.7 18.1% 13,746.6 4,567.6 483.3 17,888.1 2.40x 1.70x 9.42x
SLE Sara Lee Corp. 14.10 9,140.0 3,322.0 36.3% 1,451.0 15.9% 9,323.9 2,718.0 935.0 11,139.9 1.87x 1.22x 7.68x
HRL Hormel Foods Corp. 20.24 6,676.8 1,173.1 17.6% 722.2 10.8% 5,393.6 350.0 355.2 5,391.8 0.48x 0.81x 7.47x
SJM The J. M. Smucker Company 60.22 4,605.3 1,790.6 38.9% 1,020.6 22.2% 7,194.6 900.0 283.6 7,811.0 0.88x 1.70x 7.65x
BGS B&G Foods Inc. 10.78 507.6 152.0 29.9% 105.7 20.8% 513.3 489.4 69.4 933.4 4.63x 1.84x 8.83x
FLO Flow ers Foods, Inc. 16.29 2,588.9 1,213.3 46.9% 287.3 11.1% 2,241.3 326.8 8.4 2,559.7 1.14x 0.99x 8.91x
JJSF J&J Snack Foods Corp. 42.10 679.0 222.6 32.8% 104.8 15.4% 775.3 0.0 54.3 721.0 0.00x 1.06x 6.88x
LNCE Snyder's-Lance, Inc. 16.49 923.0 370.3 40.1% 94.9 10.3% 531.0 118.9 7.0 642.9 1.25x 0.70x 6.77x
THS Treehouse Foods, Inc. 45.66 1,627.0 368.8 22.7% 197.3 12.1% 1,587.6 887.6 3.4 2,471.7 4.50x 1.52x 12.53x
Low: 17.6% 10.3% 0.00x 0.70x 6.77x
Mean: 33.1% 15.4% 2.20x 1.29x 8.41x
Median: 34.6% 15.7% 1.56x 1.31x 7.81x
High: 46.9% 22.2% 4.83x 1.84x 12.53x
Note: LTM Period Ending 6/30/10
           TEV for Heinz, Sara Lee and Hormel include 57.2mm, 33.0mm and 3.4mm of minority interest
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Would you be calculating Enterprise Value or Equity Value when using a multiple based on free cash flow or 
EBITDA? 

 EBITDA and free cash flow represent cash flows that are available to repay holders of a company’s 
debt and equity, so a multiple based on one of those two metrics would describe the value of the firm to 
all investors. A multiple such as P/E ratio, based on earnings alone, represents the amount available to 
common shareholders after all expenses are paid, so if you used this multiple, you would be calculating 
the value of the firm’s equity. 
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Walk me through a Discounted Cash Flow model.9  

 This is one of the most common questions in investment banking interviews. Don’t mess it up! 

 To begin, project free cash flows for a specified period, usually five to ten years. Free cash flow is equal 
to EBIT (earnings before interest and taxes) multiplied by (1–the tax rate) plus (depreciation and 
amortization) minus capital expenditures minus the change in net working capital.  

 Next, predict free cash flows for the years beyond the five or ten years projected. This requires 
establishment of a terminal value, as is detailed in the next question below. 

 Once future cash flows have been projected, calculate the present value of those cash flows. First, 
establish an appropriate discount rate—the Weighted Average Cost of Capital, or WACC. This 
calculation is discussed in the following two questions.  

 To find the present values of the cash flows (which is equal to the company’s Enterprise Value), we 
discount them by the WACC, as follows. 

                 
   

          
   

            
   

          

 The final cash flow (CFn) in the analysis will be the sum of the terminal value calculation and the final 
year’s free cash flow. 

 For a much more in depth description of a Discounted Cash Flow analysis, view a DCF tutorial online 
(Investopedia is a great resource) and study the Excel model you received when you purchased this 
guide. 

 First, project the company’s free cash flows for about 5 years using the standard formula.( Free cash 
flow is EBIT times 1 minus the tax rate, plus Depreciation and Amortization, minus Capital 
Expenditures, minus the Change in Net Working Capital.) Next, predict free cash flows beyond 5 years 
using either a terminal value multiple or the perpetuity method. To calculate the perpetuity, establish a 
terminal growth rate, usually about the rate of inflation or GDP growth, a low single-digit percentage. 
Now multiply the Year 5 cash flow by 1 plus the growth rate and divide that by your discount rate minus 
the growth rate. Your discount rate is the Weighted Average Cost of Capital, or WACC. Use that rate to 
discount all your cash flows back to year zero. The sum of the present values of all those cash flows is 
the estimated present Enterprise Value of the firm according to a discounted cash flow model. 

  

                                                 
9 See the attached Excel spreadsheet for a sample of a DCF analysis. 
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Discounted Cash Flow Summary Chart 

 

 

How do you calculate a firm’s terminal value? 

               
          
         

 To establish a terminal value, either you can use the formula above, which is the perpetuity growth 
methodology, or you can use the terminal multiple method. 

 In the terminal multiple method, you assign a valuation multiple (such as EV/EBITDA) to the final 
year’s projection, and use that as the “terminal value” of the firm.  

 In either case, you must remember to discount this “cash flow” back to year zero as you have with all 
other cash flows in the DCF model.  

 There are two ways to calculate terminal value. The first is the terminal multiple method. To use this 
method, you choose an operation metric (most commonly EBITDA) and apply a comparable company’s 
multiple to that number from the final year of projections. The second method is the perpetuity growth 
method where you choose a modest growth rate, usually just a bit higher than the inflation rate or GDP 
growth rate, and assume that the company can grow at this rate infinitely. You then multiply the FCF 

Project out Free Cash Flows 
•About 5 Years 
•[EBIT x (1–Tax Rate)] + D&A – CapEx – Change in NWC  

Estimate FCF beyond Year 5 
•Terminal Growth Multiple 
•Perpetuity Method 

•Growth rate around GDP growth or inflation (low single digit %) 
•[Year 5 FCF x (1+ Growth Rate)] / (Cost of Capital – Growth Rate) 

Use WACC as your discount rate 

Explained Below 

Discount Cash Flows Back to Year 0 
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from the final year by 1 plus the growth rate, and divide that number by the discount rate (WACC) 
minus the assumed growth rate. 

What is WACC and how do you calculate it? 

 WACC is the acronym for Weighted Average Cost of Capital. It is used as the discount rate in a 
discounted cash flow analysis to calculate the present value of a company’s cash flows and terminal 
value. It reflects the overall cost of a company raising new capital, which is also a representation of the 
riskiness of investment in the company.  

 WACC represents the blended cost to both debt holders and equity holders, based on the cost of debt 
and the cost of equity for that specific firm.  

     [(
 

     )     ]  [(
 

     )          ]  [(
 

     )     ] 

 

                         

                     

                           

                                          

                                        

                                                              

                     

 WACC is the acronym for Weighted Average Cost of Capital. It is used as the discount rate in a 
discounted cash flow analysis to calculate the present value of a company’s cash flows and terminal 
value. It reflects the overall cost of a company’s raising new capital, which is also a representation of 
the riskiness of investing in the company. Mathematically, WACC is the percentage of equity in the 
capital structure times the cost of equity (calculated by the Capital Assets Pricing Model) plus 
percentage of debt in the capital structure times one minus the corporate tax rate times the cost of 
debt—current yield on outstanding debt—plus percentage of preferred stock in the capital structure 
times the cost of preferred stock if there is any preferred stock outstanding.  
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All else equal, should the WACC be higher for a company with $100 million of market cap or a company with 
$100 billion of market cap? 

 Normally the larger company will be considered “safer” and therefore will have a lower WACC. 
However, depending upon their respective capital structures, the larger company could have a higher 
WACC. 

 Without knowing more information about the companies, it is impossible to say. If the capital structures 
are the same, then the larger company should be less risky and therefore have a lower WACC. However, 
if the larger company has a lot of high-interest debt, it could have a higher WACC. 

All else equal, should the cost of equity be higher for a company with $100 million of market cap or a company 
with $100 billion of market cap? 

 Typically, a smaller company is expected to produce greater returns than a large company, meaning the 
smaller company is more risky and therefore would have a higher cost of equity. 

How do you calculate Free Cash Flow?  

                                                                

 Free cash flow is EBIT times 1 minus the tax rate plus Depreciation and Amortization minus Capital 
Expenditures minus the Change in Net Working Capital 

Why do you project out free cash flows for the DCF model? 

 The reason you project FCF for the DCF is because FCF is the amount of actual cash that could 
hypothetically be paid out to debt holders and equity holders from the earnings of a company. 

When would you not want to use a DCF? 

 If you have a company that has very unpredictable cash flows, then attempting to project those cash 
flows and create a DCF model would not be effective or accurate. In this situation you will most likely 
want to use a multiples or precedent transactions analysis. 

What is Net Working Capital? 

                                                        

 Current assets include items on the Balance Sheet like inventory, accounts receivable and other short 
term assets. Current liabilities include items such as accounts payable and other short term liabilities. 

 An increase in net working capital is a use of cash. This could be from increasing current assets like 
inventory or accounts receivable. If you increase inventory for example, it is not a cost on the Income 
Statement, but is still a use of cash due which needs to be accounted for on the CF statement.  
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 A decrease in net working capital is a source of cash. This could include changes such as increasing 
accounts payable or reducing inventory. If you reduce inventory, it means you are selling more goods 
than you are producing, which means you are realizing a cost on your Income Statement. This is why in 
calculating free cash flow you subtract an increase in net working capital.  

 If net working capital went up, a company must have “used” cash to produce the increase (for example, 
by purchasing more inventory than they sold).  

 Net Working Capital is current assets minus current liabilities. It is a measure of a company’s ability to 
pay off its short term liabilities with its short-term assets. A positive number means they can cover their 
short term liabilities with their short-term assets. A negative number indicates that the company may 
have trouble paying off its creditors, which could result in bankruptcy if cash reserves are insufficient. 

What happens to Free Cash Flow if Net Working Capital increases? 

 Intuitively, you can think of working capital as the net dollars tied up to run the business. As more cash 
is tied up (either in accounts receivable, inventory, etc.), free cash flow will be reduced.  

 Remember, if an asset goes up, this is a use of cash; if a liability goes up; it is a source of cash.  

 You subtract the change in Net Working Capital when you calculate Free Cash Flow, so if Net Working 
Capital increases, your Free Cash Flow decreases and vice versa.  

When would a company collect cash from a customer and not show it as revenue? If it isn’t revenue, what is it? 

 Normally this will occur when a customer pays for a good or service to be delivered in the future. 

 Some examples would be annual magazine subscriptions, annual contracts on cell phone service, online 
dating site memberships, etc. 

 The revenue is not recognized until the good or service is delivered to the customer.  

 Until it is delivered, it is recorded as deferred revenue (liability) on the Balance Sheet.  

 It will be recognized as revenue as it is delivered, and the deferred revenue line item on the Balance 
Sheet will be reduced accordingly.  

 This typically occurs when a company is paid in advance for future delivery of a good or service, such 
as a magazine subscription. If a customer pays for delivery of 12 months of magazines in advance, cash 
from that purchase goes onto the Balance Sheet as cash, but also increases deferred revenue, a liability. 
As each issue is delivered to the customer over the course of the year, the deferred revenue line item will 
go down, reducing the company’s liability, while a portion of the subscription payment will be recorded 
as revenue. 

What is the difference between accounts receivable and deferred revenue? 

 Accounts receivable is money a company has earned from delivery of goods or services but has not 
collected yet. Deferred revenue is the opposite, money that has not yet been recorded as revenue 
because it was collected for goods or services not yet delivered.  
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Why might there be multiple valuations of a single company? 

 Each method of valuation will generate a different value because it is based on different assumptions, 
different multiples, or different comparable companies and/or transactions. Generally, the precedent 
transaction methodology and discounted cash flow method lead to higher valuations than comparable 
companies analysis or market valuation does. The precedent transaction result may be higher because 
the approach usually will include a “control premium” above the company’s market value to entice 
shareholders to sell and will account for the “synergies” that are expected from the merger. The DCF 
approach normally produces higher valuations because analysts’ projections and assumptions are 
usually somewhat optimistic. 

Why might two companies with similar growth and profitability have different valuations? 

 The difference in valuation could reflect some sort of a competitive advantage that isn’t represented on 
the financial statements. Perhaps the more valuable company is a market leader in a key region or owns 
uniquely valuable intellectual property or enjoys a significantly stronger management track record. 

How do you determine which valuation methodology to use? 

 Because each method has unique ability to provide useful information, you don’t choose just one. The 
best way to determine the value of a company is to use a combination of valuation techniques. For 
example, if you have a precedent transaction valuation that you feel is extremely accurate, you may give 
that result more weight. Or if you are extremely confident in your DCF analysis, you will place more 
emphasis on its outcome. Valuing a company is as much an art as it is a science. 

What is an Initial Public Offering (IPO)? 

 An IPO is the first public sale of stock in a previously private company. 

 This is known as “going public.” 

 The IPO process is incredibly complex, and investment banks charge high fees to lead companies 
through it. 

 Companies go public for a number of reasons—raising capital, cashing out for the original owners, and 
investor and employee compensation. 

 Some negatives against “going public” include sharing future profits with public investors, loss of 
confidentiality, loss of control, IPO fees to investment banks, and legal liabilities. 

 Some recent IPOs include Groupon and Zynga, and the most anticipated IPO of 2012 was Facebook, 
which issued its IPO at around a $100 billion valuation and was led by Morgan Stanley. 

 IPO is the acronym for Initial Public Offering. It is the first time a privately-held company sells shares 
of stock to the public market. Usually a company goes public to raise capital for growing the business or 
to allow the original owners and investors to cash out some of their investment. 
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What is a primary market and what is a secondary market? 

 The primary market is where an investment bank sells new securities before they go to market. With an 
IPO or bond issuance, the majority of these buyers are institutional investors who purchase large 
amounts of the security. 

 The secondary market is the market on which a stock or bond trades after the primary offering—the 
New York Stock Exchange, American Stock Exchange, or Nasdaq, in the United States. 

 The primary market is the market where a new stock or bond is sold the first time it comes to market. 
The secondary market is where the security will trade after its initial public offering (NYSE, Nasdaq). 
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Intermediate 

What is the Capital Assets Pricing Model? 

 Used to calculate the required/expected return on equity (ROE), or the cost of equity of a company 

  
 The Capital Assets Pricing Model, referred to as CAPM, is used to calculate the required return on 

equity or the cost of equity. The return on equity is equal to the risk free rate (usually the yield on a 10-
year U.S. government bond) plus the company’s beta (a measure of the stock’s volatility in relation to 
the stock market) times the market risk premium. 

Where do you find the risk-free rate? 

 The risk-free rate is usually the current yield on the 10-year government treasury, which can be found on 
the front page of The Wall Street Journal, on Yahoo! Finance, etc. This is considered “risk-free” because 
the U.S. government is considered to be a risk-free borrower, meaning the government is expected never 
to default on its debt.  

 Recently, S&P downgraded the United States from its AAA “risk-free” rating to AA+. The other two 
major ratings agencies have maintained their ratings on U.S. government debt, however. See the section 
in the current events section of this guide for more information. 

What is Beta? 

 Represents relative volatility or risk of a given investment with respect to the market. 

 β< 1 means less volatile than market (lower risk, lower reward). 

 β > 1 means more volatile than market (higher risk, higher reward). 

 A beta of 1.2 means that an investment theoretically will be 20% more volatile than the market. If the 
market goes up 10%, that investment should go up 12%. 

 Beta is a measure of the volatility of an investment compared with the market as a whole. The market 
has a beta of 1, while investments that are more volatile than the market have a beta greater than 1 and 
those that are less volatile have a beta less than 1. 

  



 

 

 
Page 37 

 

  

 

From the three main financial statements, if you had to choose two to analyze a company, which would you 
choose and why? 

 The key to this question is understanding that if you have the beginning and ending Balance Sheets for 
the period, along with the ending Income Statement, you can generate a Cash Flow Statement for 
yourself. So the answer to this question is easy: you want the beginning and ending Balance Sheets and 
the Income Statement for the same period. 

 If I had to choose two financial statements, I would choose the Balance Sheet and the Income Statement. 
As long as I had the Balance Sheets from the beginning and end of the period, as well as the end of 
period Income Statement, I would be able to generate a Cash Flow Statement.  

How does depreciation affect the cash balance if it is a non-cash expense? 

 Since depreciation is an expense, it will reduce the amount of taxes a company will pay. Since taxes are 
a cash expense, anything that affects them—including depreciation—will affect the cash balance. 

How would a $10 increase in depreciation expense affect the each of the three financial statements? 

 Note: There are many forms of this question. An interviewer could ask how the statements are affected 
by a $20 decrease in inventory, or a $50 million capital expenditure project. Since you will not be able 
to memorize each and every possible question, you must know how the changes in line items flow 
through the financial statements. Use the WSO model provided with this guide to help you master that. 

 Break this question down into pieces.  

 Start with the Income Statement.  

o The $10 increase in depreciation is an expense, which therefore lowers operating profit by $10 
and reduces taxes.  

β<1 
Consumer Staples 

Healthcare 

Utilities 

Tobacco 

Petroleum Production 

β>1 
Wireless Networking 

Biotechnology 

Computer Software/Services/Hardware 

E-Commerce 

Entertainment Technology 
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o Taxes decrease by $10 x Tax Rate and net income decreases by $10 x (1–Tax Rate).  

o Assuming a 40% tax rate, the drop in net income will be $6 [$10 x (1–0.40)].  

 Next move to the Statement of Cash Flows. 

o The $6 reduction in net income reduces cash from operations by $6.  

o However, depreciation is a non-cash item, so it will increase cash from operations by $10 
because you add back depreciation.  

o Ending cash is therefore increased by $4. 

 Now to the Balance Sheet.  

o Cash increases by $4. 

o PP&E decreases by $10 because of depreciation.  

o Overall assets fall by $6.  

o This needs to balance with the other side of the Balance Sheet; therefore, retained earnings will 
fall by $6 due to the drop in net income. 

 Let’s start with the Income Statement. The $10 increase in depreciation will be an expense and will 
reduce net income by $10 times (1–the tax rate). Assuming a 40% tax rate, this will mean a reduction in 
net income of 60% or $6. So $6 flows to cash from operations, where net income will be reduced by $6 
but depreciation will increase by $10, resulting in an increase of ending cash by $4. Cash then flows 
onto the Balance Sheet where it increases by $4, PP&E decreases by $10, and retained earnings 
decreases by $6, keeping everything in balance. 

Note: See the chart on the next page to help you follow the flow. You can also use the accompanying Excel 
spreadsheet to change depreciation and see what happens to the three statements. 
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In what scenario could a company have negative shareholders equity?  

 If a company has had negative net income for a long time, it would have a negative retained earnings 
balance, which would lead to negative shareholders equity. A leveraged buy-out could have the same 
effect, and so would a large dividend payment to the owners of the business. 

How would you calculate the discount rate for an all-equity firm? 

 If a firm is all equity, then you would use CAPM to calculate the cost of equity, and that would be the 
discount rate.  

What is the market risk premium? 

 The market risk premium is the excess return that investors require for choosing to purchase stocks over 
“risk-free” securities. It is calculated as the average return on the market (normally the S&P 500, 
typically around 10-12%) minus the risk free rate (current yield on a 10-year Treasury). 

On the Income Statement 
•$10 Depreciation Expense, 40% Tax Rate 
•Reduction in Net Income of $10 x (1–40%)=$6 

Reduction in net income flows to cash from operations 
•Net income reduced by $6 
•Depreciation increases by $10 
•Net increase in cash from operations of $4 
•Ending cash increases by $4   

Ending cash flows onto the balance sheet 
•Cash increases by $4 
•Property, Plant and Equipment loses $10 in value 
•Net decrease in assets of $6, matches the net drop in shareholder equity due to 

reduction of retained earnings from the $6 drop in net income 
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What kind of an investment would have a negative beta? 

 An investment with a negative beta is one that moves opposite to the stock market as a whole. In other 
words, if the stock market moves up, the value of the negative beta investment would decline and vice 
versa. 

 Gold is an investment that has a negative beta. When the stock market goes up, the price of gold 
typically declines as people flee from the “safe haven” of gold. The opposite happens when the market 
goes down, indicating a negative correlation. 

How much would you pay for a company with $50 million in revenue and $5 million in profit? 

 If this was the only information you were given, you could use multiples or a precedent transactions 
analysis. For more information about these types of valuation techniques, refer to the “how would you 
value a company” question above. 

 Since you have no information about historical or projected performance, and no details about the 
firm’s capital structure, it would be impossible to do a DCF analysis. Assuming you know the firm’s 
industry, you could identify a group of comparable companies and do a multiples analysis using the 
ratios from those most relevant to the company being valued. 

How would you value a company with no revenue? 

 In order to value a company with no revenue, such as a start up, you must project the company’s cash 
flows for future years and then construct a discounted cash flow model of those cash flows using an 
appropriate discount rate. Alternatively, you could use other operating metrics to value the company as 
well. If you took a start-up website with 50,000 subscribers, but no revenue, you could look at a similar 
website’s value per subscriber and apply that multiple to the website you are valuing.  

What is the difference between Adjusted Present Value and WACC? 

 WACC incorporates the effect of interest tax shields into the discount rate. 

o Typically calculated from actual data from Balance Sheets and used for a company with a 
consistent capital structure over the period of the valuation 

 APV adds present value of financing effects to Net Present Value assuming all Equity Value 

o Useful where costs of financing are complex and if capital structure is changing  

o Used for Leveraged Buyouts 

o See investopedia.com for more information on APV 

How would you calculate the WACC of a private company? 

 Since a private company has no market capitalization and no beta, you would most likely use the WACC 
for a comparable public company. 
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Describe a company’s typical capital structure. 

 A company may finance itself using multiple layers of debt and equity, each of which will have a 
different cost and repayment preference in the event of bankruptcy. The paragraph below would be a 
relatively good answer, and the chart that follows illustrates the different layers of the capital structure. 

 A company’s capital structure is made up of debt and equity, and there may be multiple levels of each. 
Debt can be senior, mezzanine, or subordinated, with senior being paid off first in the event of 
bankruptcy, then mezzanine, then subordinated. Since senior debt is most secure and will be paid off 
first in bankruptcy, it offers the lowest interest rate. The most senior debt is bank loans; the rest is 
bonds, which can be issued to the general public. Equity is either preferred or common stock. Preferred 
stock combines some features of both debt and equity: it can appreciate in value, and also pays out a 
consistent dividend but it has very little or no rights in a bankruptcy. Common stock is traded on the 
exchanges, if the company is public. In the event of bankruptcy, common stockholders have the least 
claim to assets in the event of liquidation, and therefore they bear the highest level of risk and earn the 
highest return on investment. Common shareholders are the company’s owners and are entitled to 
profits, which may be reinvested in the business or paid as dividends. 
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•Underwritten by an investment bank and syndicated to institutional buyers. 
•First priority in the event of a bankruptcy. 
•Often "secured" in case of liquidation by company assets pledged as collateral. 
•Many times will have a "floating" interest rate based on LIBOR + a certain rate. 

Senior Bank 
Loans 

•Arranged by an investment bank and sold on the bond market. 
•May be secured or unsecured. 
•Bonds normally will have a fixed interest rate. 
•Bonds may have call or put options, may be convertible into equity, etc.  

Mezzanine 
Debt/Bonds 

•Similar to Mezzanine Debt/Bonds but lower in the capital structure (subordinated). 
•Since they are subordinated, they will have fewer rights in the event of a bankruptcy. 
•Investors will require a higher interest rate on this layer of debt. 

Subordinated/ 
High Yield 

Bonds 

•Preferred stock is like a hybrid of a bond and common equity. 
•The preferred will pay a constant dividend to its shareholders, and the principal value 

of the preferred can gain value as well. 
•Preferred stock may also carry a conversion feature, where shareholders can convert 

their preferred into common. 
•Preferred will be paid prior to common shareholders having any recovery in a 

bankruptcy, but it is typically subordinated to all other company debt. 

Preferred 
Stock 

•Common stock is the form of equity traded on public exchanges such as NYSE & 
Nasdaq. 

•Common shareholders purchase shares and are the cocmpany's  "owners," with 
voting rights that can be exercised in corporate decisions. 

•Stock is underwritten by a bank hired to run the highly complex IPO process. The new 
shares issued are then sold mainly to institutional buyers. 

•Common stock is lowest in the capital structure and has the fewest rights in the event 
of bankruptcy. 

Common 
Stock 
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When should a company issue equity rather than debt to fund its operations? 

 If the company feels its stock price is inflated, it would raise a large amount of capital relative to the 
percentage of ownership sold. 

 If new projects the company plans on investing in may not produce immediate or consistent cash flows 
to make interest payments… 

 If the company wants to adjust its capital structure, or pay down debt… 

 If the company’s owners want the ability to sell off a portion of their ownership and monetize their 
investment… 

 There are several reasons for issuing stock rather than debt. First, if a company believes its stock price 
is inflated, issuing stock can raise a lot of capital relative to the ownership sold. Second, if the projects 
to be funded may not generate predictable cash flows in the immediate future, the company would want 
to avoid the obligation of consistent coupon payments required by the issuance of debt. Issuing stock is 
also an effective way to adjust the debt/equity ratio of a company’s capital structure or to monetize the 
owners’ investment.  

When should an investor buy preferred stock? 

 Preferred stock could be looked at as a cross between debt and equity. Preferred stock will normally 
provide investors with a fixed dividend rate (like a bond), but also allow for some capital appreciation 
(like a stock). Preferred stock may also have a conversion feature which allows shareholders to convert 
their preferred stock into common stock. 

 Preferred typically does not have voting rights like those of common stock. 

 Preferred is senior to common stock within the company’s capital structure. 

 An investor should buy preferred for the upside potential of equity while limiting risk and assuring 
stability of current income in the form of a dividend. Preferred stock’s dividends are more secure than 
those from common stock, and owners of preferred stock enjoy a superior right to the company’s assets, 
though inferior to those of debt holders, should the company go bankrupt.  

Why would a company distribute its earnings through dividends to common stockholders? 

 The distribution of a dividend signals that a company is healthy and profitable, thus attracting more 
investors, potentially driving up the company’s stock price. 
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What is operating leverage? 

 Operating leverage is the percentage of costs that are fixed versus variable. 

 A company whose costs are mostly fixed has a high level of operating leverage. 

 If a company has a high level of operating leverage, it means that much of any increase in revenue will 
fall straight to the bottom line in the form of profit, because the incremental cost of producing another 
unit is so low.  

 For example, a swim club is a business that operates with a high level of operating leverage. Once the 
club is built and opened, its costs are relatively fixed. With the same number of staff, same size pool, 
same locker rooms, same maintenance expense, the club could go from 500 members to 510 members 
with little additional cost. Nearly 100% of the membership fees collected from the 10 new members 
would turn into profit. 

 Operating leverage is the relationship between a company’s fixed and variable costs. A company with 
more fixed costs has a higher level of operating leverage. 

How would a $10 increase in depreciation in year 4 affect the DCF valuation of a company? 

 A $10 increase in depreciation decreases EBIT by $10, therefore reducing EBIT (1-T) by $10(1-T). 
Assuming a 40% tax rate, it drops EBIT (1-T) by $6, but you must add back the $10 depreciation in the 
calculation of Free Cash Flow. Therefore your FCF increases by $4 and your valuation will increase by 
the present value of that $4, (the equation for PV is below). 

                                
  

          

If you have two companies that are exactly the same in revenue, growth, risk, etc. but one is private and one is 
public, which company’s shares would be higher priced?  

 The public company most likely will be priced higher due to the liquidity premium one would pay to be 
able to buy and sell the shares quickly and easily in the public capital markets.  

 Another reason the public shares should be priced higher would be the transparency required for the firm 
to be listed on a public exchange. Publicly traded companies are required to file audited financial 
statements, allowing investors to view them. 

 The public company is likely to be priced higher for a couple of reasons. The main reason is the liquidity 
premium investors will pay for the ability to trade their stock quickly and easily on the public exchanges. 
A second reason is the sort of “transparency premium” that derives from the public company’s 
requirement to make their audited financial documents public. 
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What could a company do with excess cash on its Balance Sheet? 

 Many people would think that having excess cash on hand is not a bad thing. While it is good to have a 
cash buffer (especially in a time of economic turmoil), holding too much cash means you are giving up 
potential earnings from investing that cash elsewhere. 

 A firm must be aware of its cash needs, and keep enough cash to cover itself in the event of a downturn, 
but excess cash should be used or invested. 

 A growing company will normally reinvest its cash in the operations of the business itself. This allows 
the company to expand and grow. This could be an investment in equipment, more employees, new 
offices, increased/upgraded marketing, etc. 

 A company could also pay out the excess earnings as additional salary or bonuses to its employees or a 
dividend to its shareholders. 

 An option to preserve some sense of liquidity would be investing in short-term CDs, allowing the firm to 
earn interest while locking up the investment for only a short time. 

 Other options include investing in other companies, buying out a competitor, supplier or distributor, 
paying off debt, repurchasing stock, expanding to new markets, etc. 

 Although it seems like having a lot of cash on hand might be a good thing, especially in a recession, it 
really isn’t, because there is an opportunity cost to holding cash. A company should have enough cash 
to protect itself from bankruptcy in a downturn, but any excess cash should be put to work. The company 
could pay a dividend to its equity holders or bonuses to employees, although a growing company will 
tend to reinvest rather than pay out cash. It can reinvest its cash in plants, equipment, personnel, or 
marketing; it can pay off debt, repurchase equity, or buy out a competitor, supplier, or distributor. If 
nothing else, that cash can earn a little something invested in CDs until it can be put to better use. 
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What is goodwill and how does it affect net income? 

 Goodwill is a line item in the assets section of a company’s Balance Sheet. 

 Goodwill can arise from an acquisition where the price paid for the firm being acquired is higher than 
the tangible assets being purchased. The difference between the price paid and the firm’s book value 
would be accounted for in the “goodwill” section of the Balance Sheet. 

 Goodwill represents intangible assets such as brand name, customer relationships, intellectual property, 
etc. 

 If something happens that impairs the goodwill of the firm (such as a patent running out, an event 
hurting the brand, etc.), goodwill must be “written down” as an expense on the Income Statement. 

 Impairment of goodwill affects net income in much the same way depreciation does. It is accounted for 
as an expense, just like depreciation is an expense, even though the company is not physically paying 
out cash to cover this expense.  

 Goodwill is an intangible asset included on a company’s Balance Sheet. Goodwill may include things 
like intellectual property rights, brand name, or customer relations. Goodwill is acquired when 
purchasing a firm if the acquirer pays more than the book value of its assets. When something occurs to 
diminish the value of the intangible assets, goodwill must be “written down” in a process much like that 
for depreciation. Goodwill is subtracted as a non-cash expense and therefore reduces net income.  

What are some examples of items that may need to get added back to EBITDA to get a better sense for the 
financial health of a company? 

 Some examples are one-time, non-recurring items like legal expenses, one-time disaster payments or 
events, restructuring charges, debt/equity financing expenses, etc. Any items that are not likely to 
continue from one year to the next may be added back to EBITDA 
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Advanced 

When building a model, what is the most common way to project items like accounts receivable, accounts 
payable, inventory, depreciation, and capital expenditures? 

 Accounts receivable is normally projected as a percentage of revenues or using a ratio like Days Sales 
Outstanding. 

 Accounts payable is normally projected as a percentage of cost of goods sold or using a ratio like Days 
Payable Outstanding. 

 Inventory is normally projected as a percentage of cost of goods sold or using a ratio like Inventory 
Days.  

 Depreciation can be calculated very simply using a percentage of the prior years’ PP&E or can be 
calculated at the individual asset level using different schedules, useful lives, etc. 

 Capex is normally projected as a percentage of revenues, or from company guidance you will have a 
relatively good idea of what capex requirements are going forward.  

How/why do you lever/unlever Beta? 

           
        

        (     
      ) 

                                           (     (
    

      ))  

 The levered beta will be the beta you get from a website like Yahoo finance.  

 By unlevering the beta, you remove the financial effects of debt in the capital structure. This unlevered 
beta shows you the risk of a firm’s equity compared to the market. Comparing unlevered betas allows 
investors to see how much risk they will be taking by investing in a company’s equity (i.e. buying stock 
in the public market). When you have a company that doesn’t have a beta, Company A, you can find 
comparable Company B, take its levered beta, unlever it, and then relever it using Company A’s capital 
structure to come up with their beta. 

How would you calculate an equity beta? 

 In order to calculate an equity beta, you must perform a regression of the return of the stock versus the 
return of the market as a whole (the S&P 500). The slope of the regression line is the beta. 
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What would be the effect of using levered free cash flow rather than unlevered free cash flow in your DCF 
model? 

 If you were to use the levered free cash flow in your DCF, you would end up with the Equity Value of the 
company rather than the Enterprise Value since the cash flows you are finding the present value for are 
after the debt investors had been repaid, therefore indicating how much cash would be available to 
equity investors, not to all investors. 

What is a dividend discount model? 

 A dividend discount model is much like a DCF, but it will use dividends rather than free cash flow. 

 Rather than projecting out free cash flow, you project out the earnings per share for the business. 

 Assume that a certain percentage of EPS is being paid out as a dividend based on the historical dividend 
policy and how much cash the company wants to retain on its Balance Sheet. 

 Project out the dividends for the next 5-10 years just as you would with free cash flow, and then 
discount them back and sum them like in a DCF, but rather than using WACC, you are going to use the 
cost of equity for the firm.  

 For the terminal value, you will want to use an equity valuation multiple like P/E, and then discount that 
back to year 0, just as you would do in a DCF. 

 The sum of the PV’s of all the dividends is the per share value of the company. 

What’s the difference between cash-based accounting and accrual accounting? 

 Cash based accounting: This form of accounting recognizes revenues and expenses as of the time cash 
is actually collected or disbursed. For example, if a company receives a payment on a credit card, it 
wouldn’t be recorded as revenue until the credit card company actually deposits the money into the 
company’s bank account. 

 Accrual accounting: With accrual accounting, as soon as the company makes a payment or sale and 
believes it will pay for or be paid for a good or service, it will recognize the expense or revenue. Using 
the prior example, if the company is using accrual accounting, they will book the revenue as soon as 
they are paid, and it will show up as an accounts receivable on the Balance Sheet until the money is 
actually deposited into their account, at which time the accounts receivable balance will go down and 
the cash balance will go up. 

 With cash-based accounting, a company won’t recognize expenses or revenues until the cash is actually 
disbursed or collected. With accrual accounting, a company will recognize expenses and revenues when 
it has entered into a transaction or agreement that will require it to pay or be paid, even if cash won’t 
change hands until sometime in the future. Most companies use accrual accounting since credit cards 
are so prevalent.  
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What are some differences between tax accounting and GAAP accounting? 

 Since tax accounting is used to calculate just what income tax a company owes in a year, it is focused on 
just the revenues and expenses for a given year and is cash based. GAAP accounting is more concerned 
with tracking a company long term, so it tracks assets and liabilities as well and is accrual based.  

 Another difference includes different the depreciation schedules: accelerated for tax accounting and 
straight line for GAAP accounting. 

What is the difference between LIFO and FIFO? 

 LIFO and FIFO are different ways of keeping track of inventory value and cost of goods sold. 

 LIFO (Last In First Out): With the LIFO accounting policy, a company assigns the value of the most 
recently purchased/produced goods to the first sale. For example, if a company built 5 widgets for $5 
and then built 5 widgets for $10, the value of their inventory would be $75. The first 5 widgets they sell 
will have a $10 COGS and will reduce inventory by $10 each, and the last 5 widgets will have a $5 
COGS and will reduce inventory by $5 each. 

 FIFO (First in First Out): With the FIFO accounting policy, a company assigns to the first sale the 
value of goods built or purchased first. For example, if a company built 5 widgets for $5 and then built 5 
widgets for $10, the value of their inventory would be $75. The first 5 widgets they sell will have a $5 
COGS and will reduce inventory by $5 each, and the last 5 widgets will have a $10 COGS and will 
reduce inventory by $10 each. 

 LIFO and FIFO are different methods of dealing with inventory and COGS in a company’s accounting 
policy. With LIFO, the last inventory produced or purchased will be the first to be recognized when 
goods are sold. With FIFO, the first inventory produced or purchased will be the first recognized when 
goods are sold. 
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What is the mid-year convention in a DCF? 

 To account for the fact that cash is collected equally over the course of the year, you discount back using 
“half-years” as if the cash were all collected in the middle of the year. 

 The mid-year convention is used because the cash flows in a business are not all received at the end of a 
year. 

 To account for the fact that cash is collected throughout the year, you discount back using “half-years” 
in order to assume the cash is all collected in the middle of the year. 

 Year 1 Year 2 Year 3 Year 4 Year 5 

Normal 1.0 2.0 3.0 4.0 5.0 

Mid-Year 0.5 1.5 2.5 3.5 4.5 

 Since cash is not collected all at once at the end of the year, you account for that in the way you 
discount the cash flows. In order to do this, you will discount using “half-years,” which assumes that all 
the cash is collected in the middle of the year, which is a more reasonable assumption. For example. 
The 4th year’s cash flow number would be discounted using 3.5 years to assume the cash is collected 
midway between the end of year 3 and the end of year 4. 

How do you go from the Enterprise Value you would calculate using a DCF to a per share price for a public 
company? 

 Once you come up with your Enterprise Value, you add cash and then subtract debt, preferred stock, 
and minority interest to come up with an Equity Value. Once you have the Equity Value, you must use 
Excel to calculate a per share price based on the number of fully diluted shares outstanding. However, 
the number of fully diluted shares will depend on the share price, so you will have to use the iterations 
function in Excel in order calculate this.  

Walk me through the IPO process for a Company that is being taken public. 

 When valuing a company for an IPO, the investment bank leading the deal will price the company 
primarily on publicly traded comparable companies. 

 Once the banking team has identified a strong comps set, they will perform a comparable companies 
analysis. 
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Stocks 

Basic 

Name three stocks/companies that you think are undervalued and explain why you chose them. 

 This question is unique to you and is particularly common in Sales and Trading interviews.  

 Do some research and find a few stocks you believe are good buys at the current market price. You must 
have a good reason behind each of your picks.  

 The best way to find these stocks is to use equity research reports if you can. Many schools will have 
access to them through their library website. You also can use sites like Jim Cramer’s TheStreet.com or 
Motleyfool.com to look at articles about others’ stock picks and the reasons behind them. 
WallStreetOasis.com is a good place to find stock ideas. 

 If you are feeling ambitious, you could go through the process of valuing the stocks yourself, using any 
of the valuation techniques. 

 Generally speaking, we have found you are better off picking a less well known company, so your 
interviewers have less ability to cross-examine you on your reasoning. If they know a stock well, they 
will be able to test you and push you on specifics about it.  

 Variations of this question include “Pitch me a stock” or “What stocks would you short right now?” 
(The “Short” answer would be opposite to the “Pitch” answer, in that you would short a stock you 
believe will perform poorly.) 

What did the S&P 500/Dow Jones Industrial Average/Nasdaq close at yesterday? 

 This question is used to gauge your general interest in the financial markets. You probably will not be 
expected to know the number to the penny, but knowing the levels of the three major exchanges/indices, 
as well as whether they were up or down and why, will show your interviewer that you keep track of 
what is going on in the world of finance. 

 You should know how the market moved (up or down) the previous day and why it moved. You can 
find this information by watching CNBC, reading the WSJ, etc. 

 Yesterday the XXXX closed at XXXX, up/down XXX from the open. I also noticed that it was up XXX 
from the day before due to _____. 

Company XYZ released increased quarterly earnings yesterday, but their stock price still dropped. Why? 

 There are two main reasons that this could occur. First, the entire market or the industry to which XYZ 
belongs could have been down on the day, which had more of an impact than the company’s positive 
earnings. More likely, however, is that the increased earnings figures they reported were not as high as 
the Wall Street analysts’ estimates. 
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What does it mean to short a stock? 

 Short selling is selling a stock that you don’t actually own. 

 Investors that short-sell a stock believe they will be able to purchase that stock at a lower price in the 
future.  

 Typically, a short-seller will borrow the stock from another investor, and then sell it, promising to return 
the stock to the lender at a later date. Brokerage firms are able to facilitate this borrowing; however, not 
all stocks can be shorted. 

 “Naked” short selling occurs when an investor sells the stock without actually having borrowed any. 

 Short selling a stock is the opposite of going long in a stock. Usually an investor buys a stock believing 
it will sell for a higher price in the future. When short-selling, investors stock they don’t actually own, in 
the belief that they will be able to purchase it for a lower price in the future. 

What is liquidity? 

 Liquidity is how freely an asset or security can be bought and sold on the open markets. 

o Money market accounts, publicly traded large cap stocks and bonds, ETF’s, and open-ended 
mutual funds are very liquid. 

o Micro-cap stocks, bonds, loans, or investments in privately-owned companies could be 
considered relatively illiquid due to the limited market for them. 

 Liquidity also describes how quickly an asset can be converted into cash. 

o Cash itself is the most liquid asset.  

o A large pharmaceutical production plant is not a very liquid asset because it would take the 
owner of the plant a long time to sell the plant and convert it into usable cash. 

 A more liquid investment is relatively safer, all else equal, since the investor can sell it at any time. 

 Liquidity is how easily an asset can be bought and sold by an investor. Some examples of liquid assets 
include money market accounts and large-cap stocks. Some non-liquid assets include many micro-cap 
stocks, or a large, specialized factory or production plant that could take years to convert into cash. 
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Is 15 a high P/E (price to earnings) ratio? 

 This is not a yes or no question. A firm’s P/E ratio is important in comparison with other companies in 
its industry. P/E can be thought of as how many dollars an investor is willing to pay for one dollar of 
earnings. A high P/E represents high anticipated growth in earnings. In high growth industries, such as 
technology, a P/E ratio of 15 may be considered relatively low, since the company is expected to grow 
its earnings at a high rate, and therefore deserves a higher valuation relative to current earnings. For a 
large pharmaceutical company, however, a P/E of 15 may be considered high, since earnings growth 
may be expected to be slow but steady in future years.  

 It depends on the industry. A P/E ratio of 15 in an industry like basic materials may be considered a bit 
high, but if the company is a high-growth tech company, 15 may be considered rather low. 
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Intermediate 

Where do you think the stock market will be in 3/6/12 months? 

 This is another question that can show your interest in the markets. There is no right or wrong answer 
since everyone has different opinions on where the market is going.  

 You need to have an opinion and well thought out reasoning for that opinion.  

 If you think the market is going to drop in the next three months, hit a bottom, and then begin to bounce 
back, have a reason to explain why you think it is going to drop, why it is going to bottom out, and why 
it will begin to rise.  

 It is more important to display logical reasoning than to be right.  

 Do some research before your interview; see what writers for major newspapers are saying and 
predicting, and then use some of their reasons in your explanation. 

 Also, stick to your reasoning. Your interviewer may challenge you and question your reasoning. If you 
have come up with solid theory behind your response, be confident in your answer and try to explain 
your rationale. If your logic makes sense, don’t change your opinion just to agree with your interviewer.  

Can you tell me about a recent IPO you have followed? 

 Again, this is a question you need to research around the time of your interview. You can find an IPO 
discussed in the Wall Street Journal or Financial Times. Another option is to go to 
dealbook.blogs.nytimes.com and click on the IPO/Offerings tab to see what recent IPOs have occurred. 
Know what company went public, a little information about the company, what the offer price was, 
which banks completed the IPO, etc. 

 A few recent big name IPOs are listed below, but always search before your interview to see if there is 
anything recent. 

Company Month Lead Underwriter Amount Raised 

 May 2012 Morgan Stanley $16 billion 

 December 2011 Morgan Stanley $1 billion 

 November 2011 Morgan Stanley $600 million 

 June 2011 Morgan Stanley $240 million 

 June 2011 Goldman Sachs $300 million 

 
April 2011 J.P. Morgan $795 million 
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If you read that a certain mutual fund achieved 50% returns last year, would you invest in it? 

 Past performance is not an indication of future results. This is the disclaimer you hear at the end of 
nearly every commercial that presents a fund’s past performance as a selling point. The reason for this is 
because a specific investment type could perform remarkably well one year and then significantly 
underperform in the following year. 

 To make an investment decision you need to research more in depth into the fund’s holdings, 
management, fee structure, etc., because past performance—especially a single year—is not an 
indicator of future results. A mutual fund full of mortgage backed securities could have been up 50% a 
few years ago and then been down 90% the year after the market for MBSs collapsed.  

If a company’s stock has gone up 20% in the last 12 months, is the company’s stock in fact doing well? 

 The answer to that question depends on a number of factors including the company’s beta and the 
market’s performance. If the stock’s beta is 1 (meaning it should be as volatile as the market and 
therefore produce market returns) and the market was up 30% over the past 12 months, then the stock is 
doing relatively poorly. 

What is insider trading and why is it illegal? 

 Insider trading is buying or selling public securities based on information that is not available to the 
general public. 

 Examples include an investment banker buying or selling the stock of a company before an M&A deal is 
announced or a CEO buying or selling his or her company’s stock prior to making a major company 
announcement. 

 The biggest insider trading scandal in the recent past involved Raj Rajaratnam, who was convicted and 
sentenced to 11 years in prison. He was the founder and former manager of the hedge fund, the Galleon 
Group. Even Martha Stewart was convicted of insider trading! 

 Insider trading is buying or selling stock based on information that is not publicly available. For 
example, if a CEO of a pharmaceutical company knows that one of his or her company’s drugs is going 
to be pulled from the shelves by the FDA, that CEO cannot sell his or her stock until the information has 
been released to the public. 

Who is a more senior creditor, a bondholder or stockholder? 

 A bondholder is always senior to a stockholder. In the event of bankruptcy/liquidation, the bondholder 
will be repaid first. Additionally, interest payments are paid to bondholders before equity holders 
receive any profits in the form of dividends. 

Michael Edgcomb
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How can a company raise its stock price? 

 A company can repurchase stock, which lowers the number of shares outstanding and therefore 
increases the value per share.  

 It can improve operations to produce higher earnings, causing its EPS to be higher than anticipated by 
industry analysts, which will send a positive signal to the market. 

 It can announce a change to its organizational structure such as cost-cutting or consolidation, which 
would lead to increased earnings. 

 It could announce the institution of a dividend policy or an increase in an existing dividend. 

 It can announce an accretive merger or an acquisition that will increase earnings per share. 

 Any positive news about the company can potentially raise the stock price. If the company repurchases 
stock, it lowers the shares outstanding and raises the EPS, which would raise the stock price. A 
repurchase is also seen as a positive signal in the market. A company could announce operational 
efficiencies or other cost-cuts, or a change to its organizational structure such as consolidations. It 
could announce an accretive merger or acquisition that would increase earnings per share. Any of these 
occurrences would most likely raise the company’s stock price. 

A stock is trading at $5 and another stock is trading at $50. Which has greater growth potential? 

 It depends. The stock with the higher growth potential is most likely the stock with the lower market cap, 
so if the $5 stock has 1 billion shares outstanding and the $50 stock has 10,000 shares outstanding, the 
$50 stock would most likely have higher growth potential. 

If you bought a Stock X a year ago for $10, sold it today for $15, and received $5 in dividends over the year, 
what would your overall return be? 

                                                    
              

 

 So…                             
   

      

 Return on a stock is its sale price plus dividends paid minus its purchase price, as a percentage of the 
purchase price. For stock X, that would be 15 plus 5 minus 10, which is 10, or 100% return on my 
investment. 
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What is correlation? 

 Correlation is how two stocks move in relation to each other. 

 If two stocks have a strong positive correlation, they move up or down together. 

 If two stocks have a strong negative correlation, when one moves up, the other should move down, and 
vice versa. 

 Correlation ranges between –1 and 1. 

 Correlation is the way that two investments move in relation to one another. If two investments have a 
strong positive correlation, they will have a correlation near 1 and when one goes up or down, the other 
will do the same. When you have two with a strong negative correlation, they will have a correlation 
near -1 and when one investment moves up in value, the other should move down. 
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What is diversification? 

 Diversification is mixing a wide variety of investments in your portfolio in search of a better risk/return 
ratio than putting all your capital into only one or a few investments. 

 To diversify your portfolio you may want to pick investments that have a low correlation. When 
economic conditions push one investment to have a good period, the other may be having its down 
period and vice versa. 

 Systematic risk is the risk that affects the entire market while unsystematic risk affects only specific 
industries. If properly diversified, investors can essentially eliminate all unsystematic risk from their 
portfolios. 

 Diversification is creating a portfolio of different types of investments. It means investing in stocks, 
bonds, alternative investments, etc. It also means investing across different industries. If investors are 
properly diversified, they can essentially eliminate all unsystematic risk from their portfolios, meaning 
that they can limit the risk associated with individual stocks so that their portfolios will be affected only 
by factors affecting the entire market. 

 

If you add a risky stock to a portfolio, what happens to the overall risk of your portfolio? 

 It depends on the correlation between the new investment and the rest of the portfolio. It could lower the 
overall risk of the portfolio if the new stock has a negative correlation compared to the rest of the 
portfolio. 

  

Losing 
Investments 

Gaining 
Investments 

AAA Corp 
Bonds 

Government 
Bonds 

Tech Stocks 

Junk Bonds 



 

 

 
Page 59 

 

  

What is the difference between technical analysis and fundamental analysis? 

 Technical analysis is the process of picking stocks based on historical trends and stock movements. 
Fundamental analysis is examining a company’s fundamentals, financial statements, industry, etc., and 
then picking stocks that are “undervalued.” 
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Advanced 

What do you think is going on with XYZ company/industry? 

 This is another question to gauge your general interest in the financial markets.  

 You cannot prepare for this question in any other way than to keep up with reading the Wall Street 
Journal, Financial Times, and/or The Economist, and/or watching CNBC.  

 Chances are your interviewer will ask you about a company or industry that has been in the news 
recently or about something that you have shown interest in on your resume, rather than picking a 
completely arbitrary company or industry. 

When should a company buy back stock? 

 A company should buy back its own stock if it believes the stock is undervalued, when it has extra cash, 
if it believes it can make money by investing in itself, or if it wants to increase its stock price by 
increasing its EPS by reducing shares outstanding or sending a positive signal to the market. 

Why do some stocks rise so much on the first day of trading after their IPO and others don’t? How is that 
“money left on the table”? 

 Groupon is great example of a stock that gained over 50% during its first day of trading in 2011. The 
stock had an IPO price of $20 per share and rose to over $31 per share. As of October 2012, the stock 
has traded down below $5 per share. 

 Money left on the table means the company could have completed the offering at a higher price, and that 
difference in valuation goes to the initial investors in the stock, rather than to the company raising the 
money. This means the company could have sold the same stock in its IPO at a higher price than it 
actually did. This happened a lot during the dot-com boom. Companies’ stock would skyrocket on the 
first day of trading due to the huge hype over the stock. 
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Bonds, Loans, and Interest Rates 

Basic 

What is the default premium? 

 The chart below is for illustrative purposes only. Current risk-free rates and default premiums may be 
different from those shown. 

 The default premium is the difference between the yield on a corporate bond and the yield on a 
government bond with the same time to maturity to compensate the investor for the default risk of the 
corporation, compared with the “risk-free” comparable government security.  

What is the default risk? 

 The default risk is the risk of a given company not being able to make its interest payments or pay back 
the principal amount of their debt. All else equal, the higher a company’s default risk, the higher the 
interest rate a lender will require it to pay.  

What is “face value”? 

 Face value or par value of a bond is the amount the bond issuer must pay back at the time of maturity. 
Bonds are usually issued with a $1,000 face value. 
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What is the coupon payment? 

 The coupon payment on a bond or loan is the interest payment a company will pay to holders of the 
bond/loan.  

 This coupon payment is the stated interest rate times the face amount of the bond or loan. Bonds 
typically make coupon payments annually or semi-annually while loans typically make interest 
payments once per quarter.  

o If a company issues 10% 7-year annual bonds with a face value of $1,000 each, annual coupon 

payments will be $100 each:                                
                  

. The chart below shows the 

hypothetical cash flows with a $1,000 purchase in year zero, then a $100 coupon payment each 
year from years one through seven and the repayment of principal in year seven in addition the 
final coupon payment. 

 The coupon payment is the amount a company pays its loan and bondholders, usually on an annual, 
semi-annual or quarterly basis. It is the coupon rate, or interest rate times the face value of the bond. 
For example, the coupon payment on an annual 10% bond with a $1,000 face value would be $100.  

 

What is the difference between an investment grade bond and a “junk bond”? 

 An investment grade bond is one that has a good credit rating (AAA to BBB, Aaa to Baa) and a low risk 
of default and therefore pays a low interest rate. These are usually low-risk, fundamentally sound 
companies, which produce steady, reliable cash flows significantly greater than their interest 
requirements.  

 A “junk bond” is a bond that has a poor credit rating (BB to D, Ba to C) and a relatively high risk of 
bankruptcy and is therefore required to pay investors a higher interest rate. These companies usually are 
characterized as having less consistent cash flows, or they may be in relatively more volatile industries.  

 An investment grade bond is a bond issued by a company that has a relatively low risk of bankruptcy 
and therefore has a low interest payment. A “junk bond” is one issued by a company that has a high risk 
of bankruptcy but is paying high interest payments. 
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CREDIT RATINGS 

 

What is the difference between a corporate bond and a consumer loan? 

 In theory, a bond and a loan are similar in that they are both forms of debt. The “issuer” of a bond is like 
the “borrower” on a loan, and the “holder” of the bond is like the “creditor”.  

 Let’s draw a parallel between a bond issuance from General Electric and a home loan taken out by John 
Smith. GE and John Smith are both looking to borrow money. GE is looking to borrow quite a bit more, 
so they need to go to the public markets and borrow money from lots of different sources while John 
Smith can just go to his local bank. GE structures a bond issuance for X dollars, with a term (say 10 
years) and an interest rate (say 5%), which will be paid in a “coupon” payment each year. John Smith 
goes to the local bank, borrows Y dollars, agreeing to pay it back over a term (say 30 years) at an agreed 
upon interest rate (say 7%), which will be paid every year. Both loans and bonds have additional terms 
built into them.  

 As you can see, the similarities are numerous. However, in order to raise the money, John simply 
borrows all his money from the bank. GE’s process is a bit more complicated in that they must go out 
and market their bonds to the public, selling them to individuals and institutional investors across the 
globe, with the help of their investment bank of choice. 

 The main difference between a corporate bond and a consumer loan is the market that it is traded on. A 
bond issuance is usually for a larger amount of capital, is sold in the public market and can be traded. A 
loan is issued by a bank, and is not traded on a public market. 
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How do you determine the discount rate on a bond? 

 The discount rate is determined by the company’s default risk. Some of the factors that influence the 
discount rate include a company’s credit rating, the volatility of their cash flows, the interest rate on 
comparable U.S. Bonds, the amount of current debt outstanding, leverage and interest coverage.  

How do you price a bond? 

      ∑
       

       
         
      

 

   

 

 The price of a bond is the net present value of all future cash flows (coupon payments and par value) 
expected from the bond using the current interest rate. 

 For the example below, assume the current interest rate is 7% on comparable bonds. The bond you are 
looking to invest in has a $100 face value and pays 10% annual interest. Since the bond you are 
investing in pays a higher coupon than bonds of comparable companies, you will be required to pay a 
premium for that higher interest rate, hence the $112.30 price, which brings the yield on the bond down 
to levels in line with comparables. 
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If the price of a bond goes up, what happens to the yield? 

 The price and yield of a bond move inversely to one another. Therefore, when the price of a bond goes 
up the yield goes down. 

 

If you believe interests rates will fall, and are looking to make money due to the capital appreciation on bonds, 
should you buy them or short sell them? 

 If you believe interest rates are going to fall bond prices should rise. If you are looking to make money 
on the capital appreciation of the bonds, you should be looking to buy the bonds. 

 Since price moves inversely to interest rates, if you believe interests rates will fall, bond prices will rise, 
and therefore you should buy bonds. 

What is the current yield on the 10-year Treasury note? 

 This information changes daily and is available in The Wall Street Journal or any financial website. 

 As of February 10, 2012 the yield on the 10-year was 1.99% 

If the price of the 10-year Treasury note rises, what happens to the note’s yield? 

 The chart above showing the relation between bond prices and yields also applies to the relationship 
between Treasury notes and their yield. 

 The price and yield are inversely related, so when the price goes up, the yield goes down. 

What would cause the price of a Treasury note to rise? 

 If the stock market is extremely volatile, and investors are fearful of losing money, they will desire risk 
free securities, which are government bonds. The increase in demand for these securities will drive the 
price up, and therefore the yield will fall. 
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If you believe interest rates will fall, should you buy bonds or sell bonds? 

 If interest rates fall, bonds prices will rise, so you should buy bonds. 

How many basis points equal 0.5 percent? 

 One basis point = 0.01 percent. Therefore 0.5 percent = 50 basis points 

 Since one basis point is to one-hundredth of a percent, half a percent is fifty basis points. 

What is the order of creditor preference in the event of company bankruptcy? 

 The order of preference is shown in the chart below. Those at the top of the pyramid have first claim on 
the firm’s assets in the event of liquidation or sale, followed in order by those below them. 

 

 The first creditors to get paid in the event of liquidation are the senior debt holders—usually banks and 
senior bondholders. They likely have some of the firm’s assets as collateral. Next come those holding 
subordinated debt, followed by preferred stockholders. Common stockholders have the last claim on 
assets in the event of liquidation or bankruptcy. 
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What is the difference between senior secured debt or “bank debt” and bonds? 

 

 The first difference is that bank debt is secured by the assets of the company and bonds many times are 
not, so the interest rate on bank debt is typically lower. Second, bank debt tends to have floating interest 
rates based on LIBOR plus a spread, whereas bonds normally pay at a fixed rate. Third, bank debt may 
carry financial maintenance covenants that require the company to maintain certain leverage levels, 
interest coverage levels, etc., while bonds do not. Fourth, bank debt is normally amortized at a certain 
percentage per year. The fifth and final difference is that bank debt tends to be pre-payable at any time, 
whereas bonds tend to have call protection for some years after issuance, ensuring that bonds remain 
outstanding. In smaller transactions, the deal may be uni-tranche (all bank debt), but in large 
transactions the capital structure could include first-lien bank debt, second-lien bank debt, AND bonds.  

Why would a company use bank debt rather than high-yield bonds? 

 Bank debt is secured by the assets of the company and therefore normally commands lower interest 
rates. The trade off is that it will typically amortize and may have maintenance covenants. 
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Why might two bonds with the same maturity and same coupon, from the same issuer, be trading at different 
prices? 

 One of the bonds could be callable. 

 One of the bonds could be putable. 

 One of the bonds could be convertible. 

 There are a couple of explanations for the observed price difference. A bond that is putable or 
convertible would demand a premium, and a callable bond would trade at a discount. 

What are bond ratings? 

 A bond rating is a grade given to a bond according to its risk of defaulting. 

 The three best known and most trusted ratings agencies are Standard & Poor’s, Moody’s, and Fitch. 

 Recently, ratings agencies have faced some skepticism about their ratings techniques because so many 
of the mortgage backed securities that were given very high ratings ended up defaulting. 

 The lower the grade, the more speculative the stock, and all else equal, the higher the yield. 
 See the chart a few pages earlier for a visualization of the different ratings and agencies. 
 A bond rating is a grade given to a bond based on its risk of defaulting. This rating is issued by an 

independent firm and updated over the life of the bond. The most trusted rating agencies are S&P, 
Moody, and Fitch, and their ratings range from AAA to C or even D. The top rating of AAA goes to 
highly rated “investment grade” bonds with a low default risk; the C rated bond is “non-investment 
grade” or “junk,” and  a rating of D means the bond is already in default and not making payments. 
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Intermediate 

What is the yield to maturity on a bond? 

 The yield to maturity (YTM) is the rate of return on a bond if it is purchased today for its current price, 
held through its maturity date and is paid off in full at maturity. 

 Normally, the yield to maturity is expressed as an annual rate.  

 The calculation of YTM includes the current market price, the face value, the coupon payments, and the 
time to maturity.  

 If the coupon yield of a bond (coupon/face) is lower than its current yield (coupon/price) it is selling at a 
discount. 

 If the coupon yield of a bond (coupon/face) is higher than its current yield (coupon/price) it is selling at 
a premium. 

 The yield to maturity on a bond is its rate of return if held through its maturity date, based on its current 
price, coupon payments, face value, and maturity date. 

What is the difference between yield to maturity and yield to worst? 

 Yield to maturity assumes the debt holder will maintain the investment through its maturity date, 
collecting all interest payments and being repaid in full when it matures. Yield to worst is the lowest 
potential yield an investor can earn on a debt investment short of default by the issuer. This means that 
if a bond is callable, or has other provisions, an investor could earn less than yield to maturity should 
the company exercise a prepayment option to get out of the bond early. 

What will happen to the price of a bond if the Fed raises interest rates? 

 If interest rates rise, newly issued bonds offer higher yields to keep pace. This makes existing bonds with 
lower coupon payments less attractive, and their price must fall to raise the yield enough to compete 
with the new bonds.  

What is a Eurodollar bond? 

 Note that a Eurodollar bond does not have to be issued by a company actually in Europe, it can be a 
bond issued by any foreign company. 

 A Eurodollar bond is one issued by a foreign company but in U.S. Dollars rather than the home 
currency.  
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What is a callable bond? 

 A callable bond has a price (or prices) built into the bond indenture that allow the issuer to buy back the 
bond on a certain date (or dates) usually for a premium over the face value of the bond. 

 A callable bond allows the issuer of the bond to redeem the bond prior to its maturity date, thus ending 
coupon payments. However, a premium is usually paid by the issuer to redeem the bond early. 

What is a put bond? 

 A put bond is essentially the opposite of a callable bond. A put bond gives the owner of bond the right to 
force the issuer to buy back the security (usually at face value) prior to maturity. 

What is a convertible bond? 

 Within the bond indenture of a convertible bond are a specified number of shares of common stock that 
each bond can be “converted” into at a time of the bondholders’ choosing. If the value of those shares 
exceeds the face value of the bond, the investor typically will convert the bond. 

 A convertible bond can be “converted” into equity during the bond’s lifetime. Therefore, the bond can 
be converted before maturity should the bondholder decide that equity in the company is worth more 
than the bond. 

What is a perpetual bond? 

 A perpetual bond is a bond that simply pays a coupon payment indefinitely (or until the company goes 
into default) and never returns a principal amount. 

How would you value a perpetual bond that pays a $1,000 coupon per year? 

                        
              

                                          

 A perpetual bond is one that pays coupon payments regularly for eternity, with no repayment of 
principal (par value). The value of the bond will be coupon payment divided by the current interest rate. 
If the interest rate on comparable bonds were 10%, a bond paying a $1,000 coupon would be 
$1,000/10% or $10,000. 

When should a company issue debt instead of equity? 

 A company will normally prefer to issue debt because it is cheaper than issuing equity. In addition, 
interest payments are tax deductible and therefore provide tax shields. However, a company has to have 
a steady cash flow to make coupon payments, whereas that is not necessary when issuing equity. A 
company may also try to raise debt if it feels its stock is particularly undervalued such that an equity 
offering would not raise the capital needed. 
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If you believe interest rates will fall, which should you buy: a 10-year coupon bond or a 10-year zero-coupon 
bond? 

 The price of a zero-coupon bond is more sensitive to fluctuations in interest rates, and the price moves 
in the opposite direction of interest rates. So, when interest rates fall, the price of the zero-coupon bond 
will rise more than the price of the coupon bond. Therefore, if you believe interest rates will fall, you 
should purchase the zero-coupon bond. 

 Which is riskier, a 30-year coupon bond or a 30-year zero-coupon bond? 

 A zero-coupon bond is riskier since you will receive no payments until the final redemption date, 
whereas on a coupon bond you will receive payments over the life of the bond.  

 According to the chart below, if the company were to default in Year 4, an investor in the coupon bond 
would have collected $30, while the holder of the zero-coupon bond would have received nothing. 

 The price of a zero-coupon bond is also more sensitive to interest rate fluctuations, increasing its level of 
risk. 

 To make up for the fact that a zero-coupon pays no coupon, the bond will be sold at a steep discount to 
its face value. 

 A zero-coupon bond will yield $0 until its date of maturity, while a coupon bond will pay out some cash 
every year. This makes the coupon bond less risky since even if the company defaults prior to the bond’s 
maturity date, you will have received some payments with the coupon bond. 
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How could inflation hurt creditors? 

 Inflation cuts into the real percentage return that creditors make when they lend out money at a fixed 
rate.  

 When a bank sets its lending rate, it projects a certain rate of inflation and then assigns a level of return 
it wants to capture, over and above the inflation rate, based on the riskiness of the borrower.  

 For example, if a bank lends at 7%, expecting 2% inflation, they expect to make a 5% real gain based on 
the riskiness of the loan. However, if inflation increases to 4%, they are only making a 3% real return on 
their loan. 

 Inflation can severely injure creditors. Creditors assign interest rates based on the risk of default as well 
as the expected inflation rate. Creditors lending at 7% with inflation expected at 2%, are expecting to 
make 5%. But if inflation actually increases to 4%, they are only making 3%. 

How would you value a zero-coupon perpetual bond? 

 This is a trick question. A perpetual bond has no maturity date and is not redeemable; therefore it pays 
only coupon payments. A zero-coupon bond makes no interest payments; it just pays back its face value 
at maturity. If a zero-coupon bond is also a perpetual bond, it will never pay out anything, and is 
therefore worth nothing. 

 Since a zero-coupon bond doesn’t have any interest payments, and a perpetual bond has no par value, 
the value of a zero-coupon perpetual bond is zero because it will pay out nothing. 

If the stock market falls, what would you expect to happen to bond prices and yields? 

 When the stock market falls, investors flee to safer securities, like bonds. This increases the demand for 
those securities and therefore raises their price. Since prices and yields move inversely, if bond prices 
rise, their yields will fall. In that case, the government may lower interest rates in an attempt to 
stimulate the economy. 
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What are some ways to determine the extent to which a company poses a credit risk? 

 The easiest way to determine a company’s credit risk is to look at its credit rating, available from 
Standard & Poor’s, Moody’s and Fitch. 

 If you wanted to perform your own analysis, some metrics to look at would be the Current Ratio, Quick 
Ratio, Interest Coverage Ratio, and Leverage Ratio. 

 Compare these ratios to those of similar companies in the same industry.  

 Look at a company’s cash flows and evaluate how steady/consistent they are. A company with more 
predictable cash flows poses less default risk. 

 Also consider how much the company must pay each year in maintenance capital expenditures. 

 Determining the credit risk of a company takes an incredible amount of work and research. However, 
some quick checks can include credit ratings from Moody’s and Standard and Poor’s, the current ratio, 
quick ratio, interest coverage ratio, leverage ratio, and debt to equity ratio, compared to those of similar 
companies in the same industry. 

Current Ratio 

Current Assets / 
Current Liabilities 

A lower number 
(just above 1) 

means the 
company is 
managing 
inventory 

efficiently. Lower 
than that could 

imply inability to 
pay debts. 

Quick Ratio 

(Current Assets-
Inventories) /  

(Current 
Liabilities) 

This is similar to 
the current ratio 

but is more 
conservative 

since it assumes a 
company could 

not instantly 
liquidate 

inventory to pay 
debt coming due. 

Interest 
Coverage Ratio 

EBITDA /  

Interest Expense 

This ratio shows a 
company's ability 

to make its 
annual interest 

payments with its 
annual cash 

flows.  

Leverage Ratio 

Total Debt / 
EBITDA 

This ratio allows 
an investor to 
evaluate how 
many years of 

cash flow it 
would take for a 

company to 
retire its debt. 
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Why is a firm’s credit rating important? 

 The lower a firm’s credit rating, the higher its risk of bankruptcy, according to ratings agencies, and 
therefore the higher its cost of borrowing capital. 

What is the difference between a corporate bond and a corporate loan? 

 Bonds and loans are both forms of debt a company will use to finance operations.  

 A company will hire a bank to issue a loan or complete a bond underwriting.  

 When issuing a loan, a bank or other financial institution will lend a company a certain amount of 
money and then may syndicate the loan to institutional investors that are required to meet certain 
requirements in order to invest. Additionally, those investing in the loan can “go private” on the name 
which will restrict them from investing in public securities such as stocks and bonds, but will give them 
access to additional, more detailed financial information about the company they are investing in.  

 In a bond offering, an investment bank will go to market with the size and interest rate required by the 
company. The bank will then offer the bond to institutional investors such as mutual funds. The 
requirements for investing in bonds are less stringent than those for investing in loans; hypothetically, 
the average investor could invest in individual corporate bonds.  

 A corporate loan will usually be secured by the assets of the firm; a bond may or may not be secured. 
Bonds are also normally subordinated to bank loans. Therefore, if a company issues both bank loans and 
bonds, their bonds will typically pay a higher interest rate (all else equal). 

 While both loans and bonds are forms of debt, there are several differences between them. One 
difference is that a loan will be syndicated by a bank who leads the deal and then sells pieces of the loan 
to other investors such as loan funds and CLOs. A bond will be underwritten by a bank that will go on a 
road show to sell the issue to other financial institutions like mutual funds. Another difference is that a 
bank loan is a private security in which investors may have access to private, more detailed information 
about the company’s operations, which then prohibits them from investing in public bonds or stocks. 
Bondholders have access only to public information and are therefore not restricted. Yet another 
difference is that bank loans are usually secured by all assets of the company, while bonds may or may 
not be secured. Bonds are also lower in the capital structure and will be repaid in bankruptcy after 
loans are, so all else equal, bonds will have a higher interest rate. 
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What is a floating interest rate? 

 Floating rate interest is used to protect against fluctuations in interest rates. 

 A floating interest rate is typically seen on bank loans and is set at LIBOR (the London Interbank Offer 
Rate) plus a certain number of basis points (the spread). For example, a company may get a term loan at 
L+600bps (6.00%). If LIBOR is at 1%, interest payments will be 7% (1% + 6%) per year. However, if 
LIBOR increases to 4%, the company will be required to pay 10% annually. The higher the borrower’ 
default risk, the higher the spread. 

 Many floating rate loans will have a “LIBOR floor” because LIBOR is so low right now. This LIBOR 
floor is typically between 1% and 1.5% and means the company will pay the higher of LIBOR plus the 
spread, or the LIBOR floor plus the spread. In 2012, since LIBOR is below 0.4%, most loans will pay 
interest based on their LIBOR floors. 

 Floating rate interest is typically seen on bank loans when a bank makes a loan to a company at a rate 
that will move with interest rates. The loan’s rate typically is LIBOR plus a certain spread based on the 
default risk of the borrower. 

What is PIK interest? 

 PIK stands for Paid In Kind. 

 When a company issues PIK interest, rather than making cash payments to bond/loan holders, the face 
value of its investment will increase.  

 A company may look to issue debt with PIK interest if it is wants to limit cash interest payments in the 
near term and is willing to make slightly higher future payments.  

 A company may also issue debt that has both a PIK and a cash component. For example, if a company’s 
cost of debt is 10%, it may negotiate a bank loan that pays interest at 5% cash and 5% PIK. 

 For simplicity’s sake, let’s take a $1,000 bond that pays an annual coupon of 10% and has a 5-year 
maturity. 

 As shown in the following chart, the bond will accrete in value over its lifetime and due to 
compounding, it will actually return a higher money multiple than if the investor were to receive annual 
cash interest payments. A $1,000 investment will be repaid $1,611 at the end of five years, whereas an 
equivalent bond paying cash would return $1,500 spread over the course of the five years. 

 PIK interest is interest that is Paid In Kind. This means that rather than making a cash interest payment, 
the bond or loan will increase in face value each period by the PIK interest rate. Because of 
compounding, the company will be required to pay more overall, but the cash outflow will be at maturity 
rather than annually, semi annually, or quarterly. 
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What are covenants? 

 Covenants are requirements a company must comply with according to the legal documents governing a 
loan or bond in order to avoid defaulting on it. 

 Covenants can be either financial or technical in nature. Financial covenants may include maintaining a 
certain leverage ratio, limiting spending on capital expenditures, paying dividends, etc. Technical 
covenants may include financial reporting requirements, such as producing monthly financial statements 
within 30 days of month end.  

 If a company breaches a covenant it is technically in default; however, a lender may elect to waive the 
covenant (normally for a fee) and not force the company into bankruptcy.  

 Not all loans and bonds have covenants; many recent loans have been issued “covenant-lite,” which 
means the company is required to comply with no covenants at all. 

 A covenant is a requirement included in the legal documents governing a bond or loan. The company 
must comply with these requirements during the life of the bond or loan in order to avoid a default. 

  

Investment 
Date 

Invest 
$1,000 

Face Value 
= $1,000 

End of Year 
1 

10% 

PIK 
Interest 

Face Value 
= $1,100  

($1,000 x 
1.10) 

End of Year 
2 

10% 

PIK 
Interest 

Face Value 
= $1,210 

($1,100 x 
1.10) 

End of Year 
3 

10% 

PIK 
Interest 

Face Value 
= $1,331 

($1,210 x 
1.10) 

End of Year 
4 

10% 

PIK 
Interest 

Face Value 
= $1,464 

($1,331 x 
1.10) 

End of Year 
5 

10% 

PIK 
Interest 

Face Value 
= 1.611 

($1,464 x 
1.10) 
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What is amortization? 

 Amortization is a feature that may be built into a loan requiring the borrowing company to pay off the 
loan over its term rather than paying the entire face value at maturity.  

 Each payment period, the company pays its lenders the interest payment and a portion of the loan’s face 
value. 

 Since the pay down of face value reduces the amount outstanding, interest payments will grow 
successively smaller.  

 In the below example, the company borrows $1,000 at a 10% interest rate with a $100/year amortization 
schedule and a 5 year maturity. 

 

How are convertible bonds accounted for in calculating Enterprise Value? 

 If the convertible bonds are “in the money” meaning the conversion price is below the current market 
price, then you account for the bonds as additional dilution to the Equity Value. However, if the bonds 
are out of the money, then you would account for them as debt at their face value.   

Borrowing 
Date 

Borrow 
$1,000 

Face Value = 
$1,000 

End of 
Year 1 

10% Interest 

$100 
amortization 

Ending Face 
Value = $900 

($1,000 - 
$100) 

Interest 
Payment = 

$100 

($1,000 x 
10%) 

End of 
Year 2 

10% Interest 

$100 
amortization 

Ending Face 
Value = $800 

($900 - $100) 

Interest 
Payment = 

$90 

($900 x 10%) 

End of 
Year 3 

10% Interest 

$100 
amortization 

Ending Face 
Value = $700 

($800 - $100) 

Interest 
Payment = 

$80  

($800 x 10%) 

End of 
Year 4 

10% Interest 

$100 
amortization 

Ending Face 
Value = $600 

(700 - $100) 

Interest 
Payment = 

$70  

($700 x 10%) 

End of 
Year 5 

10% interest 

Principal 
Repayment 

Ending Face 
Value = $0 

Entire 
Principal 
Repaid 

Interest 
Payment = 

$60  

($600 x 10%) 
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Advanced 

What steps can the Fed take to influence the economy? 

 Open market operations 

o Open market operations are The Fed buying and selling securities (government bonds) to change 
the money supply. Buying government securities increases the money supply and stimulates 
expansion; selling securities shrinks the money supply and slows the economy. 

 Raise or lower interest rates 

o The discount rate is the interest rate The Fed charges banks on short-term loans. 

o The federal funds rate is the rate banks charge each other on short-term loans. 

o When The Fed lowers these rates, it signals an expansionary monetary policy. 

 Manipulate the reserve requirements 

o The reserve requirement is the amount of cash a bank must keep on hand to cover its deposits 
(money not loaned out). When this requirement is lowered, more cash can be loaned and pumped 
into the economy, so lowering the reserve requirement is expansionary policy. 

How does X economic event affect inflation, interest rates, and bond prices? 

Economic Events and Their Impacts 

Economic Event Effects 
Inflation Interest Rates Bond Prices 

Unemployment figures are low Up Up Down 
Dollar weakens against Yen Up Up Down 
Consumer confidence is low Down Down Up 

Stock market drops Down Down Up 
Companies report healthy earnings Up Up Down 
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Economic Indicators: Positive & Negative Directions 

Indicator Positive Economic Event Negative Economic Event 

GDP Up Down 
Unemployment Down Up 

Inflation Down Up 
Interest Rate Down Up 

New Home Sales Up Down 
Existing Home Sales Up Down 

 
How would the follow scenario affect interest rates? The president is impeached and convicted. 

 Any negative news about the country as a whole may lead to fears that the economy will suffer, so The 
Fed would most likely lower interest rates to stimulate economic expansion. 

What is duration? 

 Duration is how sensitive a bond’s price is to changes in interest rates and is expressed as a number of 
years. The calculation is relatively complicated and requires present value, yield, coupon, final maturity, 
and any call features. However, duration is normally presented to investors and is not something they 
typically calculate on their own.  

 The duration of a bond or bond fund allows an investor to evaluate the investment’s interest rate risk. If 
investors believe there is a great risk that interest rates will rise (and therefore prices will fall), they may 
shy away from bonds or funds with high durations due to their sensitivity to interest rate fluctuations. 

 The cash flows (coupon payments) at the beginning of a bond’s life are “worth more” in present value 
terms because they do not have to be discounted for as many years. 

 When interest rates rise, the PV of future cash flows go down more than those earlier in the bond’s life 
cycle.  

 Duration is a measure of the sensitivity of the price of a bond to a change in interest rates. Duration is 
expressed as a number of years. When interest rates rise, bond prices fall, and falling interest rates 
mean rising bond prices. Formally, duration is the "weighted average maturity of cash flows". In simple 
terms, it is the price sensitivity to changes in interest rates. If cash flows occur faster or sooner, duration 
is lower and vice versa. In other words, a 4 year bond with semi-annual coupons will have a lower 
duration than a 10 year zero-coupon bond. The larger the duration number, the greater the impact of 
interest-rate fluctuations on bond prices. 
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What is convexity? 

 Convexity measures the relationship between bond prices and bond yields. It is used as a tool to manage 
risk and measure the amount of exposure on a portfolio of bonds. If bond A has a higher convexity than 
bond B, bond A will have a higher price than bond B. As the convexity of a bond portfolio increases, the 
systematic risk to that portfolio increases. This means that the higher the convexity of the portfolio, the 
more sensitive it is to overall fluctuations in interest rates. As a general rule, the higher the coupon rate, 
the lower the convexity of a bond.  

What does the government do when there is a fear of hyperinflation? 

 To slow the economy and defuse hyperinflation, the government can use taxation and government 
spending to regulate the level of economic activity. 

o Increasing taxes and decreasing government spending slows down growth in the economy and 
fights inflation. 

o Additionally, raising key interest rates will slow the economy; reduce the money supply, and 
slow inflation. 

Suppose a report released today showed that inflation last month was very low, yet bond prices closed lower. 
Why might this happen? 

 This could occur because bond prices are based on expectations of future inflation. Bond traders may 
expect future inflation to be higher, and therefore today’s demand for bonds might be lower, increasing 
the yields to match the increased inflation expectations. 
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Currencies 

Basic 

What is the spot exchange rate? 

 The spot exchange rate is the rate of a foreign-exchange contract for immediate delivery. Spot rates are 
the price a buyer will pay “on the spot” for a foreign currency. 

Spot Exchange Rates 

Currency Value of US $1 in December 2008 Value of US $1 in October 2012 

British Pound 0.68 0.63 

Euro 0.71 0.77 

Japanese Yen 90.20 78.23 

Chinese Yuan 6.84 6.39 

Brazilian Real  2.35 2.03 

Mexican Peso 12.86 12.86 

Canadian Dollar 1.00 0.98 
 

What is the forward exchange rate? 

 The forward rate is the price at which currencies will be exchanged for at some given date in the future.  

 The forward rate is used by speculators as well as companies looking to hedge their foreign exchange 
risk and lock in a future exchange rate. 

 For example, a company which will be receiving payment in the future (in a foreign currency) may want 
to budget the receivable. If it cannot lock in an exchange rate for future incoming cash flows, the 
company will have difficulty setting an accurate budget. However, with a forward exchange rate 
contract, a company can enter into an agreement to convert those future cash flows of foreign currency 
into their local currency at a set rate, thus eliminating its foreign exchange risk. 

 The forward exchange rate is what a foreign currency is agreed to be worth at some time in the future. A 
company can enter into a forward contract on exchange rates to help hedge against exchange rate 
fluctuations. 
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What factors affect foreign exchange rates? 

 Differences in interest rates 

 Differences in inflation 

 Budget deficits 

 Public debt 

 Trade policies 

 Capital market equilibrium 

What is the difference between a “strong” and a “weak” currency? 

 A strong currency is one with a rising value relative to other currencies. A weak currency is one with a 
falling value relative to other currencies 
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Intermediate 

What are some ways the market exchange rate between two country’s currencies is determined? 

 The exchange rate may be determined by the interest rates in the two countries: 

o If the interest rate in a foreign country goes up relative to the home country rate, the home 
currency weakens. 

o When interest rates in a country rise, investments held in that country’s currency will earn a 
higher rate of return and the demand for that country’s currency will rise because people will 
want to invest in that country (all else equal). The rise in demand will cause the currency to 
strengthen. 

o The exchange rate may be determined by the rates of inflation in the two countries. If inflation in 
Country A is expected to be higher than that in Country B, Country A’s currency will become 
less valuable (theoretically, all else equal). 

 The exchange rate between two countries’ currencies is determined by a few factors. One is the interest 
rates in the two countries. If the interest rate in the home country increases relative to that in the foreign 
country, demand for the home country’s currency tends to increase because investors can get higher 
rates of return, and increased demand strengthens the home currency. Another factor affecting 
exchange rates is expectations about inflation in the two countries If one country is expected to 
experience relatively high inflation, the inflating currency will become less valuable in the long run, all 
else equal.  

If the U.S. dollar weakens, should U.S. interest rates generally rise, fall, or stay the same? 

 Generally speaking, when the U.S. dollar weakens, interest rates in the U.S. will rise. 

 A weak dollar means that the price of imported goods will rise. This means higher inflation and puts 
pressure on The Fed to raise interest rates. 

 Most times, when the U.S. dollar weakens, the price of imported goods will rise, causing higher 
inflation. This in turn puts pressure on The Fed to raise interest rates. So if the dollar weakens, U.S. 
interest rates should generally rise. 
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If inflation rates in the United States fall relative to Great Britain’s, what happens to the exchange rate? 

 If inflation rates in the U.S. become lower than those in Great Britain, then more pounds than dollars 
will be in circulation. 

 When this occurs, a dollar becomes worth more in pounds.  

 This means that the dollar strengthens compared to pound. 

 If the United States’ inflation rate is expected to fall relative to Great Britain’s, relatively more pounds 
will be in circulation and dollars will be worth more pounds. This means that each dollar will cost more 
pounds than it did before inflation.  
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Advanced 

Below is a chart which explains the effect of changes in the exchange rate on the earnings of U.S. multinational 
companies. 

Economic Event Effect on Earnings of U.S. Multinational Companies 

U.S. Dollar Strengthens Negative 
U.S. Dollar Weakens Positive 

Below is a chart of the effects of changes in interest rates and inflation rates on the exchange rate of the U.S. 
dollar. 

Economic Event Effect on Dollar 

U.S. Interest Rates Rise Strengthens 

U.S. Inflation Rates Rise Weakens 

What is the difference between currency devaluation and currency depreciation? 

 Currency devaluation occurs in a fixed-exchange rate system like China’s, when the government 
arbitrarily alters the exchange rate of its currency. Currency depreciation occurs in a system where 
currency is allowed to move with the currency exchange market, and the country’s currency loses value 
on that market. 

If the spot exchange rate of dollars to pounds is $1.60/£1 and the one-year forward rate is $1.50/£1, would we 
say the dollar is forecast to be stronger or weaker relative to the pound? 

 When the spot exchange rate is higher than the forward exchange rate, the dollar is expected to 
strengthen. 

 Since 1 pound costs more dollars now than it will in the future, the dollar is expected to strengthen in 
the next year.  
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Options and Derivatives 

Basic 

What is a derivative? 

 A derivative is a type of investment that derives its value from the value of other assets like stocks, 
bonds, commodity price, or market index values. Some derivates are futures contracts, forward 
contracts, calls, puts, etc. 

What are options? 

 Call Option: Gives the holder the right to purchase an asset for a specified exercise price on or before a 
specified expiration date, but does not force them to do so. 

o If you sell a call option and the value of the asset drops below the exercise price (the price the 
option holder can buy the asset at) then the option is worthless (since they could buy the asset on 
the open market for a lower price) and you would profit the amount you sold the option for. 

 Put Option: Gives the holder the right to sell an asset for a specified exercise price on or before a 
specified expiration date, but does not force them to do so. 

o If you sell a put option and the value of the asset rises above the exercise price (the price the 
option holder can sell the asset at) then the option is worthless (since they could sell the asset on 
the open market for a higher price) and you would profit the amount you sold the option for. 

 Options are derivatives that give the bearer the “option” to buy or sell a security at a given date but 
without the obligation to do so. The buyer of the option pays an amount less than the actual value of the 
stock and has the OPTION to buy or sell the stock for a fixed price on or before a specified date.  

 

Call Option 
Gives owner the  "option" to purchase 

an asset at a fixed price before a 
specified date 

Write or sell a call option if you believe 
the asset will decline in value 

Buy a call option if you believe the 
asset will increase in value  

Put Option 
Gives owner the "option" to sell  
an asset at a fixed price before a 

specified date  

Write or sell a put option if you believe 
the asset will increase in value 

Buy a put option if you believe the 
asset will decrease in value 
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What is hedging? 

 Hedging is a strategy used by an investor or a company to try to mitigate the risks on an investment. 
Hedging usually involves investing in derivative products that will be profitable if the market moves in 
the opposite direction the investor expects. It usually lowers the upside potential return while providing 
downside protection. 

 Hedging is a financial strategy designed to reduce risk by balancing a position in the market. For 
example, an investor that owns a stock could hedge the risk of the stock going down by buying put 
options on that security or on related businesses in the same industry. 

What are forward contracts? 

 A forward is an agreement that calls for future delivery of an asset at an agreed-upon price. 

 Forwards are similar to forward currency exchange contracts and are used in a similar fashion, but they 
are typically contracts for goods rather than for currencies. 

 No money is exchanged initially. Forwards are designed to protect the parties from future price 
fluctuations. 

 A forward contract is a type of derivative that arranges for the future delivery of an asset (oil, grain, 
currencies, etc) on a specific date at an agreed price. 

What are futures contracts? 

 Futures contracts are almost the same as forward contracts, except that they are strictly defined 
quantities of certain products that are traded publicly.  

 Futures are a financial contract obligating the buyer to purchase an asset such as a commodity or 
another financial instrument at a specified price on a specified date. Futures have very strictly defined 
terms and are traded publicly on the exchanges. 

What is the main difference between futures contracts and forward contracts? 

 There are a few slight differences between futures and forwards.  

 Futures are traded on exchanges; forwards are traded over-the-counter. 

 Futures are highly standardized, which is why they can be traded on exchanges.  

 Forwards are privately negotiated, can be customized to the satisfaction of the parties, and can be 
revised throughout their duration with the consent of the parties.  

 Futures are highly standardized in all their terms so as to be traded publicly on the exchanges. 
Forwards are privately negotiated, customizable contracts that can be revised to suit the buyer and 
seller, which is why they must be traded over the counter. 
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Intermediate 

What factors influence the price of an option? 

 Factors affecting option prices include current stock price, exercise price, volatility of the stock, time to 
expiration, interest rate, and dividend rate of the stock.  

 Below is a chart of how these factors influence the price of an option. 

 Look for online option pricing calculators you can play with to see how each variable affects the price.  

 

 

 

  

Price of  
Option 

Stock 
Price  

Exercise 
Price 

Volatility Time to 
Expiration 

Interest 
Rate 

Dividend 
Payouts 

Increasing 
Variable 

Current Stock Price 

Exercise/Strike Price 

Volatility 

Time to Expiration 

Interest Rate 

Dividend Payout 

Effect on Call 
Option Price 

Price Increases 

Price Decreases 

Price Increases 

Price Increases 

Price Increases 

Price Decreases 

Effect on Put 
Option Price 

Price Decreases 

Price Increases 

Price Increases 

Price Increases 

Price Decreases 

Price Increases 



 

 

 
Page 89 

 

  

If an option is “in the money” what does that mean? 

 An option is “in the money” when exercising the option will result in a profit. 

 A call option is in the money when its exercise price is below the market price, since an investor can 
purchase the asset at the exercise price and immediately sell it at the (higher) market price. 

 A put option is in the money when its exercise price is above the market price, since an investor can buy 
the asset at the market price and immediately sell it at the (higher) exercise price. 

 When an investor exercises an option that is “in the money,” the difference between the exercise price 
and the market price will create value. A call option is in the money if the exercise price is below the 
market price and a put option is in the money when its exercise price when it is above the market price.  

 

What are swaps? 

 A swap is an agreement between companies that they will exchange future cash flows for a period of 
time. A swap can be an exchange of interest rates, currency exchange rates, etc. 

 Swaps can benefit both companies if one has access to a lower floating rate, and one has access to a 
lower fixed rate, and each desires the other company’s rate. 

 A swap is an agreement to exchange future cash flows for a set period. The best known recent “swap” 
has been the credit default swaps issued by banks as a kind of insurance against companies not being 
able to repay their debt.  

Suppose you hold a put option on Microsoft stock with an exercise price of $60. The expiration date is today, 
and Microsoft is trading at $50. About how much is your put worth and why? 

 This put is worth $10. It gives you the option to sell your shares at $60, and you can buy them in the 
open market at $50. You therefore would buy shares of Microsoft at $50 per share and immediately sell 
them for $60, making a profit of $10 per share. 
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Advanced 

All else being equal, which would be less valuable: a December put option on a small cap tech stock or a 
December put option on a large cap healthcare stock? 

 The put option on the healthcare stock would usually be less valuable because the healthcare industry 
and large cap stocks in general are usually less volatile than small cap tech stocks. The more volatile 
the underlying asset, the more valuable the option on the stock. 

All else being equal, which would be more valuable: a December call option for Apple or a January call option 
for Apple? 

 The January option would be more valuable because the later an option expires, the more valuable it is. 

Why do interest rates matter when figuring the price of options? 

 Interest rates matter due to net present value. A higher interest rate lowers an option’s value because 
the PV of that option will be lower. 

What is the Black-Scholes Model? 

 The Black-Scholes model is a way to value asset options (puts and calls). 

 The model contains a few equations and is quite complicated. (Don’t freak out when you see the 
formulas; if you needed to use them, your employer would have a program where you simply plug in the 
variables and it does the work for you!) 

 The equations of the Black-Scholes Model are listed here for reference, but more important is to 
remember that the model has 6 inputs: 

o S= Current price of the asset 

o K= Exercise or strike price of the option 

o t= Time until expiration of the option (years) 

o r= Risk free rate (%) 

o σ=  The Volatility of the Stock’s Returns (%) 

o d= Dividend yield (%) 

Equations of the Black-Scholes Model 
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 After giving your summary answer (next bullet), be ready to answer follow-up questions like those that 
below about the definitions of the variables and the effect of an increase or decrease in any of the 
variables. 

 If you are applying for a trading job or heavily quant-focused position, you should do additional 
research on the Black Scholes model so you are more comfortable speaking about it in depth. If you  

 The Black-Scholes model is the industry standard for pricing options. The formula is pretty complicated, 
with 6 inputs that affect the price. They are the current price of the asset, the exercise price of the 
option, the time until expiration, the current risk free rate, the asset’s variance, and the dividend yield. 

What is Alpha? 

 Alpha is the risk-adjusted performance of an investment. It represents the return in excess of the return 
expected for the risk of the investment. 

Alpha > 0 The investment has returned more than expected for its level of risk 

Alpha = 0 The investment has returned the appropriate amount for its level of risk 

Alpha < 0 The investment has returned less than expected for its level of risk 
 

What is Beta? 

 Beta is the volatility of an investment compared with the market as a whole; it is used in the CAPM 
(Capital Assets Pricing Model) formula to determine the appropriate cost of equity.  

 Beta is calculated using a regression of past returns compared to the returns of the market as a whole but 
can also be found on sources like Bloomberg, Yahoo! Finance, etc. 

 Large, stable stocks tend to have a Beta less than one, while smaller, riskier stocks tend to have higher 
Betas. 

 Beta is the volatility of a given investment compared to the volatility of the market as a whole. Large, 
stable stocks tend to have a lower beta while smaller, riskier stocks tend to have a higher beta. 
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Beta = 1.5 If the market rises 10%, the investment should rise 15% 

Beta = 1 If the market rises 10%, the investment should rise 10% 

Beta = 0.5 If the market rises 10%, the investment should rise 5% 

Beta = 0 The investment moves completely independently of the market 

Beta = -1 If the market rises 10%, the investment should fall 10% 

 

Company Equity Beta 
Apple 0.87 

Microsoft 1.13 
GE 1.46 

Ford 1.64 
 

What would you expect to have a higher beta: a small-cap technology company or a large-cap manufacturer? 

 A small cap technology company is expected to be a riskier investment than a large manufacturing 
company. Therefore, all else equal, the technology company should have a higher beta. 

What is Delta? 

 Delta is the relationship between the price of an option/derivative and the price of the underlying 
security. 

 If a call option has a Delta of 0.5, then if the price of the stock rises by $1.00, the price of the option will 
rise by $0.50.  

What is Gamma? 

 Gamma is the first derivative of Delta and is used to gauge the price of an option relative to how far in 
or out of the money it is.  

 When an option is well in or well out of the money, Gamma is very large; but when the option is on the 
verge of being in or out of the money, Gamma is very small. 

  

Michael Edgcomb

Michael Edgcomb

Michael Edgcomb



 

 

 
Page 93 

 

  

What is Rho? 

 Rho measures the sensitivity of a derivative’s price in relation to fluctuations in the risk-free interest 
rate. 

 If a derivative has a Rho of 10, every one-point rise in interest rates will be accompanied by a 10% rise 
in the price of the derivative.  

What is Theta? 

 Theta measures how quickly a derivative’s price will decline with the passage of time, as the instrument 
approaches its exercise date (Time Decay). 

 All else equal, the shorter the time to expiration of a derivative, the lower the option’s value.  

What is Vega? 

 Vega is a measure of how much a derivative’s price will move with a 1% change in volatility of the 
market. 

 A more volatile market makes derivatives more valuable, therefore if Vega is high, the instrument’s 
value will increase significantly as the market becomes more volatile. 
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Mergers and Acquisitions 

Basic 

What are some reasons that two companies would want to merge? 

 Synergies 

 New market presence 

 Consolidate operations 

 Gain brand recognition 

 Grow in size (market share, economies of scale, economies of scope) 

 Vertical or horizontal integration (integrating either a supplier, vendor, or competitor into the purchasing 
company’s operations) 

 Taxation (a company can obtain a non-profitable company’s tax asset by purchasing it) 

 Diversification of product offerings 

 Gain patents, plant, equipment, intellectual property 

 Management ego and the desire to run a larger company and increase their own compensation 

 The main reason two companies would want to merge would be the synergies the companies should 
create by combining their operations. However, some other reasons include gaining a new market 
presence, an effort to consolidate their operations, gaining brand recognition, growing in size, or 
gaining the rights to some property (physical or intellectual) that they couldn’t gain as quickly by 
creating or building it on their own. 

What are some reasons two companies would not want to merge? 

 The “synergies” they are looking to gain through the merger simply will not occur. 

 Many times, mergers are more about boosting a management team’s ego and growing the business in 
order to gain the marketability and media attention of a merger. 

 Investment banking fees associated with going through a merger. 

 Often the synergies that a company hopes to gain by going through with a merger don’t materialize. 
Additionally, a company may also be enticed to do a merger due to management ego and/or wanting to 
gain media attention. Finally, the investment banking fees associated with completing a merger can be 
prohibitive. 
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What are synergies? 

 Synergies are improvements that result from the combination of two companies. The idea is that the 
combined company can generate a higher EPS than the two standalone businesses could. 

 The value of the combined company will be greater than simply adding the two together. 

 Synergies can result for many reasons including cost cuts due to reduction in redundant management, 
employees, offices, etc. There are also sometimes revenue synergies due to the freedom to raise prices 
because of reduced competition, cross-marketing, economies of scale, etc.  

 The concept of synergies is that the combination of two companies results in a company that is more 
valuable than the sum of the values of the two individual companies coming together. The reasons for 
synergies can be either cost-saving synergies like cutting employees, reduction in office size, etc or it 
can include revenue generating synergies such as higher prices and economies of scale. 

What is the difference between a strategic buyer and a financial buyer? 

 Strategic buyer: A corporation that wants to acquire another company for strategic business reasons 
such as synergies, growth potential, etc. An example of this would be an automobile maker purchasing 
an auto parts supplier in order to gain more control of their COGS and keep costs down. 

 Financial buyer: A group looking to acquire another company purely as a financial investment. An 
example is a private equity fund doing a leveraged buyout of the company. 

 Strategic buyers and financial buyers are very different. A strategic buyer is usually a company looking 
to buy another company in order to enhance the business strategically, through cost cutting, synergies, 
gaining property, etc. A financial buyer is traditionally a group of investors, such as a private equity 
firm, buying a company purely as an investment, looking to generate a return for their investors and 
carry for the fund. 

Which will normally pay a higher price for a company, a strategic buyer or a financial buyer? 

 A strategic buyer will normally pay a higher price due to their willingness to pay a premium for the 
synergies of lowering costs, improving the existing business, and/or revenue synergies. The financial 
buyer typically looks at the company purely in terms of returns on a standalone basis unless they have 
other companies in their portfolio that could significantly improve operations of the target.  
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Intermediate 

Can you name two companies that you think should merge? 

 This is another question testing your awareness of what is going on in the markets. There is no right or 
wrong answer to this question, just have  in mind two companies that you believe would benefit from 
merging, and have a well formulated rationale for a the merger (think synergies, gain foothold in a new 
market, consolidation of operations, or brand recognition). 

 The important part of your answer to this question is that the two companies you choose make sense as a 
combined entity, and you have several logical reasons why. 

What is a stock swap? 

 A stock swap is when the acquired company agrees to be paid in stock of the new company because they 
believe in the potential for success in the merger. 

 Stock swaps are more likely to occur when the stock market is performing well and the stock price of 
the acquiring firm is relatively high, giving them something of high value to trade. 

 A stock swap is when a company purchases another company by issuing new stock of the combined 
company to the former owners of the company being acquired, rather than paying in cash. 

What is the difference between shares outstanding and fully diluted shares? 

 Shares outstanding represent the actual number of shares of common stock that have been issued as of 
the current date. Fully diluted shares are the number of shares that would be outstanding if all “in the 
money” options were exercised. 

How do you calculate the number of fully diluted shares? 

 The most common way of calculating the number of fully diluted shares is the treasury stock method. 

 This method involves finding the number of current shares outstanding, adding the number of options 
and warrants that are currently “in the money,” and then subtracting the number of shares that could be 
repurchased using the proceeds from exercising the options and warrants. 

 The most common way of determining the number of fully diluted shares is the treasury stock method. 

 Note: More information on the treasury stock method is included later in this guide. 

What is a cash offer? 

 A cash offer is payment in cash for ownership of a corporation. 
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Would I be able to purchase a company at its current stock price? 

 Due to the fact that purchasing a majority stake in a company will require paying a control premium, 
most of the time a buyer would not be able to simply purchase a company at its current stock price. 

Why pay in stock versus cash? 

 If a company pays in cash, those receiving it will have to pay taxes on it. Additionally, if the owners of 
the company being acquired want to be a part of the new company, they may prefer stock if they believe 
the new company will perform well and the stock will increase in value. Current market performance 
may also affect the stock/cash decision. However, if the market is performing poorly, or is highly 
volatile, the company being acquired may prefer cash for the stability it provides. 

All else equal, how would one company prefer to pay for another? 

 Since cash is the cheapest source of capital, it would be the preferred way to purchase another company 
if the purchaser had sufficient cash. On the other hand, a company wanting to keep a significant cash 
buffer would prefer other ways of financing the transaction. If a company feels its stock price is inflated, 
it would prefer to use that to pay for the acquisition. In short, the preferred means of payment always 
depends upon the circumstances of the acquisition, the company, and the market. 

What is a tender offer? 

 A tender offer occurs during a takeover, when the acquirer offers to purchase the shareholders’ stock, 
usually at a higher price than the market, in an attempt to gain controlling interest in a company.  

 Some tender offers may be hostile. In a hostile tender offer, Company A wants to acquire Company B, 
but B refuses. Company A therefore issues a tender offering.  When this occurs, Company A will run 
advertisements in newspapers to buy stock of B at a price above the market price. For example, 
Company A will offer to pay $30 for shares currently trading at $15 in an attempt to gain ownership of 
more than 50% of the stock and take ownership of the business as a whole. 

 A tender offer is often a hostile takeover technique. It occurs when a company or individual offers to 
purchase the stock of the target company for a price usually higher than the current market price in an 
attempt to take control of the company without management approval. 

Describe a recent M&A transaction you have read about. 

 This is similar to the recent IPO question. It is simply to explore your general interest in the markets. 
Look in The Wall Street Journal, Financial Times or dealbook.blogs.nytimes.com to get information 
about recent M&A transactions. Know the companies involved, the price and multiples paid, whether it 
was a merger or an acquisition, and the banks working on the deal. Also know the primary reasons 
behind the M&A transaction. 
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If Company A purchases Company B, what will the combined company’s Balance Sheet look like? 

 The new Balance Sheet will be simply the sum of the two companies’ Balance Sheets plus the addition of 
“goodwill,” which would be an intangible asset, to account for any premium paid on top of Company 
B’s actual assets. 

What is the difference between goodwill and other intangible assets? 

 Goodwill is normally the markup in a company’s value through a merger or acquisition. With current 
accounting standards, goodwill is not amortized and is written down only if there is a goodwill 
impairment or another acquisition.  

 Other intangible assets are assets that are not physical but are amortized over a set period of time. Since 
amortization is an expense, it will affect the Income Statement (reducing net income). Additionally, as 
the asset amortizes, its carrying amount on the Balance Sheet will go down by the amount of the 
amortization. 

 Goodwill and other intangible assets are similar in nature in that they are both non-physical assets 
carried on a company’s Balance Sheet. The main difference between the two is that goodwill is only 
reduced in the event of a goodwill impairment or acquisition, whereas other intangible assets are 
amortized over a fixed number of years. 
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Advanced 

What is the difference between an accretive merger and a dilutive merger, and how would you go about figuring 
out whether a merger is accretive or dilutive? 

 Take a look at the following example: 

 Company A acquires Company B. Company A has $5 million in earnings, 1 million shares outstanding, 
and earnings of $5 per share. Company B has earnings of $1 million.  

 If Company A’s EPS Pre-Deal > Company A’s EPS Post-Deal, the deal is dilutive. 

 If Company A’s EPS Pre-Deal < Company A’s EPS Post-Deal, the deal is accretive. 

 Whether the deal is accretive or dilutive depends on how much Company A pays for Company B, and 
how payment is made.  

 For example, if Company A has a large amount of cash on hand, it may decide not to issue any new 
stock and simply pay cash for the Company B. In this case, the deal is accretive since earnings will 
increase to $6 million, with the same 1 million shares of stock, resulting in EPS of $6. However, if 
Company A decides to issue another million shares in a stock swap transaction, EPS will decrease since 
earnings will be $6 million with 2 million shares outstanding, meaning EPS is now only $3.  

 A quick and easy way to figure out whether a deal will be accretive or dilutive is to use the respective 
P/E ratios of the firms in the transaction. If Company A has a higher P/E ratio than Company B, the 
merger will be accretive. If Company B has the higher P/E ratio, the deal will be dilutive because the 
acquirer will pay less for the target per dollar of earnings. 
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 An accretive merger is one in which the acquiring company’s earnings per share will increase following 
the acquisition. A dilutive merger is one in which the opposite occurs. The quickest way to figure out is a 
merger is accretive or dilutive is to look at the P/E ratios of the firms involved in the transaction. If the 
acquiring firm has a higher P/E ratio than the firm it is purchasing, the merger will be accretive 
because the acquirer will pay less per dollar of earnings for the target company than where the target’s 
stock is currently trading. 

Company A is considering acquiring Company B. Company A’s P/E ratio is 50 times earnings, whereas 
Company B’s P/E ratio is 20 times earnings. After Company A acquires Company B, will Company A’s 
earnings per share rise, fall, or stay the same? 

 Since the P/E of the firm doing the purchasing is higher than that of the firm it is purchasing, the new 
company’s EPS will be higher, therefore creating an accretive merger. 

What is the treasury stock method? 

 The treasury stock method is a way of estimating the effects of employee stock options as well as 
convertible debt and preferred stock to calculate the number of “fully diluted shares outstanding.” 

 It is mainly used to estimate diluted EPS numbers. 

 First, you must assume that those holding options that are in the money will exercise them. 

 Also assume that all proceeds generated from the exercise of options will be used to repurchase 
company stock at the current price. 

 Here is the methodology: 

o Begin with the company’s common shares outstanding. This can be found in its most recent 10-
K or 10-Q. For this example, assume there are 1,000,000 shares outstanding.  

o Then go to the 10-K or 10-Q and find the options chart. The options that will be exercised are 
those with a weighted average exercise price below the current market price. Assume there are 
100,000 shares with a W.A.E.P. of $5 and the stock is selling for $10 currently. 

o This means that 100,000 new shares of stock will be issued, and the company will profit 
$500,000 from the sale of those shares. Now there will be 1,100,000 shares.  

o That $500,000 profit will then be used to repurchase shares in the open market at $10 per share.  

o The company will repurchase 50,000 shares, meaning there will be 1,050,000 shares after the 
exercise of the options.  

 The treasury stock method is a way of calculating a hypothetical number of shares outstanding based on 
current options and warrants that are currently “in the money.” The methodology involves adding the 
number of “in the money” options and warrants to the number of common shares currently outstanding, 
and then assuming all the proceeds from exercising the options will go towards repurchasing stock at 
the current price. 
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If a company has 1,000 shares outstanding at $5 per share and also has 100 options outstanding at an exercise 
price of $2 per share, what is the company’s fully diluted Equity Value? 

 The answer below is correct if the exercise price is below the current price, meaning that the options can 
be assumed to be exercised. However, if the exercise price in this example were $10 per share, you 
would assume that the options are not exercised and therefore have no effect on Equity Value.  

 Since there are 1,000 shares at $5 each, the current market cap would be $5,000. Since all the options 
are in the money because the exercise price is below the current price, you assume they are exercised. 
This means that there will be 1,100 shares in the market and another $200 ($2 exercise price x 100 
options) given to the company. That $200 is assumed to be used to buy back 40 shares ($200/$5 current 
price), leaving 1,060 shares in the market, at a price of $5 per share, making the Equity Value $5,300.  

Are most mergers stock swaps or cash transactions and why? 

 This varies. In strong markets many mergers are stock swaps mainly because the prices of company 
stock are so high, but also because the current owners may desire stock in the new company as they 
anticipate further growth in a strong market. 

You are advising a client in the potential sale of a company. Who would you expect to pay more for the 
company: a competitor or an LBO fund? 

 If the competitor is a strategic buyer, you would expect the competitor to pay more for the company. A 
strategic buyer would derive additional benefits (synergies) and therefore higher cash flows from the 
purchase than would an LBO fund, which is traditionally a financial buyer. 

What is a leveraged buyout? How is it different from a merger? 

 An LBO is when a group, usually a private equity firm, purchases a company using a relatively high 
amount of financial leverage, meaning the purchase is financed using mostly debt, with a relatively low 
equity investment. Ideally, the company then pays off the debt over the investment horizon using the 
cash flow from the business. Over the course of the investment, the capital structure changes from a high 
percentage of debt to a high percentage of equity. 

 For example, a PE firm purchases a company for $100mm, using $20mm in equity and $80mm in debt. 
Over the course of 5 years, they pay off the debt using the company’s cash flow. Even if the company’s 
Enterprise Value does not increase over the 5 years, if the firm now sells the company for $100mm, the 
fund would have returned $120mm ($100mm sale price plus $20mm dividend from excess cash flows) 
on a $20mm investment, a healthy return. 
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 Essentially, an LBO takes place when a fund wants to buy a company using more debt than cash with 
the intention of exiting the investment usually within three to seven years perhaps after changing 
management to increase profitability. What makes it a leveraged buyout is the fact that the acquiring 
firm will fund the purchase of the company with a relatively high level of debt and then pay off the debt 
with the cash flows produced by the firm. This means that by the time the fund is ready to sell the 
company, the business will ideally have little to no debt, and the PE firm will collect a higher percentage 
of the selling price and/or use the excess cash flow to pay themselves a dividend since the debt has been 
reduced or paid off. 

 See visualization below 

Sample of How a Leveraged Buyout Works 

What would be a real-life example of an LBO and what are the different pieces? 

 A good real-life example of an LBO is borrowing money to purchase an apartment to rent out. The down 
payment on the apartment is equivalent to the equity investment, while the mortgage loan is the debt or 
“leverage” in an LBO transaction. The interest payment on the mortgage would be interest payment on 
the debt, while the principal payments on the loan are made with the cash flows you receive from 
renting out the apartment which is similar to amortization of the debt. Finally, the sale of the property, 
hopefully for a gain, would be exiting the investment through either a sale or an IPO. 
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How could a firm increase the returns on an LBO acquisition? 

 In order to increase a private equity fund’s return on an LBO investment, a number of drivers can be 
changed. 

o The most obvious way to increase potential return is to increase the sale price when the firm 
monetizes its investment. 

o In modeling the returns, you could increase your projections for the acquired company’s earnings 
and cash flows. 

o The firm could negotiate a lower purchase price, which would have a similar effect to raising the 
selling price. 

o Finally, the private equity firm could increase the amount of leverage or debt on the deal. The 
higher the leverage, the higher the return, all else equal. However, increasing the leverage puts 
more financial stress on the company being acquired and increases the bankruptcy risk. 

 There are a many ways a private equity fund can increase the return on investment. First, it could 
increase the sale price at the time of monetization either through an increase in operating profits or 
through multiple expansion. Up front, it could negotiate a lower purchase price or increase the amount 
of leverage used to purchase the company, which would imply a smaller equity check with a higher 
internal rate of return on the capital deployed. 

How do you pick purchase multiples and exit multiples for an LBO? 

 When a private equity firm is evaluating an investment, it is looking to acquire the company for the 
lowest multiple possible (all else equal), then improve the business through operational changes, and 
ultimately sell it for a higher multiple off of increased earnings.  

 These multiples are determined as in any other M&A transaction. The analysts working on the 
transaction will look at M&A comparable transactions and public company comparables. (See earlier 
descriptions of valuation techniques for more details.) 

 Purchase and exit multiples for an LBO transaction are determined using many of the same techniques 
used in general valuations for an M&A transaction such as precedent transactions analysis or public 
company comparables analysis. 
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What makes a company an attractive target for a leveraged buyout? 

 Most importantly, an LBO needs a steady stream of cash flows so it can pay down the debt used to 
purchase the business. 

 This means the company should be at the lower end of the risk spectrum, should have limited need for 
additional capital expenditures, and preferably should be in a relatively stable industry. 

 A good candidate should also have a strong management team (unless the private equity firm intends to 
replace them), the ability to reduce its cost structure, and a solid asset base that can be used as collateral. 

 The most important characteristic of a good LBO candidate is steady cash flows. The firm ideally could 
pay off a significant portion or all the debt raised in the acquisition over the life of the investment 
horizon, with minimal bankruptcy risk. Some other attractive characteristics include strong or 
replaceable management, cost-cutting opportunities, and a non-cyclical industry. 

Why would a private equity firm buy a company that was considered more risky than a typical LBO candidate? 

 Many PE firms do purchase companies in distressed situations, where the target company may appear 
very “risky.” 

 If a company is in distress and may be at risk of defaulting on interest payments, or possibly is currently 
in the bankruptcy process, a PE firm may be able to negotiate a very attractive purchase price for the 
business and acquire it for a significant discount to what the company would cost if it were performing 
well. 

 In a bankruptcy situation, the PE firm would negotiate with existing lenders and possibly repay the 
existing debt-holders less than the par amount of their investment, while putting a new capital structure 
in place.  

 Through the acquisition, the PE firm would look to work with management, improve the business, and 
hope to resell the acquired company for a higher multiple and valuation in the future, creating a high 
return on their investment. 

 Many private equity firms will look to purchase companies in distressed situations or out of bankruptcy. 
When they do this, they typically can negotiate lower purchase prices than for companies that are 
performing. The PE firm will put in place a new capital structure and then work with management to 
improve the business, hoping to resell the business for a higher multiple and valuation and earn a 
significant return on investment.  
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What is a dividend recapitalization? 

 In an LBO transaction, a PE firm will put a large amount of debt on the company it is acquiring and will 
pay off that debt with free cash flow generated by the business over the life of the investment. 

 This pay down of debt will lower the leverage ratios and therefore the risk.  

 Eventually, the PE firm will look to fully exit its investment through a sale or IPO, but in the interim, the 
PE firm (along with the other owners of the company) may want to take earnings out of the business, 
rather than just further paying down debt. 

 One way to do this is a dividend recapitalization transaction. Here is an example of how this works: 

o Company purchased by a PE firm with $500mm of debt and $100mm Equity at 5.0x leverage on 
$100mm of EBITDA. 

o Three years into the investment the business has grown and the company has paid down 
$200mm of debt from free cash flow and has reduced leverage to 2.0x with $300mm of debt on 
$150mm of EBITDA. 

o Since leverage is now low compared to other similar companies, the owners may decide to do a 
dividend recap to realize part of their investment returns. 

o The company goes back into market, issuing $750mm of debt, which returns the company to 
5.0x leverage on $150mm of EBITDA. The funds from this transaction repay the outstanding 
$300mm of debt, and pay a $450mm dividend to the owners of the business. 

 A dividend recap typically occurs in the middle of a PE firm’s investment in a company when that 
company has been performing and paying down debt, reducing leverage. The owners of the business 
(normally the PE firm) will go back to market looking to issue new debt both to repay the existing debt 
and to fund a distribution to shareholders.  

What are appropriate coverage and leverage ratios for a business through an LBO or other acquisition? 

 This is completely dependent on the type of business. The appropriate levels are what the market is 
willing to bear for similar companies in similar industries, determined by what deals have been closed 
recently. All else equal, higher leverage or lower interest coverage is going to make investors demand a 
higher interest rate on the debt because the investment is considered more risky. However, in a typical 
LBO or M&A deal, the company most likely will be levered somewhere between 2x and 10x, depending 
on the industry.  

What is the “tax-shield” created by an LBO? 

 In an LBO, the company issuing the debt will be paying interest on that debt, which is an expense. Since 
this interest is an expense and is tax deductible, it therefore reduces the amount of taxes the company 
pays, creating the “tax-shield.” 
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What is Venture Capital? 

 Venture capital is a specific type of private equity that provides financial capital to high-potential, high-
risk startup companies. In exchange for providing this high-risk capital, the provider (usually a venture 
capital fund) will receive significant private equity ownership in the business. They will typically also 
get board seats and influence, in order to help these usually young businesses through the growth 
process. Many times these investments end up being worth nothing, but the goal for the VC firm is to hit 
a couple of home runs. For example, Accel Partners invested $12.7 million in Facebook, which ended 
up growing to over $8.5 billion in value. 

What are deferred tax assets (DTA’s) and deferred tax liabilities (DTL’s), and how are they created in an M&A 
transaction? 

 DTAs and DTLs are created in an M&A transaction through the write-up or write-down of assets. 

 If an asset is written up, the company is experiencing a gain and a DTL is created because the new asset 
will have a higher depreciation expense in the short term, which means the company will pay lower 
taxes. These taxes must be paid back at some point, which is why a liability is created. 

 The opposite is true when an asset is written down in value. 

In a leveraged buyout, what would be the ideal amount of leverage to put on a company? 

 In order to maximize returns, you would like to finance the deal with the least amount of equity possible. 

 However, there is a fine line to walk between maximizing returns and putting the company into financial 
distress with too much debt in the capital structure. 

 Typically, an analyst will look at the amount of leverage on similar businesses in the past. The most 
common ratio an analyst looks at is Debt/EBITDA, or leverage. A company with less leverage may 
demand a lower interest rate and vice versa.  

 In order to maximize returns in a leveraged buyout, the acquiring firm wants to finance the deal with the 
least amount of equity possible. However, they need to be careful as to not put the company into 
financial distress by overburdening the acquired company with debt. 

What are the three types of mergers and what are the benefits of each? 

 The three types of mergers are horizontal, vertical, and conglomerate. A horizontal merger is a merger 
with a competitor and ideally will result in synergies. A vertical merger is a merger with a supplier or 
distributor and ideally will result in cost cutting. A conglomerate merger is a merger with a company in 
a completely unrelated business and is most likely done for market or product expansions or to diversify 
its product platform and reduce risk exposure. 
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What is an exchange ratio and why would a company use it? 

 An exchange ratio is one way of structuring an M&A transaction so that is funded either fully or 
partially with stock. 

 If Company A is going to purchase Company B, Company A may give the owners of Company B shares 
in the new company instead of cash. The owners of Company B will get X shares of Company A for 
each of their shares of Company B. That “X” is the exchange ratio. 

 This benefits the acquiring company because by assigning a share exchange ratio, rather than a dollar 
amount per share, they protect themselves if the stock price of Company A falls after announcement of 
the transaction. The selling company would prefer a fixed dollar amount in stock if they believe the 
stock is going to fall in value.  

 An exchange ratio is a way of financing an acquisition by assigning a number of shares in the new 
company to be exchanged for each existing share in the original company. For example, Company A 
could acquire Company B and say, “We will give you 2 shares of the new, combined Company AB for 
each of your shares of Company B,” rather than saying, “You will receive $XX of Company AB stock 
for each share of Company B.” 

What are some defensive tactics that a target firm may employ to block a hostile takeover? 

 A poison pill shareholder rights plan gives existing shareholders the right to purchase more shares at a 
discount in the event of a takeover, making the takeover less attractive by diluting the acquirer. 

 A Pac-Man defense is when the company that is the target of the hostile takeover turns around and tries 
to acquire the firm that originally attempted the hostile takeover. 

 A white knight is a company that comes into the company which is the target of a hostile takeover with a 
friendly takeover offer.  

What is a merger model?  

 A merger model is a way to look at the financials of two companies, the purchase price, and how the 
purchase is made to determine whether it is accretive or dilutive to the buyer. The analyst will first make 
assumptions about purchase price and structure, and then project an Income Statement for the new 
company and calculate an EPS number for the combined entity. 

What kind of assumptions would you have to make when coming up with a new Income Statement for the 
combined company in a merger model? 

 A big reason for combining two companies is the synergies that are realized through the merger. First 
are revenue synergies, which you would add to the revenue of the combined entity’s revenues. These 
could be due to leveraging each others’ customer base, cross-selling, etc. Another type of synergy is a 
cost-saving synergy. These synergies are normally added back to operating income and are the results 
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of overhead consolidation, elimination of duplicate SG&A expenses, raw material price reduction due to 
economies of scale, etc.  

Which type of synergy is most important? 

 Since cost-saving synergies such as a reduction in employees are typically more quantifiable than 
estimates on gains from things like cross-selling, cost savings synergies are normally taken a bit more 
seriously. 

If a company could acquire another company using cash only, why would they choose not to do so? 

 There are many reasons why a company may not simply finance a purchase with cash. Especially in 
times of economic turmoil, a company may want to keep a healthy cushion of cash on the Balance Sheet, 
so it can weather the storm. A company may not want to use cash if its stock is trading very strongly. If 
the buying company’s stock is trading high, it gives the acquiring company a relatively “rich” currency 
with which to make acquisitions.  
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Other 

If you worked in the finance division of a company, how would you decide whether or not to invest in a 
project? 

 In order to decide, you determine the IRR of the project. The IRR is the discount rate, which will return 
an NPV of 0 of all cash flows. If the IRR of the project is higher than the current cost of capital for the 
project, then you would want to invest in the project. 

What are some recent trends in investment banking? 

 Consolidation: Banks acquiring other banks—JPMorgan buying Bear Stearns, Barclay’s buying part of 
Lehman Brothers. 

 Capital Infusions: Buffett investing in Goldman Sachs, Mitsubishi investing in Morgan Stanley, TARP. 

 Global Expansion: Firms looking to expand into other, fast growing nations. 

 Technology: High technology is being used to execute trades and distribute information more quickly 

What is an institutional investor? 

 An institutional investor is an organization that pools large sums of money and puts that money to use in 
other investments. Some examples of institutional investors are investment banks, insurance companies, 
retirement funds, pension funds, hedge funds, mutual funds, and multi-family offices. They act as 
specialized investors who invest on behalf of their clients. 

What is a hedge fund? 

 A hedge fund is a loosely regulated investment pool. Generally speaking, they are open only to high net 
worth individuals or institutional investors since they are limited to 100 or 500 investors. They use 
various strategies to hedge against risk with the goal of making a profit regardless of the market 
environment. These funds often take on high risk and are highly leveraged to give their clients the 
potential for higher returns. They have much more latitude in the kinds of securities they can invest in 
because they are typically not restricted by most of regulations that other mutual funds must follow. 
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What is securitization? 

 Mortgage-backed securities are probably the most widely known securitized asset. A bank will take a 
pool of mortgages they issued and sell off the future cash flows (mortgage payments) from those 
mortgages to another investor.  

 Securitization is when an issuer bundles together a group of assets and creates a new financial 
instrument by combining those assets and reselling them in different tiers called tranches. One of the 
reasons for the recession has been the mortgage-backed securities market, which is made up of 
securitized pools of mortgages. 

What is arbitrage? 

 Arbitrage is the simultaneous buying and selling of two related assets in order to capture a guaranteed 
profit from the trade. 

 This opportunity occurs when two assets are inaccurately priced by the markets. Since markets today are 
so fast, traders require sophisticated computer software to monitor the investment universe, identify 
arbitrage opportunities, and take advantage of them, because they often exist only for a matter of 
seconds. 

 Arbitrage occurs when an investor buys and sells related assets simultaneously in order to take 
advantage of temporary price differences. Because of the technology now employed in the markets, the 
only people who can truly take advantage of arbitrage opportunities are traders with sophisticated 
software since price inefficiencies often close in a matter of seconds. 
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Brainteasers 

There is no way to prepare for every brainteaser. There are many that are commonly used in interviews and you 
can prepare for those, but remember that answering the brainteaser the way the interviewer wants to hear it 
answered is more important than actually getting the answer correct. Remember not to lose your cool. 

What’s 17 squared? What’s 18x22? 

 Don’t worry; they want to know how you will handle this question, and it is not difficult if you think 
about it correctly. 

 Think 17 x 17 is just 17x10 plus 17x7.  You know 17x10 is 170. Now17x7is 10x7 and 7x7. This gives 
you 170+70+49, or 289. Whatever you do, don’t panic!  

 Now see if you can do 18x22: 18x20 + 18x2. Easy, 360 + 36=396. 

 As far as brainteasers go, this is a rather common one. You will do better if you have practiced these 
types of questions. 

Two boats are going towards each other at 10 miles per hour. They are 5 miles apart. How long until they hit? 

 Be careful here. The initial instinct is to say half an hour. However, both boats are moving at 10 miles 
per hour, so they are converging at 20 miles per hour, meaning they will crash in ¼ of an hour, or 15 
minutes. 

How many NYSE-listed companies have 1 letter ticker symbols? 

 It could be 26 (letters in the English alphabet), but it is actually only 24 because I & M are saved for 
Intel and Microsoft, in case they change their minds.  

A driver is going to drive 100 miles. If they drive the first 50 miles at 50 miles per hour, how fast do they have 
to drive the second to average 100 miles per hour for the entire run? 

 Most people think “oh, well if they drive the second leg at 150 miles per hour they will average 100 
miles per hour.” 

 This is WRONG! Think about it for a second. They went the first 50 miles at 50 MPH, which means 
they drove for an hour. They want to drive the entire 100 miles at an average of 100 MPH, which 
means they would have to drive the entire 100 miles in only 1 hour. Since they have already been 
driving for an hour, it is impossible to average 100 MPH! 

 There are TONS of variations on this question. If you get it, make sure you put on a good show and act 
like you don’t know the answer right away; otherwise you will get no credit. 
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How many gas stations are in the United States? 

 With a question like this, the interviewer is looking at your thought process, not that you can actually 
figure out how many gas stations are in the U.S. 

 The easiest way to go about answering a question like this is to start small and work your way out. 
Think about your town. Say your town has 30,000 people, and you have 5 gas stations serving that 
area. The United States has approximately 300 million people, so that means there are 10,000 “towns” 
in the United States, and 50,000 gas stations.  

 You then want to make adjustments. For example, assume that a quarter of the population lives in 
larger cities where there is only 1 gas station per 30,000 people. So you have 7,500 towns with 5 gas 
stations and 2,500 “towns” with only 1. Do a little mental math and you get a number of 40,000 gas 
stations in the U.S.  

If you were going to build a building in a city and had no physical restraints, no capital restraints, and no other 
limitations, how tall would you build it? 

 This question is similar to the question above in that there is no right or wrong answer. 

 Your interviewer is not looking for an actual height in feet but rather what kinds of things you would 
think about in determining the height. 

 Here are some things to think about: 
x Measuring the demand for space in a new building 
x How high people would be willing to purchase space due to safety concerns 
x How much you can sell the space for in comparison with how much it costs to construct/maintain 
x How much the demand for the space will grow over the life of the building, so how much extra 

space should you build into the design 

You are late for a pitch with the CEO of a company in the Town of Truth. You are speeding down a road that 
suddenly forks, and there are no signs. You know that one way leads to the Town of Truth where everyone tells 
the truth and the other way leads to the Town of Lies where everyone tells lies. There is a resident of one of the 
towns standing at the crossroads but you don’t know which town he’s from. You only have time to ask him one 
question…. So what do you ask him? 

 The key to this question is to ask a question which both guys would have to answer the same way. If 
you ask him to point out which town he is from, either of them would point to the Town of Truth. 
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You have a five gallon container and a three gallon container with no markings on either. You are standing next 
to a hose. Measure exactly two gallons of water.  

 This is one of the more common brainteasers. If you are smart and want to look good, you should sit 
there and “ponder” the answer for a few seconds, like you are working it out in your head, not that you 
simply memorized the answer. There are also other versions of this question, so don’t just hear “you 
have a five gallon container...” and assume it’s going to be this problem and this answer. 

 First you fill the 5 gallon container; then you dump it into the 3 gallon container, leaving you with 2 
gallons in the 5 gallon container. 

How many degrees are there between a clock’s two hands when the clock reads 3:15? 

 The quick thought would be 90 degrees, but it isn’t. If the clock is 360 degrees, the minute hand will 
be exactly at the 90 degree mark. The hour hand will be ¼ of the way between the 3 and the 4. Since 
there are 12 numbers, the 3 and the 4 are 30 degrees apart, making the hour hand 7.5 degrees beyond 
the 3, and 7.5 degrees from the minute hand. 

A stock is trading at 10 and 1/16. There are 1 million shares outstanding. What is the stock’s Market Cap? 

 This is just a test of your mental math. If a fourth is .25, an eighth is .125, and a sixteenth is .0625... 
The stock price is 10.0625 and the Market Cap is 10.0625 million. 

You have 50 black balls and 50 white balls (total of 100) and two buckets. How would you split the balls 
between the two buckets to maximize the chance of selecting a black ball when one ball is chosen from one of 
the buckets at random? 

 The best way to maximize the chances of selecting a black ball would be to put one black ball in one of 
the buckets and all the rest of the 99 balls in the other bucket. Since you have a 100% chance of 
selecting a black ball if you choose the first bucket, and a 49.5% chance of selecting a black ball if you 
choose the other (49/99), the overall chances of selecting a black ball is (50% x 100%) + (50% x 
49.5%) = 74.7%.  

What is the sum of all the numbers from 1 to 100? 

 As with most brainteasers your interviewer is looking to see how you think through problems. The 
way you do not want to answer this question is by sitting there and saying “Ok, 1+2 is 3, 3+3 is 6, 6+4 
is ten…” This is extremely inefficient.  

 Answer 1: Fake pause… Well, between 1 and 100 there are 50 sets of 101, for example 100 and 1, 99 
and 2, 98 and 3, and so on. 50 sets of 101 is 5,050; so the sum of 1 to 100 would be 5,050. 

 Answer 2: Fake pause… So the average of all of those numbers 50.5. If you take the average and 
multiply it by the number of numbers, you get 100 times 50.5 or 5,050. 
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What is the probability that the first business day of a month is a Monday? 

 Each day has a 1 in 7 chance of being the first day of the month. However, if the month starts on a 
Saturday or a Sunday, the first business day of the month will be a Monday. Therefore, the chances of 
the first business day being a Monday is 3 in 7 since if the month starts on Saturday, Sunday or 
Monday, the first business day is a Monday.  

You are given 12 balls and a scale. Of the 12 balls, 11 are exactly the same weight and 1 weighs slightly more. 
How can you find the heavier ball using the scale only three times? 

 1. Weigh 5 balls against 5 balls. If the scale is balanced, then discard those 10 balls and weigh the 
remaining 2 against each other (Second Use of Scale). The heavier ball is the one you are looking for.  

 2. If one of the first two groups is heavier, then discard the lighter group. Of the heavier group, weigh 
2 against 2. If they are equal, then the 5th ball, the one that was not weighed, is the one you are 
looking for.  

 If one of the pairs of balls is heaver, then weigh the heavier pair against each other (Third Use of 
Scale). The heavier ball is the one you are looking for. 

A room with no windows has 3 light bulbs. You are standing outside with 3 switches that control the three 
bulbs. If you can only enter the room one time, how can you determine which switch controls which bulb? 

 First turn on two switches: call them Switch 1 and Switch 2. Leave them on for a couple minutes to let 
them get nice and hot. Then, turn off Switch 1 and enter the room. The bulb that is lighted should be 
the one that is controlled by Switch 2. Of the remaining two bulbs, the one that is hot is the one 
controlled by Switch 1. The last one, off and not hot, is controlled by Switch 3.. 

What is the greatest dollar value in coins you can have in your hand and still not be able to make change for a 
dollar? 

 Start with quarters since they have the highest value. Then descend in value from dimes to nickels to 
pennies, taking the maximum number of each that you can have without reaching a dollar. The 
maximum you can take will be 3 quarters, 4 dimes, 0 nickels and 4 pennies. Remember that you can’t 
take a nickel because 3 quarters, 2 dimes and a nickel would add up to a dollar. The total value of 
these coins is $1.19. 

You have a large cube (10x10x10) made up of small cubes (1x1x1). If I were to remove all of the small cubes 
with a surface on the exterior, how many small cubes would be left? 

 If you remove all of the small cubes on the exterior you would be left with an 8x8x8 cube and therefore 
there would be 512 small cubes remaining. 
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Appendix A: Income Statement Basics  
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Appendix B: Balance Sheet Basics 
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Appendix C: Cash Flow Basics 
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Appendix D: Links Between Financial Statements 

 

 

 

 

 

 

The provided Excel model also shows how the statements are interconnected. 

  

Income Statement 

 
Revenue 
-Cost of Goods Sold              
Gross Profit 
-Operating Expenses 
-Depreciation 
-Amortization 
Operating Income   
-Interest Expense 
Pre-Tax Income 
-Taxes 

Net Income              

Cash Flow Statement 

 
Beginning Cash 

Cash Flow from Operations 
Net Income 
+/- Non-Cash Items 
Depreciation  
Amortization 
Change in Work. Cap. 

 
Cash Flow from Investing 
Capital Expenditures 
Other Investments 

 
Cash Flow from Financing 
Dividends 
Cash Raised/Spent on Debt 
Cash Raised/Spent on Equity 

Ending Cash 

Balance Sheet 

 
Assets 
     Current Assets (incl. cash) 
     Long-Term Assets 
 
Liabilities 
     Current Liabilities 
     Long-Term Debt/Liabilities 
 
Shareholder’s Equity 
     Common Stock 
     Retained Earnings 
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Appendix E: DCF Valuation and Financial Statement Links 

See the Technical Guide’s Excel spreadsheet for a sample DCF analysis with a full Balance Sheet, Income 
Statement, and Cash Flow Statement, as well as a comparable company valuation analysis and Black-Scholes 
option pricing model. 
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Wall Street Oasis Firm Interview Insights 

From the WSO Company Database we have compiled statistics based on thousands of actual interviews that 

have been completed by our members. From the data, we have been able to pull together invaluable statistics 

that aren’t available anywhere else in the world. For the major banks listed below, we broke down the questions 

into those asked to Summer Analysts (or other college-level interns), Summer Associates, Full Time Analysts 

and Full Time Associates+ (including Associates, VPs and Others). For each category within each bank we 

attempted to include 5 relatively unique questions to give you a feel for the types of things that each bank likes 

to ask candidates. 

Additionally, this compilation of data allowed us to more solidly define some of the most common interview 

questions across all levels and across all banks. These are the questions you are most likely to receive and the 

ones you should be100% prepared for. Some of those questions are as follows: 

 

1. Walk me through your resume/tell me about yourself. 

2. Any variation of the “How many  ____ can I fit into _____” or “How man _____’s are there in _____” 

question. 

3. Walk me through a DCF. 

4. How does $XX of depreciation expense flow through the three financial statements? 

5. How would you invest $XXX right now? 

6. What is your biggest weakness/what are your three biggest weaknesses? 

7. Why [whatever firm you are interviewing at]? 

8. Why should I hire you over any of the other candidates? 

9. What are some ways you can value a company? 

10. Pitch me a stock/what are your top three stock picks right now? 
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Bank of America Merrill Lynch 

Position Applying For 

S. Analyst S. Associate FT Analyst FT Associate VP + Other 

55% 6% 21% 3% 2% 13% 

 

Length of Process 

Less than 1 Month 1-2 Months 2-3 Months 3-4 Months 

79% 15% 3% 3% 

 

Outcome 

No Offer Accepted Offer Declined Offer 

45% 40% 16% 

 

Difficulty 

Very Easy Easy Average Difficult Very Difficult 

6% 24% 47% 20% 2% 

 

Overall Impression of the Interview Process 

Very Positive Positive Neutral Negative Very Negative 

22% 43% 25% 7% 3% 
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Overall the questions in the BAML interviews are all over the map, as are most Bulge Brackets since they are 
so large. A general consensus is to know your resume very well. Multiple applicants reported interviewers 
asking trivial questions about BAML itself. Additionally, the standard technical and behavioral questions from 
the WSO Behavioral and Technical guides come up over and over again, so make sure you study! Even those 
with no finance background reported getting technical questions (even for Summer Analyst positions).  BAML 
had the second lowest rejection rate of all the Bulge Brackets, with over 55% of candidates in our survey 
receiving offers. 

Summer Analyst: 

 SUMMER ANALYST: “Focus on studying your resume and the BAML culture rather than your 
technicals” 

 SUMMER ANALYST: “Overall, none of the questions were too difficult. Very positive experience.” 

 SUMMER ANALYST: What’s the first number whose letters, when spelled out, are in alphabetical 
order? 

 SUMMER ANALYST: What are your five favorite Excel functions? 

 SUMMER ANALYST: You have three companies: an early-stage tech startup, a furniture retailer, and 
a casino & gaming company. There are three financing opportunities: 100% equity, 50/50 debt/equity, 
and 100% debt. Which belongs with which? Why? 

 SUMMER ANALYST: If you had a company financed completely with equity and another financed 
completely with debt, would you use P/E or EV/EBITDA to compare them? Why?                   

 SUMMER ANALYST: How would the price of a $100, 5% coupon rate bond change if the interest 
rate increased from 5% to 6%?                    

 SUMMER ANALYST: If Gillette was to be acquired by Proctor & Gamble or a PE firm, what kinds 
of thing would both sides consider?             

 SUMMER ANALYST: Do you consider yourself smart? 

 SUMMER ANALYST: What is the square root of 0.1? 

 SUMMER ANALYST: How many hours will you work? 

 SUMMER ANALYST: Tell me about your hero? Who's your favorite superhero? 

 SUMMER ANALYST, S&T: If you were Ben Bernanke what policies would you pursue and why? 

 SUMMER ANALYST, S&T: Pitch me a vacation destination. 

 SUMMER ANALYST, S&T: If you had $1,000,000 where would you invest it and why? 

 SUMMER ANALYST: What are you doing this upcoming weekend? 
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Summer Associate: 

 SUMMER ASSOCIATE, Investment Banking: How does accelerated depreciation create a DTL, how 
does it affect the firm value derived from a DCF, and why does the government allow it for tax 
purposes? 

 SUMMER ASSOCIATE: Would you use the current 10-year treasury rate as your risk free rate in a 
WACC calculation or do you think it's necessary to pad it a little since it is extremely low? 

 SUMMER ASSOCIATE: What is the P/E multiple of cash. 

 SUMMER ASSOCIATE: Do you expect Greece to leave the Euro? Why or why not? 

 SUMMER ASSOCIATE: I am a first year Investment Banking Analyst and you are mentoring me on 
how to build and LBO model, how would you do it? 

 SUMMER ASSOCIATE: Tell me about a time you mentored someone that was having difficulty 
becoming part of the team. 

FT Analyst 

 ANALYST: How many tennis balls can you fit into a 747? 

 ANALYST: How many gas stations in the US? 

 ANALYST: What is our Lending Philosophy? 

 ANALYST: What are the impacts of the U.S. debt ceiling across the global markets? 

 ANALYST: “Tell me three of your weakness and don't bullshit. I don't want to hear how you work too 
hard, I want concrete weaknesses.” 

 ANALYST: What is asset turnover and what do you think it is for a company like X? 

 ANALYST, Investment Banking: If pennies were stacked as tall as the empire state building, could all 
those pennies fit in my office? 

 ANALYST, Investment Banking: If I receive bi-weekly paychecks, how many months of the year will 
I receive more than 2 paychecks? 

 ANALYST: If a 10-year bond has a coupon of 5%, trades at par and was issued yesterday, what will 
the price be tomorrow if the yield increases to 6%? 

 ANALYST, LEV FIN: What is our stock price as of this morning?  

 ANALYST, LEV FIN: What is the worst decision that our company made in the past 5 years?  

Associate, VP+: 

 ASSOCIATE: Explain how any line item flows through all of the three financial statements. 

 ASSOCIATE: “Be prepared to discuss your leadership abilities fluidly.  If you aren't comfortable 
talking about yourself, this can be tough!” 
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 VP: Do you think you will be an MD in 5 years? 

 VP: Are you willing to put in more hours as a VP than as an Associate? 

 VP: How would you size the fee pool for global investment banks in Asia Pacific?  What sources do 
you use? 

 Senior VP: Tell me something about yourself I wouldn’t know from reading your resume.  
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Barclays 

Position Applying For 

S. Analyst S. Associate FT Analyst FT Associate VP + Other 

58% 9% 22% 3% 1% 7% 

 

Length of Process 

Less than 1 Month 1-2 Months 2-3 Months 3-4 Months 

70% 19% 8% 3% 

 

Outcome 

No Offer Accepted Offer Declined Offer 

52% 36% 12% 

 

Difficulty 

Very Easy Easy Average Difficult Very Difficult 

1% 15% 60% 22% 2% 

 

Overall Impression of the Interview Process 

Very Positive Positive Neutral Negative Very Negative 

17% 48% 25% 8% 2% 

 

  



 

 

 
Page 126 

 

  

While respondents reported both technical and fit questions in Barclays interviews, Barclay’s tended to rely a 
bit more on the fit questions. A few applicants reported interviewers asking them “what is your favorite song” 
which is unique to Barclays. Additionally, many across all levels and divisions reported being asked numerous 
current events questions and brainteasers. The standard technical and behavioral questions from the WSO 
Behavioral and Technical guides come up over and over again, so make sure you study! Overall, Barlcays was 
rated slightly more difficult than average and nearly all responders had a neutral or positive interview process. 
Below are some tricky technical questions, brain teasers and general advice that came up in actual Barclays 
interviews. 

Summer Analyst: 

 SUMMER ANALYST, FX Forwards: What is 56x27, figure it out without writing anything down, 
you have 90 seconds, go. 

 SUMMER ANALYST, Investment Banking: How many windows are there in Manhattan? 

 SUMMER ANALYST: If I hand you a dice and give you one roll in which you get the amount of 
money back shown on the dice, how much would you pay for that roll? If I told you that after the first 
roll you would get to roll a second time for free if you didn’t like your first roll, but then had to accept 
that second roll, how much would you pay then? 

 SUMMER ANALYST: What are the top three banks you would want to work for and why? 

 SUMMER ANALYST: What is the fed funds rate and how does it affect markets? 

 SUMMER ANALYST: Why would a company like Apple, with plenty of cash, issue debt? 

Summer Associate: 

 SUMMER ASSOCIATE, Investment Banking: A few Summer Associates reported being given a 
written finance quiz reviewing basic accounting finance and accounting questions. 

 SUMMER ASSOCIATE: If you got an offer would you take it?/If you got offers from GS, JPM, MS 
and Barclays, why would you come here? 

 SUMMER ASSOCIATE: “The most difficult question was certainly the case study.  I had 30 minutes 
to walk through a set of questions based on a made-up company.  I had their financials, and had to use 
that to answer questions related to the BS, IS and CF statement. 

 SUMMER ASSOCIATE: Why are you switching careers?/Why investment banking? 

 SUMMER ASSOCIATE: You have a European company with shrinking revenues and margins which 
leases its buildings in emerging markets; how would you grow the company? 

Full Time Analyst: 

 ANALYST, TMT: If a stock goes up and down by 50% 5 times, where is it going to end?  

 ANALYST, Equity Research: If you had a time machine what would you do? 
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 ANALYST, S&T: What class did you have your worst grade in and what was it? 

 ANALYST: How did the recession of 2008 happen? 

 ANALYST: “I was put through a group interview and then asked to review my own performance and 
the performance of the others in the group.” 

 ANALYST: What is your favorite song?/What is a song that defines your life? 

 ANALYST: How many hours are in one year? 

Associate, VP, Other: 

 ASSOCIATE: Why didn’t you go to a better school? 

 ASSOCIATE, Equity Research: Rank your writing, quantitative and intrapersonal skills. 

 ASSOCIATE, Equity Research: If you could speak to one dead person who would it be and what 
would you ask? 

 ASSOCIATE: What is your favorite book? 

 OTHER, Commodities Trading: How are the market fundamentals in your market changing in the next 
year? 
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Citi 

Position Applying For 

S. Analyst S. Associate FT Analyst FT Associate VP + Other 

55% 7% 35% 2% 2% 7% 

 

Length of Process 

Less than 1 Month 1-2 Months 2-3 Months 3-4 Months 

76% 21% 2% 1% 

 

Outcome 

No Offer Accepted Offer Declined Offer 

53% 32% 15% 

 

Difficulty 

Very Easy Easy Average Difficult Very Difficult 

1% 16% 51% 30% 1% 

 

Overall Impression of the Interview Process 

Very Positive Positive Neutral Negative Very Negative 

17% 41% 29% 11% 2% 

 

  



 

 

 
Page 129 

 

  

More interviewers at Citi specifically referenced an “intense” interview, with Citi being ranked as the bulge 
bracket with the second most difficult interviews. Some applicants mentioned rapid fire questions to see how 
they would handle under pressure. Additionally, many applicants said that they were asked why [this group] 
over [that group] or other specific questions about Citi/the group they were interviewing for. Overall, Citi was 
rated slightly more difficult than average and slightly more responders had a negative feeling coming out of 
their interview.  A slightly higher percentage of offers to work at Citi were turned down than offers to other big 
firms. 

Summer Analyst: 

 SUMMER ANALYST, Capital Markets: Why should Amazon trade at a higher PE ratio than Apple? 

 SUMMER ANALYST: Why do you think you got rejected at XXX bank (after asking where else they 
had applied/interviewed). 

 SUMMER ANALYST: If you were Paulson what would you have done to prevent the crisis. 

 SUMMER ANALYST: You come from a non-finance background, how will you use your other skills 
to add enough value to the firm in order to make-up for the extra effort we will have to take in training 
you? This was then followed up with a criticism of every response. 

 SUMMER ANALYST: In order from least to greatest, which of the following would you be most 
worried about if you were investing in their stock: Intel, Krogers, or Boeing? 

 SUMMER ANALYST: Tell me about a time you royally screwed up and fell flat on your face? 

 SUMMER ANALYST: What is a one-dollar bill worth?    

 SUMMER ANALYST: Teach me something. 

 SUMMER ANALYST: What is the probability when you roll three dice that they will be in strictly 
ascending order (1, 2, 3 works but 1, 3, 2 doesn't)? 

 SUMMER ANALYST: How many flights take off from XYZ airport a day? 

 SUMMER ANALYST: If 70% of people like pizza, 50% of people like soda, and 40% of people like 
beer, what is the minimum possible percentage of people that like all three? 

 SUMMER ANALYST: Show how the effect of PIK interest of 10% on an $100 million bond would 
affect the 3 statements: Net Income, Cash Flow Statement, Balance Sheets. 

Summer Associate: 

 SUMMER ASSOCIATE: Why not management consulting? 

 SUMMER ASSOCIATE: Who else do you know that works at Citi. 

 SUMMER ASSOCIATE: What are the affects of DTL and DTA in a merger situation? 

 SUMMER ASSOCIATE: What is a reverse triangle merger? 

 SUMMER ASSOCIATE: What was a complex analysis you did at your previous job? 
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Full Time Analyst: 

 ANALYST, Sales and Trading: Make me a market in a simple dice game. 

 ANALYST: Why are manhole covers round? 

 ANALYST, Capital Markets: How do you handle boredom? 

 ANALYST, Capital Markets: Please explain how recent events in the news will impact the capital 
markets? 

 ANALYST: What is the cost of capital for Citi? What is Citi’s beta? 

 ANALYST: How would you value a company with negative net income?             

Associate, VP, Other: 

 ASSOCIATE: What would you do if you figure out if you made a mistake in a model after you have 
submitted it? 

 VICE PRESIDENT, How does goodwill affect Basel 3 capital calculation? 

 OTHER: Tell me about our group’s recent accomplishments. 

 OTHER: What would you tell your client if Greece defaulted tomorrow? 

 

  



 

 

 
Page 131 

 

  

 

Credit Suisse 

Position Applying For 

S. Analyst S. Associate FT Analyst FT Associate VP + Other 

57% 7% 26% 6% 0% 4% 

 

Length of Process 

Less than 1 Month 1-2 Months 2-3 Months 3-4 Months 

71% 24% 4% 2% 

 

Outcome 

No Offer Accepted Offer Declined Offer 

57% 30% 13% 

 

Difficulty 

Very Easy Easy Average Difficult Very Difficult 

5% 14% 57% 23% 1% 

 

Overall Impression of the Interview Process 

Very Positive Positive Neutral Negative Very Negative 

20% 40% 28% 12% 0% 
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Overall, Credit Suisse applicants had a slightly quicker interview process, about average difficulty level relative 
to other bulge brackets, and a slightly more positive impression of the overall interview process. Respondents 
largely said that while there were technical questions, more of the interview was fit/behavioral, why Credit 
Suisse, why this specific group. Although, the “walk me through an LBO” question was mentioned a number of 
times, even in Summer Analyst interviews. A number of those coming out of the Credit Suisse interview 
process reported that they took part in group interviews at some point.  

Summer Analyst: 

 SUMMER ANALYST: What do you think of the Macau casino sector? 

 SUMMER ANALYST: “Valuation questions were pretty in depth for a Summer Analyst position” 

 SUMMER ANALYST, Equity Research: Why is a country having a large debt-to-GDP ratio “bad”? 

 SUMMER ANALYST, Investment Banking: What is a Capitalized Lease? 

 SUMMER ANALYST, Investment Banking: “Technical questions were not conventional. I was asked 
to draw WACC curves, received some definitional questions, and was asked to explain concepts 
intuitively.” 

 SUMMER ANALYST: What are the biggest weaknesses of Credit Suisse? 

 SUMMER ANALYST: Suppose I go to your best friend, what's your absolute worst habit? 

 SUMMER ANALYST: Describe a trend you see emerging in the technology industry, and whether it 
will persist over the next 5 years or not. 

 SUMMER ANALYST: Why is it important that we consider off-balance sheet liabilities, such as 
leases, when evaluating a company? 

 SUMMER ANALYST: What in history fascinates you? 

 SUMMER ANALYST: What would you do if 2 VPs ask you to do tasks with conflict deadline? What 
if you find no other intern/analyst want to help you on those tasks? 

Summer Associate: 

 SUMMER ASSOCIATE: What is the formula for CAGR? 

 SUMMER ASSOCIATE, Sales & Trading: “Sell me on a trade” then follow up of, “How would you 
hedge that trade?” 

 SUMMER ASSOCIATE, Sales & Trading: What is 2% of 9? 

 SUMMER ASSOCIATE: Tell me about a deal in the market you have been following and why it 
interests you. 

 SUMMER ASSOCIATE: Tell me about the different effects of LIFO vs. FIFO accounting. 
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Full Time Analyst: 

 ANALYST, Equities: “I was asked for a stock pitch, but the interviewer grilled me on the specifics of 
the company to the point that I couldn't answer.”  

 ANALYST, Investment Banking: A bag of potatoes weighs 200lbs and consists of 99% water. It sits 
in the sun all day and when you weigh it the next day, it's only 98% water... How much does the bag 
of potatoes weigh after it's been in the sun? 

 ANALYST, Investment Banking: What is your favorite function in Excel? 

 ANALYST, Investment Banking: Tell me a joke. 

 ANALYST, Investment Banking: Walk me through an NOL calculation and how it impacts the 
income statement.  

 ANALYST: How do we know you are not going to shop around this offer at other banks? 

 ANALYST: Why would a convenience store that is open 24/7 and never closes (not for storms, 
sickness, holidays, etc.) have locks on its doors? 

 ANALYST: Why CS not the other BB? 

Associate, VP, Other: 

 ASSOCIATE: How would you calculate the amount of cash available for debt prepayments by 
looking at the financial statements? 

 ASSOCIATE: How would you grow shareholder value at Walt Disney theme parks? 

 ASSOCIATE, Equity Research: Rank these in order of importance if you were working as an equity 
research associate: Companies (your research), Internal Clients, and External Clients. 

 ASSOCIATE, Investment Banking: How did you value XX deal that you worked on? How did you 
determine which comps to use? 

 ASSOCIATE: Who is CEO of the firm? 

 ASSOCIATE: You are in the corner of a box, you are an ant. What is the shortest distance to the exact 
opposite corner? 

 OTHER: Why don’t you want to work at a hedge fund? 

 OTHER: Explain warning signs you are looking for in Europe and how you think the debt ceiling and 
sequester will be resolved. 
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Deutsche Bank 

Position Applying For 

S. Analyst S. Associate FT Analyst FT Associate VP + Other 

56% 4% 27% 9% 0% 5% 

 

Length of Process 

Less than 1 Month 1-2 Months 2-3 Months 3-4 Months 

82% 16% 2% 0% 

 

Outcome 

No Offer Accepted Offer Declined Offer 

50% 32% 18% 

 

Difficulty 

Very Easy Easy Average Difficult Very Difficult 

4% 16% 56% 21% 4% 

 

Overall Impression of the Interview Process 

Very Positive Positive Neutral Negative Very Negative 

21% 44% 24% 6% 5% 
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A higher percentage of those submitting their experiences to the job database were applying for Summer 
Analyst/Full Time Analyst jobs than some of the other major banks. A number of people specifically mention 
being asked a question along the lines of “why investment banking, especially with the amount of fire bankers 
have been coming under recently”.  Additionally, many reported being asked very detailed questions about 
specific projects or jobs that were listed on their resume. Some mentioned that they had a 2-1 “good cop, bad 
cop” style interview at DB. 

Summer Analyst: 

 SUMMER ANALYST: Do you have more girlfriends or boyfriends? 

 SUMMER ANALYST: What is the sum of all the numbers from 1 to 100? 

 SUMMER ANALYST: “Make sure you can explain EVERY single word on your resume.” 

 SUMMER ANALYST: Name five types of transactions a company could do with excess cash on the 
balance sheet. 

 SUMMER ANALYST: How many ties are sold in the United States every year? 

 SUMMER ANALYST: What would the COGS be for Netflix? 

 SUMMER ANALYST: Would you be happy as a Garbage man?  

 SUMMER ANALYST: What is the market size for a fit bit for dogs?              

Summer Associate: 

 SUMMER ASSOCIATE: Why did you choose XX school? 

 SUMMER ASSOCIATE: Why do you want to do banking after doing XX for YY years? 

 SUMMER ASSOCIATE: Walk me through your resume in 30 seconds. 

 SUMMER ASSOCIATE: How would you value a depleting asset? 

Full Time Analyst: 

 ANALYST, Commodities: “The most difficult question I received had to do with a natural gas 
demand forecast I put together for an econometrics project. It was in two parts "what is the functional 
form" and "what are the pitfalls of a monthly series" I stumbled a bit on the first question, but was 
eventually able to describe the ARMA forecasting model. I missed the second question, and the 
answer he was looking for was "you have to divide monthly demand by the number of days to 
normalize between months like JAN and FEB" The next most difficult question I received was I was 
asked to calculate the profit margin for a company I did some quickbooks work for over the summer. I 
was really unsure about their P&L, but made up the revenue and cost numbers on the fly and just 
converted that into a percentage.” 

 ANALYST, Investment Banking: Who are the most influential leaders in global politics right now and 
why? Respond using first and last name, and limit responses per leader to one sentence. 
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 ANALYST, Investment Banking: How would you convert 25% of a company’s debt into equity? 

 ANALYST: Which would you expect to have higher gross margins; a traditional software company 
like Microsoft or a Software as a Service company like Salesforce? 

 ANALYST: “As soon as I walked in the room, they asked me, ‘what is three divided by seven?’  You 
have approximately 2 seconds to respond.” 

Associate, VP, Other: 

 ASSOCIATE: Do you always wear a suit to work? 

 ASSOCIATE: Do you think publicly traded companies in the US are fairly valued, undervalued or 
overvalued in the context of US history right now? 

 ASSOCIATE: How will a hollow ball roll compared to a solid ball? 

 ASSOCIATE: If you were to do a debt offering for Walmart, what percent would you charge them 
given their risk profile and size? 

 ASSOCIATE: If a company paid a cash dividend today, what would be the impact on the stock price? 
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Goldman Sachs 

Position Applying For 

S. Analyst S. Associate FT Analyst FT Associate VP + Other 

48% 5% 40% 5% 1% 1% 

 

Length of Process 

Less than 1 Month 1-2 Months 2-3 Months 3-4 Months 

75% 18% 6% 2% 

 

Outcome 

No Offer Accepted Offer Declined Offer 

65% 25% 10% 

 

Difficulty 

Very Easy Easy Average Difficult Very Difficult 

4% 16% 43% 30% 5% 

 

Overall Impression of the Interview Process 

Very Positive Positive Neutral Negative Very Negative 

19% 44% 27% 8% 2% 
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Goldman Sachs had the highest number of interviewers participate in the WSO database. With that, Goldman 
had the highest rejection rate (65%), most difficult interviews and a lowest percentage of people receiving 
offers and turning them down (10%) of the bulge brackets. A significant number of respondents reported 
receiving the “What are your greatest strengths and weaknesses” question. A significant percentage of 
interviewees also reported receiving challenging brain teasers. Since there are so many of them, we listed them 
in a separate section of the bottom to give you an idea of the types of questions they ask. Interviews seemed to 
be especially difficult in the Global Investment Research (GIR) group. Know Goldman, know the group, know 
why they should hire you over any of the other candidates; what makes you unique. 

Summer Analyst: 

 SUMMER ANALYST: “They picked on something off my CV from ages ago, on a project I did on 
my intern, which was 2-3 years ago. Make sure you're on top of everything.” 

 SUMMER ANALYST, Asset Management: How would you explain the derivative of a curve to a 7th 
grader? 

 SUMMER ANALYST, Investment Banking: “They gave me a private company and asked me how I 
would value it.” 

 SUMMER ANALYST: “Prepare to get grilled very hard on your stock pitches… know your sh** 
cold. Know all the multiples, why the market is wrong, potential catalysts and be extremely humble if 
you don’t know something.” 

 SUMMER ANALYST, Investment Banking: If you were any piece on a chess board which would you 
be and why? 

 SUMMER ANALYST, Investment Banking: You are now the president of the United States, how do 
you solve unemployment? 

 SUMMER ANALYST, Sales and Trading: You have 30 seconds to sell me this phone sitting on the 
table, go. 

 SUMMER ANALYST: In a deck of 52 cards, what is the probability of pulling a king? If you take one 
king out, then what is the probability? 

 SUMMER ANALYST: There is a drawer with 10 black socks and 10 white socks. You draw 2 socks 
from the drawer without looking. What is the probability that you get a matching pair? 

 SUMMER ANALYST: You have 30 seconds to sell yourself. Go. 

 SUMMER ANALYST: How many people get married in USA every year?  

 SUMMER ANALYST: Tell me everything important that has happened in the past year that does not 
involve business. You have 60 seconds. 

 SUMMER ANALYST: If I have 25 horses, a five horse track, and no timer, how many races do I have 
to run to find the fastest three horses?  

 SUMMER ANALYST: Calculate 3 basis points of 62,000,000. 
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 SUMMER ANALYST: Sell me a pen. 

 SUMMER ANALYST: Tell me about any recent M&A deal. What's the driver behind the deal? How 
do you think about the valuation? Was it overvalued or undervalued?                  

Summer Associate: 

 SUMMER ASSOCIATE: If you could meet any CEO of any company today who would it be? 

 SUMMER ASSOCIATE: What’s your thesis? 

 SUMMER ASSOCIATE: What would you pay today to receive $1 in 10 years? 

 SUMMER ASSOCIATE: Tell me what you are most afraid of. 

 SUMMER ASSOCIATE: What is the latest trend in M&A? 

 SUMMER ASSOCIATE: Does a company need B players? Or is it better off only having A players on 
staff, and why. 

Full Time Analyst: 

 ANALYST: What is the approximate loan-to-value of each tranche of debt in a traditional capital 
structure? 

 ANALYST: Why might the price-to-book valuation be appropriate for banks and financial 
institutions? 

 ANALYST: What do you think is the most significant risk to Goldman in the US economy right now? 

 ANALYST: Which investment is more risky; a thriving luxury fashion designer or metals producer? 

 ANALYST, Equity Research: Define and describe the 5 part DuPont analysis. 

 ANALYST, Fixed Income Product Management: How can you offset changes in interest rates? 

 ANALYST, Global Investment Research: “The grilled me on my stock pitch. They asked about 
market share, valuation, growth projections, etc. and then had detailed follow up questions.” 

 ANALYST: How many golf balls are currently in the air at the point in time? 

 ANALYST: Describe your Excel skills, how familiar are you with lookups and pivot tables? 

Associate, VP, Other: 

 ASSOCIATE: How would you change the perception of Goldman Sachs to the public? 

 ASSOCIATE: How many ways can a CFO use excess cash, and what are they? 

 ASSOCIATE, FIG: How would you value me? 

 ASSOCIATE, Investment Banking: Would you rather own a gold mine or gold? 
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 ASSOCIATE: How would you explain WACC to a 10 year old, to include conveying the concept of 
Cost of Debt and Cost of Equity? 

 VP: When you are hiring someone what are your main concerns with a potential candidate? 

 OTHER: Can enterprise value be negative?  

Brain Teasers, All Levels: 

 “They randomly would throw me brain teasers and tricky math questions in the middle of a 
conversation” 

 Estimate how many people have ever lived on earth. 

 How many gas stations are there in New York City?  

 How many people leave Hong Kong from the airport every day? 

 Value the Sydney Harbour Tunnel to the nearest million dollar figure. Please use actual estimated 
traffic figures, toll prices, margins, etc. 

 If an all-star hits 44 home runs in his career, how many baseballs would you have to line up end to end 
to measure this distance? 

 What is 49 x 13 x 7? 

 If I dip a 10 x 10 x 10 cube in a tub of paint, how many sides of the cube will not be covered in paint.  

 What is the square root of 52? 

 What is the square root of 150 down to 2 decimal place, you have 15 seconds, go. 

 If there is a 1 foot lily pad in the middle of a pond that doubles every single day, and the pond is 
exactly 100 square feet, on what day would the pond be exactly 50% covered by the lily pad? 

 You have 50 blue balls and 50 red balls with 2 buckets. How do you maximize your chance of 
randomly selecting blue balls?  
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J.P. Morgan 

Position Applying For 

S. Analyst S. Associate FT Analyst FT Associate VP + Other 

57% 4% 34% 4% 1% 0% 

 

Length of Process 

Less than 1 Month 1-2 Months 2-3 Months 3-4 Months 

76% 20% 4% 1% 

 

Outcome 

No Offer Accepted Offer Declined Offer 

57% 32% 11% 

 

Difficulty 

Very Easy Easy Average Difficult Very Difficult 

3% 17% 57% 21% 2% 

 

Overall Impression of the Interview Process 

Very Positive Positive Neutral Negative Very Negative 

23% 46% 22% 7% 2% 
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JP Morgan was relatively average in all of the statistical categories. Respondents repeatedly mention getting all 
of the standard fit and technical questions mentioned in the WSO guides (how does depreciation flow through 
the financial statements, what are the valuation methodologies, biggest strengths and weaknesses, why JP 
Morgan, why this position, etc.). A number of people specifically mentioned receiving the “How would you 
invest $XXX today?” question. A few candidates for Summer Analyst positions even mentioned being given a 
short case study during one of their interviews. 

Summer Analyst: 

 SUMMER ANALYST: “We were asked to prepare a one-page stock pitch and deliver that to the 
interviewer.” 

 SUMMER ANALYST, Investment Banking: If you are a debt investor, would you prefer a high 
growth but volatile business or a slow, steady low-growth business? 

 SUMMER ANALYST, Investment Banking: How do oil prices affect the convenience store around 
the corner? 

 SUMMER ANALYST: Tell me about a time you broke the rules. Tell me about a time you lied. 

 SUMMER ANALYST: How would you value a private mom & pop coffee shop with no access to 
their financials? 

 SUMMER ANALYST: How would you structure a portfolio differently for you and your grandma? 

 SUMMER ANALYST: I open a hot dog stand and contribute a hot dog. What happens to the financial 
statements? Ignore taxes.       

 SUMMER ANALYST: You are the owner of a snow resort in Australia. If the predicted snow fall 
reduces 50% this year, what should you do to keep your profits?      

 SUMMER ANALYST: Cube root of 100?         

 SUMMER ANALYST: Explain what happened in 2008 as if you were explaining it to someone that 
did not understand Finance? 

Summer Associate: 

 SUMMER ASSOCIATE: “Were very clear that they wanted to know "Why JP Morgan". Know about 
regulatory trends, their strong balance sheet, the breadth of products they offer, strength since financial 
crisis, strong management team, etc.” 

 SUMMER ASSOCIATE, Investment Banking: All things being equal, will the Internal Rate of Return 
for an LBO be higher after three or five years and why? 

 SUMMER ASSOCIATE: If a company decides to repurchase its shares, what will be the impact of 
this action on the company's P/E ratio? 

 SUMMER ASSOCIATE: If you were to buy a local business in this town, which one would it be, 
why, and how would you value it? 
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 SUMMER ASSOCIATE: They want to know why your professional path has gone like it has, they 
want insight into your decisions, and how those experiences set you apart from your peers. 

Full Time Analyst: 

 ANALYST: “Prepare for a rapid fire of technical questions during the one-on-one” 

 ANALYST: Tell me about something that is NOT on your resume. 

 ANALYST: How many cabs are in Manhattan right now? 

 ANALYST, Investment Banking: How long until my money doubles if I invest it at 7%? 

 ANALYST, Asset Management: You lost a lot of your client’s money in 2008, what would you say to 
them to convince them to stay with you? 

 ANALYST: Imagine you are the owner of a small skiing business, what impact would the global 
warming have on your business? What to do about it?    

 ANALYST: Another employee goes behind your back and says negative things about you to your 
boss. How would you respond? 

 ANALYST: Tell me an interesting story. 

Associate, VP, Other: 

 ASSOCIATE: Explain the relationship between rate and yield. 

 ASSOCIATE: What is your forecast for the yield curve? 

 ASSOCIATE: If company A has ROE of 10% and Company B has ROE of 20%, who should acquire 
who in an all stock deal to make it accretive? 

 VP: How do you get the best out of people? 

 VP: Why were you let go from your last job? 
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Morgan Stanley 

Position Applying For 

S. Analyst S. Associate FT Analyst FT Associate VP + Other 

54% 6% 35% 6% 0% 0% 

 

Length of Process 

Less than 1 Month 1-2 Months 2-3 Months 3-4 Months 

75% 19% 6% 1% 

 

Outcome 

No Offer Accepted Offer Declined Offer 

62% 27% 12% 

 

Difficulty 

Very Easy Easy Average Difficult Very Difficult 

4% 16% 48% 29% 4% 

 

Overall Impression of the Interview Process 

Very Positive Positive Neutral Negative Very Negative 

18% 47% 26% 9% 1% 
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Morgan Stanley was also relatively average in all of the statistical categories except for the fact that the 
respondents from Morgan Stanley were more junior than other firms and the interviews were slightly more 
difficult. Many responses indicated that the interviews were mostly fit in nature and also focused around your 
background and resume; but that the WSO guides contain the answers to most of the relevant questions. 
Numerous interviewees at the analyst reported specifically “there were no particularly challenging questions” or 
something along those lines. One specifically responded “nothing special; all can be prepared. Be sure to be 
familiar with your own CV and can tell a story for every line in it.” 

Summer Analyst: 

 SUMMER ANALYST: “Know your resume!” 

 SUMMER ANALYST: What is the most bullshit thing on your resume? 

 SUMMER ANALYST: Tell me about a time you have to turn in an imperfect work. 

 SUMMER ANALYST: If you have two sand-glass timers, one with 7 minutes worth of sand and 
another with 4 minutes worth of sand, how do you use both to precisely time 12 minutes? 

 SUMMER ANALYST: Why would a Private Equity fund NOT use WACC as the discount rate when 
valuing a potential LBO target? 

 SUMMER ANALYST: How many cows do you think a single taco bell store uses in one day?/How 
many cows do you think a typical McDonalds runs through in a day? 

 SUMMER ANALYST: Impress me in 20 seconds. 

 SUMMER ANALYST: Paper LBO Model with manual IRR analysis. 

 SUMMER ANALYST: Why would a company like Tesla want to issue convertible bonds instead of a 
more standard debt package? 

Summer Associate: 

 SUMMER ASSOCIATE: “They asked detailed follow-up questions about my stock pitch.  Market 
share, dividend yield, consensus growth estimates, management guidance, etc.” 

 SUMMER ASSOCIATE: “I was given a case study of an actual company's 10K in front of the 
interviewer. He wanted to walk through the financial statements and made me think aloud and state 
my conclusions.” 

 SUMMER ASSOCIATE: How does operating leverage affect asset beta? 

 SUMMER ASSOCIATE: What is the market cap of [specific company mentioned during the 
interview]? 

 SUMMER ASSOCIATE: Where would you invest $100mm dollars? (Asked multiple times) 
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Full Time Analyst: 

 ANALYST: You are one of the junior people on the desk and have a great trading idea, and one of 
your seniors tries to steal it from you; what do you do? 

 ANALYST: Its 1am and everyone in the office is exhausted but you have three more hours of work, 
what song do you put on? 

 ANALYST: You have four people that need to cross a bridge in the dark but you only have 1 
flashlight. The bridge can only support two people at a time. The four people get across the bridge at 
different speeds (1 min, 2 min, 5 min, and 10 min), what's the shortest amount of time to get all four 
people across the bridge? 

 ANALYST: If 0 is hardworking and 10 is smart, and you cannot pick the middle, what would you be 
on the scale?  

 ANALYST: What skills from your favorite hobby that you do in your free time have you learned that 
would help you be an exceptional asset to our team? 

 ANALYST: What's the sum of every other numbers from 15 to 35. 

Associate, VP, Other: 

 ASSOCIATE: What is the cubed root of 729? 

 ASSOCIATE: “Excel Case study was difficult. Took a few hours to find an error in the case, answer 
questions, and present it from beginning to end.” 

 ASSOCIATE: Why do you want to work on the sell side? 

 ASSOCIATE: What other banks are you interviewing with and where on that list does Morgan Stanley 
rank for you? 

 ASSOCIATE: 6/7, to 3 decimals (no paper)  
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UBS 

Position Applying For 

S. Analyst S. Associate FT Analyst FT Associate VP + Other 

55% 3% 34% 9% 0% 0% 

 

Length of Process 

Less than 1 Month 1-2 Months 2-3 Months 3-4 Months 

74% 23% 4% 1% 

 

Outcome 

No Offer Accepted Offer Declined Offer 

41% 37% 22% 

 

Difficulty 

Very Easy Easy Average Difficult Very Difficult 

8% 23% 49% 16% 4% 

 

Overall Impression of the Interview Process 

Very Positive Positive Neutral Negative Very Negative 

25% 44% 26% 3% 5% 
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UBS had among the fewest responses to the WSO interview survey among the major banks. UBS interviews 
were rated among the easiest with only 20% of interviewees responding that the interview was “difficult” or 
“very difficult”. That said, this is a smaller sample set so don’t assume you can walk into a UBS interview 
unprepared! Additionally, UBS had the highest acceptance rate of the Bulge Brackets, with nearly 60% of 
candidates in our survey receiving an offer, and 22% of candidates actually rejecting an offer.  

Summer Analyst: 

 SUMMER ANALYST, Equity Research: How are you going to deal with your team leader working 
much shorter hours than you, but making much more money? 

 SUMMER ANALYST: What do you think the average daily revenue of [XXX restaurant] is? 

 SUMMER ANALYST: Please describe the structure of a pitchbook. 

 SUMMER ANALYST: What is a VLookup? 

 SUMMER ANALYST: If we were in a state of hyperinflation, would you expect the crime rate to be 
higher or lower than now? 

Summer Associate: 

 SUMMER ASSOCIATE: What is our greatest risk in hiring you? 

 SUMMER ASSOCIATE: Company B has EBITDA of $10. Company A acquires company B for 10x 
EBITDA. 5 years later, the standalone EBITDA of company B is $100. Company A decides to sell 
company B for 10x EBITDA. Did company A generate positive cash flow by buying and selling 
company B? 

 SUMMER ASSOCIATE: What is the difference between cash and accrual accounting? 

Full Time Analyst: 

 ANALYST: What is the average cost of constructing a building in the most expensive zone of the 
city? 

 ANALYST: Can you tell me an IPO that UBS has recently led? 

 ANALYST: What do you think the future of Apple is? 

 ANALSYT, Investment Banking: “I was given a print out of a bunch of Excel tables and asked how I 
would best summarize them for a management presentation.” 

 ANALYST, Investment Banking: If a company’s enterprise value is $1,000 and raised $200 in debt 
what's the enterprise value? 
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Associate, VP, Other: 

 ASSOCIATE: How many miles of subway track are there in Manhattan? 

 ASSOCIATE: With the recent negative news about us, why do you want to work here? 

 ASSOCIATE: What is your method for landing the multi-million dollar client? 

 ASSOCIATE, Mining Investment Banking: Name me the different methods to value a mine. 
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BMO 

 SUMMER ANALYST: Tell me about yourself without referencing anything on your resume. 

 SUMMER ANALYST: Name some of the conditional functions you may use in excel. 

 SUMMER ASSOCIATE: Please describe a time in business school where you found yourself forced 
to work on a strategy you did not agree with and how did you cope? 

 ANALYST, Investment Banking: “One interviewer asked me to pitch a stock. After listening to my 
pitch, the interviewer spent the next ten minutes discussing the company with me, questioning me 
about the business model. I found this to be more intense than usual. I was asked a number of 
accounting based questions that were slightly more involved than the typical questions. One of which 
involved classifying items as capital expenditures or expenses and then following each through the 
financial statements.” 

 ANALYST: Describe what a change in interest rates or exchange rates would mean for the Euro crisis.               

 ANALYST: How would you describe Excel to someone who has never used it before? 

 ANALYST: What is your personal investment thesis, and where do you see opportunity in the market? 

 ANALYST: How does a depreciation schedule impact each of the three financial statements? 

 ANALYST: What is the main purpose of purchase price accounting? 

 ANALYST, Investment Banking: “A company purchases a $200 million machine with $100 million in 
new debt and $100 million in cash. There is a 5% transaction fee to raise debt. After the 2nd year, the 
machine breaks down and written off. Walk me through the 3 statements after Year 1 and Year 2.” 

 ANALYST, Public Finance: How much debt could a bridge service based on cash flows from its tolls? 

 ASSOCIATE: What do you expect your hours to be? 

 ASSOCIATE: Tell me about a quantitative or analytical project you worked on that will impress me. 
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CIBC 

 SUMMER ANALYST: How would a private equity firm extract cash from an investment? 

 SUMMER ANALYST: If I gave you $1,000,000 worth of gold, could you carry it out of this office?           

 ANALYST: What characteristics would you be most interested in a company that came to you looking 
for a revolving credit facility? 

 ANALYST: If you were to create a computer program that solved sudoku puzzles, walk me through 
how you would do that (no coding expertise needed, just theoretically, what would you make the 
program do). 

 ANALYST: What do you think the effect of Google cars, which drive themselves, would be in general 
and on who? 

 ANALYST: What television shows do you watch? 

 ANALYST, Investment Banking: Given that China is the single largest holder of U.S. bonds, if China 
decided they wanted to affect deal volume in the U.S., how would they accomplish this?  

 ANALYST, Sales and Trading: Draw me the gamma of a binary call option? 

 SUMMER ASSOCIATE: Tell me five drawbacks of the CAPM model. 

 SUMMER ASSOCIATE: Have you ever read any CIBC Equity Research reports? 

 OTHER: Tell me three reasons why we shouldn’t hire you. 
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Cowen Group 

 Nearly all respondents mentioned being asked questions about Cowen itself, why Cowen, etc. 

 Most of the questions were very standard fit and technical questions mentioned in the Wall Street 
Oasis guides. Questions about the financial statements, valuation techniques, etc. There were a few 
unique questions which are listed below. 

 SUMMER ANALYST, Equity Research: What was one thing you think you should have done during 
your prior internship? 

 SUMMER ANALYST: if 1.5 chickens lay 1.5 eggs in 1.5 days, how many eggs would 3 chickens lay 
in 3 days? 

 SUMMER ANALYST: What will you do to get used to working the long hours? 

 ANALYST, Investment Banking: Would you rather be the best analyst, or the most well-liked? 

 ASSOCIATE: Why not buyside? 
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Duff & Phelps 

 A few responses mentioned a group case interview. Nearly every respondent said that the interviews 
were not too difficult and there were very few unexpected questions. Some of those asked not mentioned 
in the guides are below. 

 SUMMER ANALYST: What does Duff & Phelps do? 

 ANALYST: “There was no modeling test but they will ask pointed questions to determine if you know 
how to model.” 

 ANALYST: “Was given a huge data dump in an excel spreadsheet and had 15 minutes to analyze the 
data and explain how/what I would do to show to management or to place in a report.” 

 ANALYST: What is a section 338 election? 

 ANALYST, Investment Banking: “We were divided into groups of 3 and provided a basic case study in 
which we were asked to value a provided company, create a few PowerPoint slides and then present to a 
room of employees.” 

 ANALYST, Investment Banking: How would you value a company with an asset that does not produce 
any revenue or cash flows, and how would you compare it to a company without said asset? 

 ANALYST, Investment Banking: What would cause a company with consistent cash flows, solid 
management, and steady growth to not be desired in a deal? 

 ANALYST: “1st round was all technical. Superday was all about fit and selling yourself.” 

 ANALYST, Valuation: How would you value this pen?  
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Evercore 

 Many of those that interviewed at Evercore reported being asked brain teasers. Some of those brain 
teasers are shown below, others are listed elsewhere within this guide. The interviewers will focus on 
your prior deal experience if you have any, and a general consensus seems to be that the interviews are 
very technical in nature and more difficult than average. 

 SUMMER ANALYST: If I give you two companies with the same revenues, but one has an EBITDA 
margin of 20% and the other has an EBITDA margin of 40%, and they are trading at the same EBITDA 
multiple, which company would you purchase and why? 

 SUMMER ANALYST: Graph WACC vs. cost of debt. Now cost of debt vs. cost of equity. 

 SUMMER ANALYST: How does a better brand impact the financial statements? 

 SUMMER ANALYST: Walk me through the Income Statement for a brick-and-mortar book retailer 
like Barnes and Noble, and compare each line item to that of an average manufacturing company. 

 SUMMER ANALYST: “They love to ask a question regarding land write down (trick is land doesn't 
depreciate) other than that everything was very straightforward.” 

 SUMMER ANALYST: What effect does a stock split have on equity value? 

 ANALYST: You have a cube with sides of length 12. The cube consists of smaller cubes, each with 
length 1. How many cubes can you see? 

 ANALYST: What was the single most exciting event in your life? 

 ANALYST: How would the cost of equity differ between similar companies if one was private and one 
was public? 

 ANALYST: “I was a summer analyst elsewhere and the interviewer spent a great deal of time going 
over the 2 live deals I worked on that summer and went into not only what I did (e.g. modeling, profiles) 
but also went into the strategic rationale for each deal, what were the drivers of growth and risk in the 
deals, etc. 

 ANALYST: What is the dollar change of the S&P 500 from January 1st to now? What percent change is 
that? 

 ANALYST: If you have a very distressed company and cannot issue equity or debt in the public 
markets, how could you raise capital?     

 ANALYST: How would you describe M&A to my grandmother who is 70? 

 ANALYST: If lily pads in a pond double every minute and will completely cover the pond in 1 hr, how 
long will it take to cover a quarter the pond?         
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 ASSOCIATE: “They drilled my on specifics and eventually got into some of the greeks and what they 
represent.” 

 ASSOCIATE: Walk me through a pitch book for a sell-side where our client is an insurance company. 

 ASSOCIATE: Suppose a company has a loss on sale of $100.  Walk us through the financial statement 
impacts. 
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Greenhill 

 A vast majority of those interviewing at Greenhill mentioned that they were asked the most common of 
the banking interview questions. These included “why banking,” “what are some of the ways you can 
value a company,” “walk me through a DCF” and “how does X flow through the three financial 
statements. If you are applying to Greenhill, make sure you have the basics down cold even if you are 
from a non-finance background. We also encountered a report of one of the strangest brain teasers we 
have ever seen (see below). 

 SUMMER ANALYST: “Despite coming from a non-finance background (math and physics double 
major at a small liberal arts college), I got fairly technical questions.” 

 SUMMER ANALYST: How do you calculate the beta factor from scratch? 

 SUMMER ANALYST: Why would you want to work in a smaller bank than a BB? 

 SUMMER ANALYST: What was the most difficult thing you have ever done? 

 SUMMER ANALYST: During WWII on the Pacific front, some planes would get shot once or twice 
and get destroyed, the remains dropping into the ocean and irrecoverable. Others would return to base 
full of bullet holes but still working fine otherwise. If you were an engineer, what would be the most 
efficient way to find out what was wrong with the planes and how would you do it?” 

 SUMMER ANALYST: List 10 ways that the 3 financial statements link together and discuss how the 
items flow through the statements.        

 ANALYST: Why would you prefer to work at Greenhill to a bulge bracket investment bank where you 
will be able to see other operations than M&A? 

 ANALYST: “Seemed to value someone who knows the technicals but can also explain it in a very 
concise, clear, and articulate manner. Take it with a grain of salt as its just one experience but they really 
like well spoken people.” 

 ANALYST: How much does EV change if WACC changes by 1%? 

 ANALYST: What do you think people will think about you when you say you're a banker? 

 SUMMER ASSOCIATE: “They asked me why do you want to work here? This is super important at a 
small bank like Greenhill. You should be able to clearly articulate what about the firm attracts you and 
why you think you'll be able to be successful there. Ideally this should include past experience in 
banking.” 
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Harris Williams & Co. 

 Nearly all of the respondents mentioned receiving the “walk me through a DCF” during their interview. 

 SUMMER ANALYST: What public companies might you use to value a pet food producer using the 
public comparables valuation methodology? 

 SUMMER ANALYST: Why do you want to work in the middle market?             

 ANALYST: “If you just use the WSO guide close to anything they'll ask you will be in it. Relatively 
laid back.” 

 ANALYST: Which of the deals you have worked on have closed, and what was the investment thesis 
behind each? 

 ANALYST: How would you value an apple tree? 

 ANALYST: If we were hired to sell a company that makes product XYZ, who do you think would be 
some potential buyers. 

 ANALYST: “They asked me some more advanced accretion/dilution questions. Like 1/3rd cash, 1/3rd 
debt, 1/3rd equity, gave me PE, tax rates, interest on debt and interest on cash etc. 
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Houlihan Lokey 

 Given that Houlihan is heavily focused on restructurings, respondents more often mentioned getting 
questions about bankruptcies, restructurings, etc. than those interviewing at other firms. Given this, you 
should make sure you are very familiar with the different types of debt within a capital structure and 
how they are affected in a bankruptcy process before going into a Houlihan Lokey interview. 
Additionally, nearly all of the Summer Analyst respondents mentioned being asked the common 
technical questions in their interviews. Interviewees reported group interviews, modeling tests, written 
tests, case studies, etc., so be prepared for anything at Houlihan. 

 SUMMER ANALYST: “I had a VP walk into the room with the 10K of a company I had mentioned I 
had researched on my resume and start grilling me… it didn’t go well.” 

 SUMMER ANALYST: What is the difference between Chapter 7 bankruptcy and Chapter 11 
bankruptcy? 

 SUMMER ANALYST: Describe a complex accounting topic in plain words to someone with no 
business background? 

 ANALYST: “Almost every interview I have had with HL ends up including testing my knowledge on 
PIK interest.” 

 ANALYST: Tell me what sets Houlihan Lokey apart from other firms?             

 ANALYST: Where does a control premium derive its value from? 

 ANALYST: What are some recent bankruptcies that you have followed? 

 ANALYST: What sort of characteristics would you look for in a company in need of restructuring?  

 ANALYST: Can you explain the difference between a sellers’ note and a senior note (on the cap 
structure, pricing etc.). 

 ANALYST: Please explain what a deferred tax liability is and how it is created. 

 ANALYST: What types of assets are creditors most likely to lend against? 

 ANALYST: Please describe what a fairness opinion is and why you're interested in doing them. When 
are fairness opinions used and why are they important to shareholders? 

 ASSOCIATE: “I received some hypothetical questions about bankruptcy valuation. Some of the 
questions were difficult.” 
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 ASSOCIATE:  How would you value a company's net operating loss carryforwards and how would you 
get the most value for them? 

 ASSOCIATE: Walk me through a merger model you worked on recently. 
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HSBC 

 Many responded getting questions focused on Europe (the Euro Zone, Euro crisis, etc.) so we 
recommend being up to speed on any European current events during the time leading up to your 
interview. 

 SUMMER ANALYST: Tell me about the worst day in your life.  

 SUMMER ANALYST: If the global economy goes to hell, what would you invest in? 

 SUMMER ANALYST: How would you define recession? 

 SUMMER ANALYST: “We had a detailed discussion on emerging markets and the role of HSBC in 
India, China, etc.” 

 ANALYST: “Nothing challenging at all” 

 ANALYST: What you think the world would look like in 2050? 

 ANALYST: How would you solve the Euro Crisis? 

 ANALYST: What are the key risks of investing in the developing world today? 

 ANALYST: “Detailed questions about the WACC and how debt affects it, including financial distress 
costs.”  

 ASSOCIATE: What is the biggest risk we would be taking hiring you? 
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Jefferies 

 Almost all of the interviewees commented something along the lines of “I got a lot of the pretty standard 
technical questions” such as walk me through a DCF, what is EBITDA, how does XXX flow through 
the three financial statements, etc. 

 SUMMER ANALYST: Are you more quantitative or qualitative? 

 SUMMER ANALYST: What is the riskiest thing you have ever done? 

 SUMMER ANALYST: What can you do to increase a company’s IRR? 

 SUMMER ANALYST: Pick a restaurant you like. Say the owner wants to sell his business and he 
comes to you for help - how would you go about doing this? 

 ANALYST: In your free time what website do you like to look at? Now, value that website. 

 ANALYST: Hypothetically speaking, you have an Associate come to you in the morning with a project 
that needs to be finished for a client meeting in two hours. You also received an email from an MD 
telling you to fix a project that you botched the night before, and he needs it in two hours for a pitch. 
You only have time to finish one of the projects. What do you do? 

 SUMMER ASSOCIATE: Why would a company like Apple with lots of cash have trouble paying out 
all of it in dividends to their investors? 

 ASSOCIATE: How would you compute the cost of debt for a firm with publicly traded debt? 
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Lazard/Lazard Middle Market 

 The best overall piece of advice we received on Lazard was from a Summer Analyst who said, “the 
interviews consisted of some of the toughest interview questions asked during recruiting. Questions 
were not straight from the guide but answerable if you knew the concepts well.” Also, if you are 
interviewing for a specific group/industry be ready to answer specific questions about that 
group/industry and why you want to be in that group/industry. 

 SUMMER ANALYST: Tell me something I don't know about investment banking  

 SUMMER ANALYST: Which retailer is most vulnerable during an economic downturn: Walmart, 
KMart, or Target? Why? 

 SUMMER ANALYST: What makes you most nervous about the position? 

 SUMMER ANALYST: When you look at an airlines business, what on the balance sheet might you 
look for to see how healthy they are?   

 SUMMER ANALYST: “Be able to talk about 1-2 deals going on in bankruptcy. See Dealbook - 
restructuring section.” 

 SUMMER ANALYST: “Had to calculate IRR on the spot with no pen or paper.” 

 ANALYST: Why not Lazard? 

 ANALYST: Do you think the fiscal cliff matters? And what do you think the impact would be if the US 
went over the cliff? 

 ANALYST: How valuable is Mark Zuckerburg? 

 ANALYST: Given cash flows [CF1, CF2, CF3, CF4, CF5] and a capital structure of [30% equity, 60% 
debt], what's the IRR of this deal? Note that you are being timed.   

 ANALYST: Why should we hire you? (They dug into the question above for 5 - 10 minutes but as long 
as you were confident in your answer you were fine.) 

 SUMMER ASSOCIATE: Should the US have invaded Iraq? 

 ASSOCIATE: Provide an assessment of Lazard’s strengths and weaknesses relative to its peers in the 
advisory space. 

 ASSOCIATE: Tell us your thoughts on XYZ deal Lazard was just the advisor on. 
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Macquarie 

 Many of those interviewing for more senior roles at Macquarie mentioned being given a personality/IQ 
test as part of the interview process. Otherwise, the responses were relatively standard. 

 SUMMER ANALYST: List 5-6 deals that we did in this particular industry. 

 SUMMER ANALYST: How many windows are there in New York City? 

 SUMMER ANALYST: Say you got offers from us and Bulge Brackets; who would you choose and 
why? 

 SUMMER ANALYST: As an economics major, what do you have to offer over an accounting or a 
finance major? 

 ANALYST: How would you go about performing a financial valuation of an asset such as an airport? 
Walk us through the steps using a white board and marker. 

 ANALYST: What is the beta of a toll road? 

 ANALYST: How much is 99 times 99 and how do you get that? 

 ANALYST: What's one stock that you'd like to short? 

 ANALYST: Here is a gun, six chambers all empty. Now I put two bullets in the gun and I put these 
bullets in the adjacent chambers. I close the barrel, spin it and pull the trigger. Click... the slot was 
empty. Now, I want to pull the trigger one more time. Which one do you prefer, that I spin the barrel 
first or that I just pull the trigger? 

 ASSOCIATE: “Nothing was extremely difficult or unexpected. It can at times just be overwhelming and 
because the momentum of the process is not very upbeat it definitely adds an element of distraction in 
between interview stages.” 

 ASSOCIATE: “Most unexpected was the personality/IQ test at an external testing center.” 
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Moelis & Co. 

 General consensus about the difficulty of the interviews was across the board. Some interviewees 
responded that the interview was easy and not technical at all, while others responded it was very 
difficult and they asked a lot of technical questions.  A number of people responded that they were asked 
relatively specific questions about LBOs and bankruptcies. Be prepared for anything! 

 SUMMER ANALYST: What was your best take away from your work experience last summer? 

 SUMMER ANALYST: Tell me 5 reasons why you would use EBITDA over PE? 

 SUMMER ANALYST: What happens to cash flow when a company switches between LIFO and FIFO 
accounting for inventory?        

 ANALYST: How much stock was distributed in a stock-for-stock transaction based on a dollar amount? 

 ANALYST: How can a private equity get a return of 20% if they purchase a company and later sell the 
company 5 years later for the same price? 

 ANALYST: What is the fulcrum security? 

 ANALYST: What would be your argument against using EBITDA as a metric for valuation for a real 
estate firm that was aggressively investing in new projects? 

 ANALYST: If I have $100 today and in four years it is $600, what is the implied CAGR? 

 ASSOCIATE: What is the enterprise value of a company with 20mm in cash, 40mm in equity and 
50mm in Debt and what is the EV/EBITDA multiple if the company did 10mm in EBITDA last year? 

 ASSOCIATE: Who are the main parties in a restructuring and why would a company restructure? 
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Nomura 

 Overall the candidates reported a high frequency of brain teasers and math questions, but said the vast 
majority of the questions (if not all) were covered in the WSO guides.  

 SUMMER ANALYST: Tell me about your favorite hobby not on your resume. 

 SUMMER ANALYST: Which finance book have you recently read? 

 SUMMER ANALYST: “Are you honest”, responds “Yes”, follows up with “Ok, then tell me three 
reasons why we wouldn’t hire you.” 

 SUMMER ANALYST: Imagine you have a 6-shooter and you're playing Russian roulette with two 
bullets loaded. You fire the pistol once, and no bullet comes out. Are you better off firing again or 
spinning before you fire? 

 SUMMER ANALYST: If you don't get any investment banking offers, what would you do? 

 ANALYST: Discuss a challenge for investment firms in the current economic climate. 

 ANALYST, Fixed Income: What’s your greatest character flaw that you have been unable to work on 
and how will this negatively affect your work at Nomura? 

 SUMMER ASSOCIATE: What would you put on a tear sheet?  

 ASSOCIATE, Sales and Trading: What are you most proud of? 
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Perella Weinberg 

 SUMMER ANALYST: “Most of the interview questions were pure fit. This interview tested if you 
really understood the financial concepts. You cannot just memorize formulas. You really need to 
understand each line item in the financial statements and how each change would affect/not affect 
valuation.” 

 SUMMER ANALYST: Is it in the interest of the Greek people to default? 

 SUMMER ANALYST: What would happen to goodwill on the Balance Sheet during a merger model? 
What would happen to Cash? What would happen to PP&E? 

 SUMMER ANALYST- If I walk down a hall of 100 lockers and open every one, then walk back down 
closing every second locker, then walk along again 'toggling' every 3rd locker etc until I'm toggling 
every 10th locker, how many lockers are left open at the end? 

 SUMMER ANALYST: What happens to the value of a company when half of their only asset, a factory, 
burns down? 

 SUMMER ANALYST: Why would you rather work at PWP instead of Goldman Sachs? 

 ANALYST: You are given a dollar a day for the rest of your life. Assume any discount rate, what is the 
value of this?  

 ANALYST: Would you ever use an Equity Value/EBITDA ratio to value a company? 

  



 

 

 
Page 167 

 

  

 

Piper Jaffray 

 SUMMER ANALYST: Have you used Bloomberg? 

 SUMMER ANALYST: What adjustment do you make to an EBITDA calculation for a retail company? 

 SUMMER ANALYST: What is the difference between what I do as a senior banker and what an analyst 
does on a daily basis? 

 SUMMER ANALYST: What is one negative attribute of your most recent manager? 

 SUMMER ANALYST: If company X acquired company Y, company X's EPS would be diluted. How 
would you convince company X that the acquisition of Y is a good business decision? 

 ANALYST, Sales: Can you explain the biggest differences in selling and trading equities compared to 
fixed income products? 

 ANALYST: Value a golf course. 

 ANALYST: What is your favorite movie? How would you value it? 

 SUMMER ASSOCIATE: What are the levers of an LBO model? 

 ASSOCIATE: Why didn’t you reach out to anyone here before your interview? 

 VICE PRESIDENT: Describe how you run transactions and your level of participation at each phase of 
the deal. 
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Raymond James 

 ANALYST: “Didn't really get any tough technical questions, just be prepared to discuss resume and just 
get along with the interviewers.” 

 ANALYST: “They asked if I had seen any of the deals they recently completed and to tell me in detail 
about one.” 

 ANALYST: Do you want to stay here beyond the typical 2 year analyst program and why? 

 ANALYST: What do you think about Raymond James' acquisition of Morgan Keegan? 

 ANALYST: What are the current market prices for oil, natural gas, etc. and what is influencing their 
recent price movements? 

 ANALYST: How do I know you'll still have a positive attitude at 2 am? 

 ANALYST: Sing Miley Cyrus's "Party in the USA" for us.          

 ASSOCIATE: How would you begin analyzing the potential impact of "Obamacare" in the retail sector? 

 ASSOCIATE: I'm sure you've heard of the term "showrooming." Off the top of your head, walk me 
through the dollar impact of "showrooming" at Best Buy and give me your rough revenue estimates and 
lost incremental revenue. 
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RBC 

 SUMMER ANALYST: Assuming two companies are same in terms of growth, margin, and risk. Why 
would they have different EV/EBITDA multiples? 

 SUMMER ANALYST: If you were to be an animal which would you be? 

 ANALYST: Provide three commonly used leverage metrics and explain what they mean and when you 
use them. 

 ANALYST: How much would we make on an average IPO? 

 ANALYST: Who do you look up to the most in the business world? 

 ANALYST: “The interviewers were extremely aggressive, forward and really made an effort to get 
under my skin.  It was clearly a stress test.” 

 ANALYST: How do you cut a cake into 16 pieces using only 5 cuts? 

 ANALYST: What do you think of US/China exchange rates? 

 ANALYST: What’s the most dangerous thing you have ever done? 

 ASSOCIATE: “I applied for a valuation role so the interview entailed walking through a CDS 
calculation which was unexpected.” 

 ASSOCIATE, Sales and Trading: Name an emerging market that you would invest in and why. 
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Robert W. Baird 

 Nearly half of the people interviewing at Baird reported getting at least one of the following questions, 
so make sure you have good responses for these! 

o Why Baird? 

o Why Middle Market over Bulge Bracket? 

o Why Chicago? 

 SUMMER ANALYST: How many coffins are sold in Australia each year? 

 SUMMER ANALYST: Why are manhole covers round? (asked multiple times) 

 SUMMER ANALYST: How would you find the levered beta of a private company? 

 ANALYST, Equity Research: How many feet of subway sandwiches are sold in a year? (asked multiple 
times) 

 ANALYST, Equity Research: What is your biggest pet peeve in the workplace? 

 ASSOCIATE: What are the four reasons a company would do a stock repurchase and explain how it 
affects the financial statements? 

 ASSOCIATE: How many gallons of water are in Lake Michigan? 

 ASSOCIATE: “Case study was moderately difficult.  The financial model was incredibly simple (very 
very basic LBO) but you also had to answer three questions based on a company's presentation.  There 
were no clear cut answers as the questions were ‘What are the biggest concerns you have about this 
company?’ and ‘Why or why not would this company a good candidate for an LBO.’ The case was 
timed (2 hours) and the presentation was ~ 35 slides.” 
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Rothschild 

 SUMMER ANALYST: “Tell me about an M&A deal that you've been following and what were the 
ramifications on the general markets of that deal?” 

 SUMMER ANALYST: How are equity investments factored into a firm's enterprise value?  

 SUMMER ANALYST: Who is your favorite painter and why? 

 SUMMER ANALYST: How do I calculate EV?  What if the company owns 2% of Google's publicly-
traded shares? 

 SUMMER ANALYST: What is the difference between Rothschild's Global Financial Advisory program 
and a Bulge Bracket's M&A program? 

 ANALYST: Estimate the size of the baby food market in Asia 

 ANALYST: “I was given financial statements of a large corporation and had to derive net debt.” 

 ANALYST: What is the benefit of the independent advisor business model vs. integrated investment 
banks? 

 SUMMER ASSOCIATE: If you were trying to estimate the cash flow of a company in steady state 
without any new capital expenditures, would you use the EBITDA or EBIT and why? 

 ASSOCIATE: How would you calculate WACC for a private company? 
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Royal Bank of Scotland 

 SUMMER ANALYST: If you had 4 different balance sheets with the companies names blacked out 
how would you know which one was a banking company, industrial, retailer and technology company? 

 SUMMER ANALYST: What affect did the recession have on banking? 

 SUMMER ANALYST: What would you do if you were the CEO of RBS? 

 SUMMER ANALYST: If you were a car what kind would you be? 

 ANALYST: If you were to get this position, how would you add value to our firm instead of someone 
who goes to Wharton or Harvard? 

 ANALYST, Global Transaction Services: How would the recent Eurozone crisis affect the transaction 
banking environment in the APAC region and how could the bank leverage on existing capability to 
commercialize transaction banking products to ride on the wave of the growth of cash in this region? 

 SUMMER ASSOCIATE: What is the correlation between orange price and natural gas price? 

 SUMMER ASSOCIATE: Give an example of something or a situation that looks puzzling but is very 
simple indeed. 
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Scotiabank 

 SUMMER ANALYST: Explain how and why you became interested in finance. 

 ANALYST: In 90 seconds, explain what caused the 2008 financial crisis and what policies would 
prevent these events from reoccurring. 

 ANALYST: What would you do if you have a nightmare boss? 

 ANALYST: Describe to me what your personal integrity is and how it aligns with Scotiabank? 

 ANALYST, Crude Oil Trading: How can an investor or institution hedge against falling oil prices and 
how does the spread between WTI and Brent affect this? 

 ANALYST: What would you do if your boss asks you to throw a chair out of the window? 

 ANALYST: What restaurants do you like to eat at? 
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Stifel Nicolaus 

 Stifel Nicolaus overall likely had the most “stock” interview questions. Many respondents simply said 
“there was nothing out of the ordinary; the questions were all answered in the interview guides.” 
However, those that weren’t asked in the guides are listed here. 

 SUMMER ANALYST: Let’s say I created a business where all I do is go get money from the bank and 
play Roulette.  What will be the beta of my business? 

 SUMMER ANALYST: If I were a potential client, why would I pick Stifel Nicolaus over a Bulge 
Bracket bank? 

 SUMMER ANALYST: What valuation would you use to value a social media company without 
positive EBITDA? 

 ANALYST: What is 52 times 52? 

 ANALYST: How would you begin to value a private paintball company who sources raw materials 
overseas 

 ANALYST: How do you feel about money? 
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Wells Fargo 

 Wells Fargo has a large lending business, so many of the questions asked were focused on credit metrics 
and credit worthiness. Be very aware of the group that you are applying to and focus on credit related 
questions if your group is involved in lending activities.  

 SUMMER ANALYST: Describe the valuation methods in layman’s terms. 

 SUMMER ANALYST: What company in [your college town] would you think would be a good target 
for an LBO and why? 

 ANALYST: “One MD also GRILLED me on every minutia of my resume. One internship was almost 2 
years ago, and he kept drilling the logistics and every detail of my experience; which was kind of 
difficult to recollect given the time elapsed.” 

 ANALYST: What is the difference between NOI and EBIDTA for commercial real estate? 

 ANALYST: What questions would you ask your client if they wanted to raise 100MM in debt? 

 ANALYST: Explain to me what a circular error in excel is and how it relates to the 3 statements. 

 ANALYST: How would a decrease in supply of petroleum affect Disney? 

 ANALYST: If I turned on CNBC today, what would they be talking about? 

 ANALYST, Sales and Trading: What would happen to the US economy and credit if a trillion dollar 
coin were minted to pay off existing debt? 

 ANALYST: How could you weigh a 747 with no scale? 

 SUMMER ASSOCIATE: What is your opinion on the recent XXX LBO? Is it a fair deal for 
shareholders? 

 ASSOCIATE: What ratios and metrics would you look at when analyzing a potential lending 
opportunity? 

 ASSOCIATE: How can a company be making money and still go into bankrupcy? 

 ASSOCIATE: Talk about industry knowledge you have, and why you think it would be applicable to 
this job. 
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Bulge Bracket Summary Statistics 

 

 

 

 

BAML 55.1% 6.4% 21.4% 2.7% 1.6% 12.8%
Barclays 58.3% 9.1% 22.0% 3.0% 0.8% 6.8%
Citi 55.6% 6.4% 34.5% 1.8% 1.8% 0.0%
Credit Suisse 57.3% 7.3% 26.4% 5.5% 0.0% 3.6%
Deutsche Bank 56.1% 3.7% 26.8% 8.5% 0.0% 4.9%
Goldman Sachs 49.1% 5.0% 40.5% 4.7% 0.4% 0.4%
JP Morgan 56.5% 3.8% 34.4% 3.8% 1.4% 0.0%
Morgan Stanley 54.1% 5.6% 34.7% 5.6% 0.0% 0.0%
UBS 55.2% 2.6% 33.6% 8.6% 0.0% 0.0%

OtherLevel of Applicant S. Analyst S. Associate Analyst Associate VP

BAML 79.1% 15.0% 2.7% 3.2%
Barclays 70.2% 19.1% 7.6% 3.1%
Citi 76.3% 20.7% 1.8% 1.2%
Credit Suisse 70.9% 23.6% 3.6% 1.8%
Deutsche Bank 81.7% 15.9% 2.4% 0.0%
Goldman Sachs 74.5% 17.6% 5.8% 2.2%
JP Morgan 75.6% 20.1% 3.8% 0.5%
Morgan Stanley 74.5% 18.9% 5.6% 1.0%
UBS 73.9% 22.6% 3.5% 0.0%

Length of Process Less than 1 month 1-2 months 2-3 months 3-4 months

BAML 44.9% 39.6% 15.5%
Barclays 51.5% 36.4% 12.1%
Citi 53.2% 31.6% 15.2%
Credit Suisse 57.3% 30.0% 12.7%
Deutsche Bank 50.0% 31.7% 18.3%
Goldman Sachs 64.5% 25.4% 10.0%
JP Morgan 57.1% 31.9% 11.0%
Morgan Stanley 61.7% 26.5% 11.7%
UBS 41.4% 37.1% 21.6%

Outcome of Process Declined OfferAccepted OfferNo Offer
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BAML 6.4% 24.1% 47.1% 20.3% 2.1% 2.88
Barclays 0.8% 15.2% 59.8% 22.0% 2.3% 3.10
Citi 1.2% 16.4% 50.9% 30.4% 1.2% 3.14
Credit Suisse 5.5% 13.6% 57.3% 22.7% 0.9% 3.00
Deutsche Bank 3.7% 15.9% 56.1% 20.7% 3.7% 3.05
Goldman Sachs 4.3% 16.5% 43.4% 30.5% 5.4% 3.16
JP Morgan 3.3% 16.7% 56.7% 21.4% 1.9% 3.02
Morgan Stanley 3.6% 15.8% 48.0% 29.1% 3.6% 3.13
UBS 7.8% 23.3% 49.1% 15.5% 4.3% 2.85
* A point value (1 for very easy, 2 for easy, 3 for average…) was assigned and this is the average level of difficulty.  
Goldman was the hardest, UBS was the easiest, but not by a lot. 3.0 would be "Average".

Easy Average Difficult Very Difficult
Average score 

out of 5*
Difficulty of Interviews Very Easy

BAML 22.5% 43.3% 24.6% 7.0% 2.7%
Barclays 17.4% 47.7% 25.0% 7.6% 2.3%
Citi 17.0% 40.9% 28.7% 11.1% 2.3%
Credit Suisse 20.0% 40.0% 28.2% 11.8% 0.0%
Deutsche Bank 20.7% 43.9% 24.4% 6.1% 4.9%
Goldman Sachs 19.4% 43.7% 27.2% 7.5% 2.2%
JP Morgan 23.3% 46.2% 21.9% 6.7% 1.9%
Morgan Stanley 17.9% 46.9% 25.5% 9.2% 0.5%
UBS 25.0% 44.0% 22.4% 3.4% 5.2%

Very Positive Positive Neutral Negative Very Negative
Overall Impression of 

Process
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Level Interviewing For Chart 
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Length of Process Chart 
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Outcome of Process Chart 
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Level of Difficulty Chart 
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Overall Impression Chart 
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Thank you for purchasing the Wall Street Oasis Technical Guide with flashcards. We hope the flashcards on the 
following pages, which highlight some of the most common interview questions, will help you to prepare for 
your interviews.  

In order to print the flashcards, you will need a double sided printer. Most school libraries have one or you can 
have the cards printed at a local Fedex Kinkos or any other copy center. In the printer setup options, select the 
option to print in portrait mode, double sided, open to top. Then print pages 184-275 of this PDF and this will 
correctly print the flashcards. Once printed, you will need to cut the cards along the dotted lines. If you would 
like the cards to be a bit more sturdy, we recommend printing this document on cardstock.  

Each of the questions on the cards is included in the body of the Technical Guide. There you can find additional 
information related to most of the questions.  

Good luck!  



W
hat is a 10-Q

? 

W
hat is a M

ortgage-Backed Security? 
W

hat is a Proxy Statem
ent? 

W
hat is a 10-K? Financial Reporting Basics 

Financial Reporting Basics 

Financial Reporting Basics 

Current Event Related 



•
A proxy statem

ent is a docum
ent that a com

pany is required 
to file w

hen soliciting shareholder votes.  
•

These statem
ents are filed w

ith the SEC. A proxy includes 
inform

ation on voting procedures, background inform
ation 

about the com
pany’s nom

inated board of directors, the 
com

pany’s board of directors’ and executive com
pensation, 

and a breakdow
n of all fees paid to the auditor. 

•
A security that pays its holder a periodic paym

ent based on 
the cash flow

s from
 the underlying m

ortgages that fund the 
security. 

•
They pay periodic paym

ents that are very sim
ilar to coupon 

paym
ents from

 bonds. These cash flow
s com

e from
 a 

package of m
ortgages that have been bought up by a bank. 

•
The M

BS m
arket essentially allow

ed the investm
ent 

com
m

unity to lend m
oney to hom

eow
ners, w

ith banks acting 
as the m

iddlem
en. An investor pays to purchase an M

BS, and 
is paid back over tim

e w
ith the m

ortgage paym
ents from

 the 
hom

eow
ners. 

•
M

any M
BS w

ere rated AAA because they w
ere considered 

highly diversified, and it w
as thought that the housing 

m
arket w

ould not collapse all at once, across the entire 
country. U

nfortunately, w
e now

 know
 that housing values are 

highly correlated and the AAA rating these M
BS w

ere given 
has proven to be unfounded. 

•
The 10-K includes a w

ritten synopsis of the com
pany’s 

strategy and results for a given fiscal year.  
•

It includes a letter to shareholders, m
anagem

ent inform
ation 

and com
pensation, m

anagem
ent discussions and an 

auditor’s statem
ent.  

•
It also includes detailed financial statem

ents for the fiscal 
year, including a Balance Sheet, Incom

e Statem
ent and Cash 

Flow
 Statem

ent.  
•

The 10-K also includes a notes section that explains to 
investors any adjustm

ents m
ade to financial statem

ents in 
previous reports.  

•
It w

ill also include a financial highlights section that is a 
rather sim

plified and unregulated sum
m

ary of the firm
’s 

financial perform
ance.  

•
The 10-Q

 is a boiled dow
n 10-K and m

ust be filed by public 
com

panies for each fiscal quarter.  
•

The 10-Q
 is focused m

ainly on financial statem
ents and 

includes very little narrative inform
ation. 



W
hy w

ould a com
pany like Facebook/Tw

itter 
receive billion dollar valuations w

hen they 
have very low

 revenues and profit m
argins? 

W
hat are the three m

ain financial statem
ents? 

W
hat is a Credit Default Sw

ap? 

W
hat is a Collateralized Debt O

bligation (CDO
)? 

Current Event Related 

Current Event Related 

Current Event Related 

Accounting, Finance, Valuation: Basic 



•
A credit default sw

ap is essentially insurance on a com
pany’s 

debt and is a w
ay to insure that an investor w

ill not be hurt in 
the event of a default. 

•
They are sold over the counter in a com

pletely unregulated 
m

arket. 
•

The credit default sw
ap m

arket is estim
ated at $62 trillion. 

•
Essentially, if you ow

n the bond of Com
pany X and you 

purchase a CDS of that bond, and Com
pany X defaults, the 

party that sold you the CDS is responsible for paying you a 
certain am

ount of w
hat you lost because of the default. 

•
Can be used for hedging (as an insurance policy against the 
bond defaulting) or speculating (purchase the sw

ap w
ith the 

thought that the bond w
ill becom

e distressed, and m
ore 

investors w
ill desire the insurance, raising the value of the 

sw
ap w

hich can be sold) 
 

•
Incom

e Statem
ent 

–
Revenues – CO

GS - O
ther Expenses = N

et Incom
e 

•
Balance Sheet 
–

Assets = Liabilities + Equity 
•

Statem
ent of Cash Flow

s 
–

Beginning Cash + CF from
 O

perations + CF from
 Investing + 

CF from
 Financing = Ending Cash 

•
A CDO

 is the broad asset class in w
hich a num

ber of interest 
paying assets (m

ortgages, student loans, etc.) are packaged 
together (securitized) and sold in the form

 of bonds. 
•

An investor pays the m
arket value for the CDO, and then has 

the rights to the interest paym
ents in the form

 of coupon 
paym

ents over tim
e. 

•
A Collateralized Debt O

bligation is a type of security that 
pools together a num

ber of interest paying assets, and pays 
“coupon paym

ents” based on those assets future cash flow
s. 

•
Investors are anticipating extrem

ely high future earnings of 
these businesses due to their reach and grow

th trajectory, and 
are less focused on the present revenues and m

argin. 
•

Their belief is that Facebook or Tw
itter w

ill, in the future, be 
able to tap into the earning pow

er of their m
illions of users in 

som
e w

ay they aren’t currently doing. 
•

W
ith the social m

edia giant Facebook, investors are banking on 
the fact that in the future, the com

pany w
ill find a better w

ay 
to m

onetize their m
assive user base. W

ith over 200 m
illion 

m
em

bers, if Facebook can find a better w
ay to charge higher 

rates for advertising, their earnings could be astronom
ical!  

Another reason a com
pany like Facebook m

ay receive a 
valuation in the billions is because com

panies like M
icrosoft 

are w
illing to pay astronom

ical prem
ium

s for a sm
all equity 

stake in the business in order to try and catch the w
ave of the 

future and establish a closer partnership.  For exam
ple, in 2007 

M
icrosoft invested in Facebook at a valuation of $15 billion. 

 



W
alk m

e through the m
ajor line item

s on the 
incom

e statem
ent. 

W
hat is EBITDA? 

W
hat are the three m

ain com
ponents of the 

Statem
ent of Cash Flow

s? 

How
 are the three m

ain financial statem
ents 

connected? 

Accounting, Finance, Valuation: Basic 

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  



•
Cash from

 O
perations 

–
Cash generated from

 the norm
al operations of a com

pany 
•

Cash from
 Investing 

–
Change in cash from

 activities outside norm
al scope of 

the business 
–

This m
ay include the purchase of property, plant and 

equipm
ent, and other investm

ents not reflected on the 
incom

e statem
ent 

•
Cash From

 Financing 
–

Cash from
 changes in liabilities and shareholders’ equity 

including any dividends that w
ere paid out to investors. 

For exam
ple the issuance of any debt or equity, or the 

repurchase of debt or equity w
ould be reflected here. 

•
EBITDA stands for earnings before interest, taxes, depreciation, 
and am

ortization and is a good m
etric to evaluate a com

pany’s 
profitability and is som

etim
es used as a proxy for free cash 

flow
. 

•
EBITDA=Revenues – Expenses (Excluding tax, interest, 
depreciation and am

ortization) 
•

A very com
m

on valuation m
ethodology is to use the EV/EBITDA 

m
ultiple, w

hich w
ill estim

ate enterprise value of a com
pany 

using a m
ultiple of its EBITDA. 

•
See the valuation section for further explanation of m

ultiples 
analysis. 

 

•
Below

 are SO
M

E of the connections.  
•

O
n the IS, the last line item

 is net incom
e. N

et incom
e is added to 

cash flow
 from

 operations on the CF statem
ent.  

•
Beginning cash on CF is from

 the BS in the prior period. After 
m

aking adjustm
ents to net incom

e for non-cash item
s, the cash 

flow
 from

 operations, investing and financing, the ending cash 
balance becom

es the cash on the current period’s balance sheet 
under assets.  

•
N

et incom
e (m

inus any dividends paid) flow
s from

 the incom
e 

statem
ent onto the retained earnings colum

n (shareholder’s 
equity) of the balance sheet, causing the balance sheet to 
balance. 

•
Interest expense on the incom

e statem
ent is calculated from

 the 
long-term

 debt on the balance sheet. 
•

Depreciation on both the incom
e statem

ent and cash flow
 

statem
ent is calculated based on property, plant and equipm

ent, 
from

 the balance sheet. 
•

Change in net w
orking capital on the cash flow

 statem
ent is 

calculated from
 changes in current assets and current liabilities 

on the balance sheet. 

   
Revenues 

- Cost of Goods Sold 
G

ross M
argin 

- O
perating Expenses 

O
perating Incom

e 
- O

ther Expenses 
- Incom

e Taxes 
N

et Incom
e 

 



If Enterprise Value is 150 and Equity Value is 
100, w

hat is net debt.? 

W
hat is valuation? 

W
hy do you subtract cash from

 Enterprise 
Value? 

W
hat is Enterprise Value? 

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic 



•
Cash is already accounted for w

ithin the m
arket value of 

equity.  
•

You can either use that cash to pay off som
e of the debt, or 

pay yourself a dividend, effectively reducing the purchase 
price of the com

pany. 

•
Valuation is the procedure of calculating the w

orth of an asset, 
security, com

pany, etc.  
•

This is one of the prim
ary tasks that investm

ent bankers do for 
their clients. Value their com

pany, or value a com
pany they are 

thinking about purchasing or divesting. 

•
Total Enterprise value is the value of an entire firm

, both 
debt and equity. The equation is below

. 
  

 

•
Assum

ing no cash, m
inority interest or pref stock…

 
 

TEV= Equity Value +  N
et Debt 

 So net debt = 50 



W
hich of the valuation m

ethodologies w
ill 

result in the highest valuation? 

W
alk m

e through a discounted cash flow
 

m
odel. 

W
hat does “spreading com

ps” m
ean? 

W
hat are som

e w
ays you can value a com

pany? 

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  



•
“Spreading com

ps” is the task of collecting and calculating 
relevant m

ultiples for com
parable com

panies.  
•

M
any tim

es, an analyst can sim
ply pull the relevant m

ultiples 
from

 a resource like CapitalIQ
.  How

ever, som
etim

es the 
analyst w

ill research the com
pany’s data and financial 

inform
ation in their 10-K/10-Q

 to m
ake sure they have 

adjusted for non-recurring charges or irregular accounting 
across an industry w

hich can skew
 m

ultiples across 
com

parable com
panies.  

•
These adjustm

ents w
ill be detailed in the footnotes section 

of the financial statem
ents. 

•
First, project free cash flow

s for a period of tim
e, usually five to 

ten years. Free cash flow
 is EBIT tim

es (1- the tax rate) plus 
Depreciation and Am

ortization m
inus Capital Expenditures 

m
inus the Change in N

et W
orking Capital.  

•
N

ext predict the free cash flow
s for the years beyond the five 

or ten years w
e have projected. To do this w

e m
ust establish a 

term
inal value, as is detailed in the next question below

. 
•

N
ow

 w
e m

ust calculate the present value of those cash flow
s. 

To do this w
e m

ust establish an appropriate discount rate. This 
discount rate is the W

ACC. The calculation of W
ACC is 

described in detail in the full technical guide. 
•

To find the present values of the cash flow
s (w

hich is equal to 
the com

pany’s enterprise value), discount them
 by the W

ACC 
•

The final cash flow
 in the analysis w

ill be the sum
 of the 

term
inal value calculation and the final year’s free cash flow

. 
** See the full technical interview

 guide for m
uch m

ore 
inform

ation on answ
ering this question 

 

•
Com

parable Com
panies/M

ultiples Analysis  
•

M
arket Valuation / M

arket Capitalization 
•

Precedent Transactions 
•

Discounted Cash Flow
 Analysis 

•
LBO

 Valuation 
  

** See the full technical interview
 guide for m

uch m
ore 

inform
ation on answ

ering this question 

             
** See the full technical interview

 guide for m
uch m

ore 
inform

ation on answ
ering this question 

 

HIGHEST 

Precedent Transaction 

Discounted Cash Flow
 

M
arket Com

ps 

M
arket 

Valuation 

LO
W

EST 



How
 do you calculate a firm

’s W
ACC? 

How
 do you calculate a firm

’s term
inal value? 

W
hat is W

ACC? 

W
hat is the form

ula used for finding the 
present values of future cash flow

s in a DCF 
valuation?  

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  



•
W

ACC stands for W
eighted Average Cost of Capital. It is used 

as the discount rate in a discounted cash flow
 analysis to 

calculate the present value the com
pany’s cash flow

s and 
term

inal value and reflects the overall cost of a com
pany 

raising new
 capital, w

hich is also a representation of the 
riskiness of an investm

ent in the com
pany.  

•
W

ACC represents the blended cost to both debt holders and 
equity holders of a firm

 based on the cost of debt and cost of 
equity for that specific firm

.  

     
•

To establish a term
inal value, you can either use the form

ula 
above w

hich is the perpetuity grow
th m

ethodology, or you can 
use the term

inal m
ultiple m

ethod. 
•

In the term
inal m

ultiple m
ethod, you assign a valuation 

m
ultiple (such as EV/EBITDA) to the final year’s projection, and 

use that as your “term
inal value” of the firm

.  
•

In either case, you m
ust rem

em
ber to still discount this “cash 

flow
” back to year zero as you have w

ith all other cash flow
s in 

the DCF m
odel.  

 •
E = M

arket Value of Equity 
•

D = Value of Debt 
•

P = Preferred Stock 
•

K
e  = Cost of Equity 

•
K

d  = Cost of Debt 
•

K
p  = Cost of Preferred Stock 

•
T = Corporate Tax Rate 
   

** See the full technical interview
 guide for m

uch m
ore 

inform
ation on answ

ering this question 
 



W
hy do you project out free cash flow

s for the 
DCF m

odel? 

W
hat happens to Free Cash Flow

 if N
et 

W
orking Capital increases? 

W
hat is N

et W
orking Capital? 

How
 do you calculate free cash flow

? 

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  



•
N

et W
orking Capital = Current Assets – Current Liabilities 

•
An increase in net w

orking capital is a “use of cash” w
hich 

could take the form
 of investing in current assets like 

inventory or increasing accounts receivable due to slow
er 

collections, for exam
ple. A decrease in net w

orking capital is 
a “source of cash”, w

hich w
ould include changes such as 

increasing accounts payable or a drop in inventory. This is 
w

hy in calculating free cash flow
 you subtract an increase in 

net w
orking capital. If net w

orking capital w
ent up a 

com
pany m

ust have “used” cash to cause this increase (for 
exam

ple, they purchased m
ore inventory than they sold).  

 

•
Intuitively, you can think of w

orking capital as the net dollars 
tied up to run the business.  As m

ore cash is tied up (either in 
account receivable, inventory, etc.), there w

ill be less free cash 
flow

 generated.  
•

Since you subtract the change in N
et W

orking Capital in the 
calculation of Free Cash Flow, if N

et W
orking Capital increases, 

your Free Cash Flow
 w

ill decrease.   
 

•
Free cash flow

 is EBIT (Earnings Before Interest and Taxes) 
tim

es 1 m
inus the tax rate plus Depreciation and 

Am
ortization m

inus Capital Expenditures m
inus the Change 

in N
et W

orking Capital 
 

•
The reason you project FCF for the DCF is because FCF is the 
am

ount of actual cash that could hypothetically be paid out to 
debt holders and equity holders from

 the earnings of a 
com

pany. 



W
hat is the link betw

een the balance sheet 
and the incom

e statem
ent? 

W
hy m

ight there be m
ultiple valuations of a 

single com
pany? 

W
hat is the link betw

een the balance sheet and 
the statem

ent of cash flow
s? 

W
hat is the difference betw

een the incom
e 

statem
ent and statem

ent of cash flow
s 

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic 

Accounting, Finance, Valuation: Basic  



•
Beginning cash on cash flow

 com
es from

 the prior tim
e 

period’s balance sheet. 
•

Cash from
 operations is calculated from

 changes in balance 
sheet accounts -- N

et W
orking Capital (current assets m

inus 
current liabilities). 

•
Depreciation com

es from
 property, plant &

 equipm
ent on 

the balance sheet. 
•

Investm
ents in PP&

E com
e from

 the balance sheet and are 
accounted for under cash flow

 from
 investing. 

•
Ending cash goes back onto the balance sheet. 

•
Each m

ethod of valuation w
ill each give a different value of a 

given com
pany. The reason for these differences is due to 

different assum
ptions, different m

ultiples, or different 
com

parable com
panies and/or transactions.  

•
Generally, the precedent transaction m

ethodology and 
discounted cash flow

 m
ethodology w

ill give a higher valuation 
than the com

parable com
panies analysis or m

arket valuation. 
This is because a prior transaction w

ill include a “control 
prem

ium
” over the com

pany’s m
arket value to entice 

shareholders to sell, and w
ill account for the “synergies” that 

m
ay occur w

hen the tw
o com

panies becom
e one.  

•
The DCF w

ill also norm
ally produce a higher valuation than the 

com
parable com

panies due to the fact that w
hen an analyst 

m
akes their projections and assum

ptions for a com
pany’s 

future cash flow
s, they are usually som

ew
hat optim

istic.  

•
A com

pany’s sales and expenses are recorded on their incom
e 

statem
ent.  

•
The statem

ent of cash flow
s records w

hat cash is actually being 
used and w

here it is being spent by the com
pany during that 

tim
e period.  

•
Som

e additional item
s included on the cash flow

 statem
ent 

could be issuance or repurchase of debt or equity, capital 
expenditures or other investm

ents. Am
ortization and 

depreciation w
ill be reflected on the balance sheet, but w

ill be 
added back to net incom

e on the cash flow
 statem

ent since they 
are expenses, but not actually a use of cash. 
 

•
The profits generated on the incom

e statem
ent after any 

paym
ent of dividends are added to shareholder’s equity on 

the balance sheet under retained earnings. 
•

Debt on the balance sheet is used to calculate interest 
expense on the incom

e statem
ent. 

•
Property, plant and equipm

ent on the balance sheet is used 
to calculate depreciation expense on the incom

e statem
ent. 

•
There are m

any other links, but the above are the m
ain 

connections. 



W
hat is an Initial Public O

ffering (IPO
)? 

W
hat is the Capital Assets Pricing M

odel? 
W

hat is a prim
ary m

arket and w
hat is a 

secondary m
arket? 

How
 do you determ

ine w
hich of the valuation 

m
ethodologies to use? 

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Basic  

Accounting, Finance, Valuation: Interm
ediate  



•
The prim

ary m
arket is the m

arket an investm
ent bank w

ill go 
to in order to sell new

 securities before they go to m
arket. 

W
ith an IPO

 or bond issuance, the m
ajority of these buyers 

are institutional investors w
ho purchase large am

ounts of the 
security. 

•
The secondary m

arket is the m
arket on w

hich a stock or 
bond trades after the prim

ary offering.  
 

•
The Capital Assets Pricing M

odel is used to calculate the 
required return on equity or the cost of equity. The return on 
equity is equal to the risk free rate (w

hich is usually the yield 
on a 10-year U.S. governm

ent bond) plus the com
pany’s beta 

(w
hich is a m

easure of how
 volatile the stock is in relation to 

the stock m
arket) tim

es the m
arket risk prem

ium
. 

 

•
The best w

ay to determ
ine the value of a com

pany is to use a 
com

bination of all the m
ethodologies and zero in on an 

appropriate valuation. If you have a precedent transaction 
you feel is extrem

ely accurate, you m
ay give that m

ore 
w

eight, if you are extrem
ely confident in your DCF you m

ay 
give that m

ore w
eight. Valuing a com

pany is as m
uch an art 

as it is a science. 
 

•
An IPO

 is the first sale of stock in a previously private com
pany 

to the public m
arkets. 

•
This is know

n as “going public.” 
•

The IPO
 process is incredibly com

plex and investm
ent banks 

charge high fees to lead com
panies through it. 

•
Com

panies IPO
 for a num

ber of reasons including raising 
capital, cashing out for the original ow

ners and investors and 
em

ployee com
pensation. 

•
Som

e negatives for “going public” include sharing future profits 
w

ith the public investors, loss of confidentiality, loss of control, 
IPO

 expenses to investm
ent banks, legal liabilities, etc. 



W
hat is Beta? 

How
 w

ould a $10 increase in depreciation 
expense affect the three financial statem

ents? 

From
 the three m

ain financial statem
ents, if 

you had to choose tw
o, w

hich w
ould you 

choose and w
hy? 

W
here do you find the risk free rate? 

Accounting, Finance, Valuation: Interm
ediate 

Accounting, Finance, Valuation: Interm
ediate  

Accounting, Finance, Valuation: Interm
ediate  

Accounting, Finance, Valuation: Interm
ediate  



•
The key to this question is the fact that if you have the 
beginning and ending balance sheets for the period, and you 
have the ending incom

e statem
ent you can generate a cash 

flow
 statem

ent. Therefore, the answ
er to this question is 

that you w
ould w

ant the beginning and ending balance 
sheets and the incom

e statem
ent. 

•
Start w

ith the incom
e statem

ent. The $10 increase in 
depreciation w

ill be an expense, and w
ill therefore reduce 

net incom
e by $10 tim

es (1-T). Assum
ing a 40%

 tax rate, this 
w

ill m
ean a reduction in net incom

e of $6.  
•

This w
ill flow

 to cash from
 operations w

here net incom
e w

ill 
be reduced by $6, but depreciation increases by $10, 
resulting in an increase of ending cash by $4.  

•
Cash then flow

s onto the balance sheet. W
here cash 

increases by $4, PP&
E decreases by $10, and retained 

earnings decreases by $6, causing everything to balance. 
 

** See the full technical interview
 guide for m

uch m
ore 

inform
ation on answ

ering this question 
 

•
The risk free rate is usually the current yield on the 10-year 
governm

ent treasury w
hich can be found on the front page 

of The W
all Street Journal, on Yahoo! Finance, etc. 

•
This is considered “risk-free” because the U.S. governm

ent is 
considered to be a risk-free borrow

er m
eaning the 

governm
ent should never default on its debt. 

 

•
Represents relative volatility or risk of a given investm

ent w
ith 

respect to the m
arket 

•
β< 1 m

eans less volatile than m
arket (low

er risk, low
er rew

ard) 
•

β > 1 m
eans m

ore volatile than m
arket (higher risk, higher 

rew
ard) 

•
A beta of 1.2 m

eans that an investm
ent w

ill theoretically be 
20%

 m
ore volatile than the m

arket. If the m
arket goes up 10%

, 
that investm

ent should go up 12%
. 

β< 1  
β > 1 

Consum
er Staples 

W
ireless N

etw
orking 

Large Heath Care 
Grow

th Biotech 

U
tilities 

Com
puter-Related 

Tobacco 
E-Com

m
erce 

Petroleum
 Products 

Entertainm
ent Tech. 



W
hat is the m

arket risk prem
ium

? 

How
 m

uch w
ould you pay for a com

pany w
ith 

$50 m
illion in revenue and $5 m

illion in profit? 
W

hat kind of an investm
ent w

ould have a 
negative beta? 

How
 w

ould you calculate the discount rate for 
an all equity firm

? 

Accounting, Finance, Valuation: Interm
ediate  
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ediate  
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ediate  



•
An investm

ent w
ith a negative beta is one w

hich m
oves 

opposite the stock m
arket as a w

hole. In other w
ords, if the 

stock m
arket m

oves up, the value of the negative beta 
investm

ent w
ould drop. 

•
Gold is a type of investm

ent that w
ould have a negative beta. 

W
hen the stock m

arket goes up, the price of gold typically 
drops as people flee from

 the “safe haven” of gold. The 
opposite happens w

hen the m
arket goes dow

n, im
plying a 

negative correlation. 
 

•
Since you have no inform

ation about historical or projected 
perform

ance, as w
ell as no details about the firm

’s capital 
structure, it w

ould be im
possible to do a DCF analysis.  

•
Assum

ing you know
 the firm

’s industry, and can identify a 
group of com

parable com
panies, your best bet w

ould be to do 
a m

ultiples analysis using the ratios from
 those com

parable 
com

panies that are m
ost relevant to the given industry. 

 

•
If a firm

 is all equity, then you w
ould use CAPM

 to calculate 
the cost of equity, and that w

ould be the discount rate.  
 

•
The m

arket risk prem
ium

 is the required return that investors 
require for investing in stocks over investing in “risk-free” 
securities. It is calculated as the average return on the m

arket  
m

inus the risk free rate (current yield on a 10-year treasury)  
 



W
hat is the difference betw

een APV and 
W

ACC? 

W
hen should a com

pany issue equity rather 
than debt to fund its operations? 

Describe a com
pany’s typical capital structure. 

How
 w

ould you value a com
pany w

ith no 
revenue? 

Accounting, Finance, Valuation: Interm
ediate 

Accounting, Finance, Valuation: Interm
ediate  

Accounting, Finance, Valuation: Interm
ediate  

Accounting, Finance, Valuation: Interm
ediate  



•
A com

pany’s capital structure is m
ade up of debt and equity, but 

there m
ay be m

ultiple levels of each. Debt can be broken dow
n into 

senior, m
ezzanine and subordinated, w

ith senior being paid off first 
in the event of bankruptcy, then m

ezzanine, then subordinated. 
Since senior is paid off first, it w

ill have a low
er interest rate. Debt 

m
ay consist of bank loans (w

hich are norm
ally m

ost senior in the 
capital structure) and/or bonds w

hich can be issued to the general 
public. Equity can also be broken dow

n into preferred stock and 
com

m
on stock. Preferred stock is like a com

bination of debt and 
equity in that it has the opportunity for som

e appreciation in value, 
but m

ore im
portantly pays out a consistent dividend that is not tied 

to the m
arket price of the stock. Com

m
on stock is the final piece of 

the capital structure, and is the stock that is traded on the exchanges 
if the com

pany is public. In the event of bankruptcy, the com
m

on 
stockholders w

ill have the last right to assets in the event of 
liquidation, and therefore are bearing the highest level of risk. Due to 
this they w

ill dem
and the highest return on their investm

ent. Those 
shareholders are the ow

ners of the com
pany and have the rights to 

the firm
’s profits, w

hich m
ay be paid out in the form

 of dividends or 
reinvested back into the business. 

•
If their stock price is inflated, they w

ould raise a relatively 
significant  am

ount of capital for the percentage of 
ow

nership sold 
•

N
ew

 projects the com
pany plans on investing in m

ay not 
produce im

m
ediate or consistent cash flow

s to m
ake interest 

paym
ents 

•
The com

pany m
ay w

ant to adjust its capital structure, or pay 
off debt 

•
The com

pany’s ow
ners m

ay w
ant to have the ability to sell 

off a portion of their ow
nership and m

onetize their 
investm

ent 
 

•
In order to value a com

pany w
ith no revenue, such as a start 

up, you m
ust project the com

pany’s cash flow
s for future 

years and then construct a discounted cash flow
 m

odel of 
those cash flow

s using an appropriate discount rate. 
•

Alternatively, you could use other operating m
etrics to value 

the com
pany as w

ell. If you took a start-up w
ebsite w

ith 
50,000 subscribers, but no revenue, you could look at a 
sim

ilar w
ebsite’s value per subscriber and apply that m

ultiple 
to the w

ebsite you are valuing.  
 

•
W

ACC incorporates effect of interest tax shields into the 
discount rate 
–

Typically calculated from
 actual data from

 balance sheets 
and used for a com

pany w
ith a consistent capital structure 

over the period of the valuation 
•

APV adds present value of financing effects to N
PV assum

ing 
all-equity value 
–

U
seful w

here costs of financing are com
plex and if capital 

structure is changing  
–

U
se for Leveraged Buyouts 



W
hy w

ould a com
pany distribute its earnings 

through dividends to com
m

on stockholders? 

How
 w

ould a $10 increase in depreciation in 
year 4 affect the DCF valuation of a com

pany? 
W

hat is operating leverage? 

W
hen should an investor buy preferred stock? 

Accounting, Finance, Valuation: Interm
ediate  
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•
O

perating leverage is the percentage of costs that are fixed 
versus variable. 

•
A com

pany w
hose costs are m

ostly fixed has a high level of 
operating leverage. 

•
If a com

pany has a high am
ount of operating leverage, it 

m
eans that if they have an increase in their revenues, m

uch 
of that increase w

ill fall straight to the bottom
 line in the 

form
 of profit, because the increm

ental cost of producing 
another unit is so low

.  
•

For exam
ple, a sw

im
 club is a business w

hich operates w
ith a 

high am
ount of operating leverage. O

nce the club is built and 
opened the costs are relatively fixed. If the club goes from

 
500 m

em
bers to 510 m

em
bers, they m

ost likely w
ould not 

have to spend any additional m
oney for those 10 new

 
m

em
bers. They can have the sam

e am
ount of staff, sam

e size 
pool, sam

e locker room
s, etc. N

early 100%
 of the 

m
em

bership fees collected from
 the 10 new

 m
em

bers w
ill 

turn into profit. 

•
A $10 increase in depreciation decreases EBIT by $10, 
therefore reducing EBIT(1-T) by $10(1-T). Assum

ing a 40%
 tax 

rate, it drops EBIT(1-T) by $6, but you m
ust add back the $10 

depreciation in the calculation of Free Cash Flow
. Therefore 

your FCF increases by $4 and your valuation w
ill increase by 

the present value of that $4, the equation for PV is below
. 

 

•
Preferred stock could be looked at as a cross betw

een debt 
and equity. Preferred stock w

ill norm
ally provide investors 

w
ith a fixed dividend rate (like a bond), but also allow

 for 
som

e capital appreciation (like a stock). Preferred is also 
senior to com

m
on stock w

ithin the com
pany’s capital 

structure. 
•

In 2010 for exam
ple, W

arren Buffet m
ade a large investm

ent 
in Goldm

an Sachs in the form
 of preferred stock 

•
The distribution of a dividend signals to the public that a 
com

pany is healthy and profitable and it can also attract m
ore 

investors, potentially driving up the com
pany’s stock price. 

 



W
hat could a com

pany do w
ith excess cash on 

its balance sheet? 

How
/w

hy do you lever/unlever Beta? 
W

hat is goodw
ill and how

 does it affect net 
incom

e? 

If you have tw
o com

panies that are exactly the 
sam

e in term
s of revenue, grow

th, risk, etc. but 
one is private and one is public, w

hich 
com

pany’s shares w
ould be higher priced?  

Accounting, Finance, Valuation: Interm
ediate  
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•
Goodw

ill is a line item
 found on a com

pany’s balance sheet 
in the assets section. 

•
M

any tim
es, goodw

ill arises in the event of an acquisition, 
w

here the price paid for the firm
 being acquired is higher 

than the tangible assets being purchased. The difference in 
the price paid and the firm

’s book value w
ould be accounted 

for in the “goodw
ill” section of the balance sheet. 

•
Goodw

ill represents intangible assets such as brand nam
e, 

good custom
er relations, intellectual property, etc. 

•
If som

ething happens w
hich im

pairs the goodw
ill of the firm

 
at som

e point (such as a patent running out, an event hurting 
the brand nam

e, etc.) goodw
ill m

ust be “w
ritten dow

n” as an 
expense on the incom

e statem
ent to account for this event. 

•
Im

pairm
ent of goodw

ill affects net incom
e in m

uch the sam
e 

w
ay depreciation does. It is accounted for as an expense, just 

like depreciation is an expense, even though the com
pany is 

not physically paying out cash to cover this expense.  

•
By unlevering the beta, you are rem

oving the financial effects 
from

 leverage (debt in the capital structure). This unlevered 
beta show

s you how
 m

uch risk a firm
’s equity has com

pared 
to the m

arket. Com
paring unlevered betas allow

s an investor 
to see how

 m
uch risk they w

ill be taking by investing in a 
com

pany’s equity (i.e. buying stock in the public m
arket). 

W
hen you have a Com

pany A that doesn’t have a beta, you 
can find com

parable Com
pany B, take their levered beta, 

unlever it, and then relever it using the Com
pany A’s capital 

structure to com
e up w

ith their beta. 
 

•
The public com

pany w
ill m

ost likely be priced higher due to 
the liquidity prem

ium
 one w

ould pay to be able to quickly 
and easily buy and sell the shares in the public capital 
m

arkets.  
•

Another reason the public should be priced higher w
ould be 

the transparency the firm
 is required to have in order to be 

listed on a public exchange. Publicly traded com
panies are 

required to file their financial statem
ents, allow

ing investors 
to view

 them
. 

 

•
M

any people w
ould think that having excess cash on hand is not 

a bad thing. W
hile it is good to have a cash buffer (especially in a 

tim
e of econom

ic turm
oil), holding too m

uch cash m
eans you are 

giving up potential earnings from
 investing that cash elsew

here. 
•

A firm
 needs to be aw

are of its cash needs, and keep enough cash 
to cover itself in the event of a dow

nturn, but excess cash should 
be used or invested in one w

ay or another. 
•

A grow
ing com

pany w
ill norm

ally reinvest its cash into the 
operations of the business itself. This allow

s the com
pany to 

expand and grow
. This could be an investm

ent in equipm
ent, new

 
em

ployees, new
 offices, m

arketing, etc. 
•

A com
pany could also pay out the excess earnings as additional 

salary or bonuses to its em
ployees. 

•
An option to preserve som

e sense of liquidity w
ould be investing 

in short-term
 CDs w

hich allow
s a firm

 to earn interest, w
hile only 

locking up the investm
ent for a short am

ount of tim
e. 

•
O

ften, a com
pany w

ill choose to pay out a dividend to its 
shareholders. 

•
O

ther options include investing in other com
panies, buying out a 

com
petitor, supplier or distributor, paying off debt, a stock 

repurchase, expansion to new
 m

arkets, etc. 



N
am

e three stocks/com
panies that you think 

are undervalued and w
hy? 

Com
pany XYZ released increased quarterly 

earnings yesterday, but their stock price still 
dropped, w

hy? 

W
hat did the S&

P 500/Dow
 Jones Industrial 

Average/N
asdaq close at yesterday? 

How
 w

ould you calculate an equity beta? 

Accounting, Finance, Valuation: Advanced  

Stocks: Basic  

Stocks: Basic 

Stocks: Basic  



•
This is a question used to gauge your general interest in the 
financial m

arkets.  
•

You probably w
ill not be expected to know

 the num
ber to 

the penny, but know
ing the levels of the three m

ajor 
exchanges/indices, as w

ell as if they w
ere up or dow

n and 
w

hy w
ill show

 your interview
er that you keep track of w

hat is 
going on in the w

orld of finance. 

•
The entire m

arket could have been dow
n on the day (or the 

industry to w
hich XYZ belongs), w

hich had m
ore of an im

pact 
than the com

pany’s positive earnings.  
•

M
ore likely how

ever, is that even though they released 
increased earnings, the figures w

ere not as high as the W
all 

Street analyst estim
ates, therefore creating disappointm

ent. 
 

•
In order to calculate an equity beta you m

ust perform
 a 

regression of the return of the stock versus the return of the 
m

arket as a w
hole (the S&

P 500). The slope of the regression 
line is the beta. 
 

•
This question is unique to you and is particularly com

m
on in Sales 

and Trading interview
s.  

•
Do som

e research and find a few
 stocks you believe are good 

buys at their current m
arket price. You m

ust have a good reason 
behind each of your picks.  

•
The best w

ay to find these stocks are to use equity research 
reports if you have access to them

. M
any schools w

ill have access 
to them

 through their library w
ebsite. If not, you can use sites like 

Jim
 Cram

er’s TheStreet.com
, or M

otleyfool.com
 to look at articles 

and their stock picks and reasons behind them
.  

•
Generally speaking w

e have found you are better off picking a 
less know

n com
pany so your interview

er has less of an ability to 
cross-exam

ine you on your reasoning. If they know
 the stock w

ell, 
they w

ill be able to really test you and push you on specifics 
about the stock.  

•
You could go through the process of valuing the stocks yourself 
using any of the valuation techniques if you are feeling am

bitious. 



W
hat is liquidity? 

W
here do you think the stock m

arket w
ill be in 

3/6/12 m
onths? 

Is 15 a high P/E (price to earnings) ratio? 

W
hat does it m

ean to short a stock? 

Stocks: Basic  

Stocks: Basic  

Stocks: Basic  

Stocks: Interm
ediate  



•
This is not a yes or no question. A firm

’s P/E ratio is im
portant 

in com
parison w

ith other com
panies in their industry. P/E 

can be thought of how
 m

any dollars an investor is w
illing to 

pay for one dollar of earnings.  A high P/E represents high 
anticipated grow

th in earnings. In high grow
th industries, 

such as technology, a P/E ratio of 15 m
ay be considered 

relatively low, since the com
pany is expected to grow

 their 
earnings at a high rate, and therefore deserve a higher 
valuation relative to their current earnings. For a large 
pharm

aceutical com
pany, how

ever, a P/E of 15 m
ay be 

considered high, since their earnings grow
th m

ay be 
expected to be slow

 but steady in future years.  

•
This is another question that you can use to show

 your interest in 
the m

arkets. There is no right or w
rong answ

er since everyone has 
different opinions on w

here the m
arket is going.  

•
You need to have an opinion and a w

ell thought out reasoning for 
that opinion.  

•
If you think the m

arket is going to drop in the next three m
onths, 

hit a bottom
 and then begin to bounce back, have a reason as to 

w
hy you think it is going to drop, w

hy it is going to bottom
 out, and 

w
hy it w

ill begin to rise.  
•

It is m
ore im

portant you display logical reasoning than w
hether or 

not your prediction turns out to be true.  
•

Do som
e research prior to your interview, see w

hat w
riters for 

m
ajor new

spapers are saying and predicting, and then use som
e of 

their reasons in your explanation. 
•

Stick to your reasoning. Your interview
er m

ay try to challenge you 
and challenge your reasoning. If you have com

e up w
ith solid 

reasoning behind your response, be confident in your answ
er and 

try and explain your rationale. If your logic m
akes sense, do not 

change your opinion just to agree w
ith your interview

er.  

•
Short selling is selling a stock that you don’t actually ow

n. 
•

An investor that short-sells a stock is taking the position that 
they w

ill be able to purchase that stock at a low
er price in 

the future.  
•

N
orm

ally a short-seller w
ill borrow

 the stock from
 another 

investor, and then sell it, prom
ising to return the stock to the 

loaner at a later date.  
•

“N
aked” short selling occurs w

hen an investor sells the stock 
w

ithout having any of the stock actually borrow
ed. 

•
Liquidity is how

 freely an asset or security can be bought and 
sold on the open m

arkets by an investor. 
–

M
oney m

arket accounts, publicly traded large cap stocks 
and bonds, ETF’s and open ended m

utual funds are very 
liquid. 

–
M

icro-cap stocks, bonds, loans, or investm
ents in privately 

ow
ned com

panies could be considered relatively illiquid 
due to the lim

ited m
arket for them

. 
•

It also is how
 quickly an asset can be converted into cash. 

–
Cash itself is obviously the m

ost liquid asset. 
–

A larger pharm
aceutical production plant is not a very 

liquid asset because it w
ould take the ow

ner of the plant a 
long tim

e to sell the plant and convert it into usable cash. 
•

A m
ore liquid investm

ent is relatively safer, all else equal, 
since the investor can sell it at any tim

e. 



If you read that a given m
utual fund has 

achieved 50%
 returns last year, w

ould you 
invest in it? 

W
hat is insider trading and w

hy is it illegal? 
 If a com

pany’s stock has gone up 20%
 in the 

last 12 m
onths, is the com

pany’s stock in fact 
doing w

ell? 

Can you tell m
e about a recent IPO

 you have 
follow

ed? 

Stocks: Interm
ediate  

Stocks: Interm
ediate  

Stocks: Interm
ediate  

Stocks: Interm
ediate  



•
This depends on a num

ber of different factors including the 
beta of the com

pany and the perform
ance of the m

arket.  
•

If the stock’s beta is 1 (m
eaning it should be as volatile as the 

m
arket and therefore produce m

arket returns) and the 
m

arket w
as up 30%

 over the past 12 m
onths, then the stock 

is doing relatively poorly. 
 

•
Som

eone buying or selling public securities based on 
inform

ation that is not available to the general public. 
•

Exam
ples of this include an investm

ent banker buying or 
selling the stock of a com

pany before an M
&

A deal is 
announced or a CEO

 buying or selling stock prior to a m
ajor 

com
pany announcem

ent. 
 

•
This is a question you need to do som

e research for around 
the tim

e of your interview
.  

•
Find an IPO

 w
hich is w

ritten about in the W
all Street Journal 

or Financial Tim
es. Another option is to go to 

dealbook.blogs.nytim
es.com

 and click on the IPO
/O

fferings 
tab to see w

hat recent IPO
s have occurred. Know

 the 
com

pany that w
ent public, a little inform

ation about the 
com

pany, w
hat the offer price w

as, w
hich banks com

pleted 
the IPO, etc. 

•
N

ote that IPO
 activity in 2009  has been very slow

 com
pared 

to recent years, but is beginning to pick back up. 
•

A couple recent IPO
s include Tesla M

otors, K.K.R. and 
Agricultural Bank of China. 
 

•
Past perform

ance is not an indication of future results. This is 
the disclaim

er that you hear at the end of nearly every 
com

m
ercial w

hich presents a fund’s past perform
ance as a 

selling point.  
•

The reason for this is because a specific investm
ent type 

could perform
 rem

arkably w
ell one year and then 

significantly underperform
 in the follow

ing year. 
•

A m
utual fund full of M

ortgage Backed Securities could have 
been up 50%

 a few
 years ago and then been dow

n 90%
 last 

year due to the m
arket for M

BSs collapsing. 
 



How
 can a com

pany raise its stock price? 

If you bought a Stock X a year ago for $10, sold 
it today for $15, and received $5 in dividends 
over the year, w

hat w
ould your overall return 

be? 

A stock is trading at $5 and a stock is trading at 
$50, w

hich has greater grow
th potential? 

W
ho is a m

ore senior creditor, a bondholder or 
stockholder? 

Stocks: Interm
ediate  

Stocks: Interm
ediate  

Stocks: Interm
ediate  

Stocks: Interm
ediate  



•
The stock w

ith the higher grow
th potential is m

ost likely the 
stock w

ith the low
er m

arket cap.  
•

If the $5 stock has 1billion shares outstanding and the $50 
stock has 10,000 shares outstanding, the $50 stock w

ould 
m

ost likely have higher grow
th potential. 

 

 

•
A bondholder is alw

ays a m
ore senior creditor than a 

stockholder.  
•

In the event of bankruptcy/liquidation the bondholder w
ill 

be paid first.  
•

Additionally, interest paym
ents are paid to bondholders 

before equity holders receive any profits in the form
 of 

dividends. 
 

•
A com

pany could repurchase stock w
hich low

ers the num
ber 

of shares outstanding.  
•

It could im
prove operations to produce higher earnings, 

causing its EPS to be higher than anticipated by industry 
analysts w

hich w
ould send a positive signal to the m

arket. 
•

They could announce a change to their organizational 
structure such as cost-cutting or consolidation. 

•
They could also announce an accretive m

erger or an 
acquisition that w

ill increase their earnings per share. 
 



W
hat is diversification? 

W
hat is the difference betw

een technical 
analysis and fundam

ental analysis? 
If you add a risky stock to a portfolio, w

hat 
happens to the overall risk of your portfolio? 

W
hat is correlation? Stocks: Interm

ediate  

Stocks: Interm
ediate  

Stocks: Interm
ediate  

Stocks: Interm
ediate  



•
Diversification is m

ixing a w
ide variety of investm

ents in your 
portfolio. The goal being a higher return w

ith a low
er risk than 

putting all your capital into only one or a few
 investm

ents. 
•

To diversify your portfolio you w
ant to pick investm

ents that 
have a low

 correlation so that w
hen econom

ic conditions push 
one investm

ent to have a good period, the other w
ill be 

having its dow
n period and vice versa. 

•
System

atic risk is the risk that affects the entire m
arket w

hile 
unsystem

atic risk affects only specific industries. If properly 
diversified, an investor can essentially elim

inate all 
unsystem

atic risk from
 their portfolio. 

 

•
Correlation is how

 tw
o stocks w

ill m
ove in relation to each 

other. 
•

If tw
o stocks have a strong positive correlation, w

hen one 
m

oves up the other should m
ove up as w

ell and vice versa. 
•

If tw
o stocks have a strong negative correlation, w

hen one 
m

oves up, the other should m
ove dow

n and vice versa. 
•

Correlation ranges betw
een -1 and 1. 

 

•
Technical analysis is the process of picking stocks based on 
historical trends and stock m

ovem
ents m

ainly based on 
charts.  

•
Fundam

ental analysis is exam
ining a com

pany’s fundam
entals, 

financial statem
ents, industry, etc and picking stocks that are 

“undervalued.” 
 

•
This depends on the correlation of the new

 investm
ent to the 

portfolio. It could potentially low
er the overall risk of the 

portfolio. 
 



W
hen should a com

pany buy back stock? 

W
hat is the default prem

ium
? 

W
hy do som

e stocks rise so m
uch on the first 

day of trading after their IPO
 and others don’t?  

How
 is that “m

oney left on the table”? 

W
hat do you think is going on w

ith XYZ 
com

pany/industry? 

Stocks: Advanced 

Stocks: Advanced 

Stocks: Advanced 

Bonds and Interest Rates: Basic 



•
If it believes the stock is undervalued 

•
W

hen it has extra cash 
•

If it believes it can m
ake m

oney by investing in itself 
•

If it w
ants to increase its stock price by increasing its EPS due 

to a reduction in shares outstanding or send a positive signal 
to the m

arket. 
 

•
This is another question to gauge your general interest in the 
financial m

arkets. You cannot prepare for this question in any 
other w

ay than to keep up w
ith reading The W

all Street 
Journal, Financial Tim

es, The Econom
ist and/or w

atching 
CN

BC. Chances are they w
ould ask you about a com

pany or 
industry that has been in the new

s recently, or som
ething that 

you have show
n interest in on your resum

e, rather than a 
com

pletely arbitrary com
pany or industry. 

 

•
The default prem

ium
 is the difference betw

een the yield on a 
corporate bond and the yield on a governm

ent bond w
ith the 

sam
e tim

e to m
aturity to com

pensate the investor for the 
default risk of the corporation, com

pared w
ith the “risk-free” 

com
parable governm

ent security.  
 

•
M

oney left on the table m
eans the com

pany could have 
com

pleted the offering at a higher price, and that difference 
in valuation goes to the initial investors in the stock, rather 
than the com

pany raising the m
oney.  

•
This m

eans the com
pany could have sold the sam

e stock in its 
IPO

 at a higher price than it actually offered it at.  
•

This happened a lot during the .com
 boom

. Com
pany’s stock 

w
ould skyrocket on the first day of trading due to the huge 

hype over the stock. 
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W
hat is “face value”? 

W
hat is the difference betw

een and 
investm

ent grade bond and a “junk bond”? 
W

hat is the coupon paym
ent? 

W
hat is the default risk? 

Bonds and Interest Rates: Basic  

Bonds and Interest Rates: Basic  

Bonds and Interest Rates: Basic  

Bonds and Interest Rates: Basic  



•
Face value or par value of a bond is the am

ount the bond 
issuer m

ust pay back at the tim
e of m

aturity.  
•

Bonds are usually issued w
ith a $1,000 face value. 

 

•
The default risk is the risk of a given com

pany not being able 
to m

ake its interest paym
ents or pay back the principle 

am
ount of their debt.  

•
The higher a com

pany’s default risk, the higher the interest 
rate a lender w

ill require them
 to pay.  

 

•
An investm

ent grade bond is one that has a good credit rating, 
a low

 risk of bankruptcy and therefore pays a low
 interest 

rate. These are usually low
 risk, fundam

entally sound 
com

panies w
hich produce steady, reliable cash flow

s 
significantly greater than their interest requirem

ents. 
•

A “junk bond” is a bond that has a poor credit rating and a 
relatively high risk of bankruptcy and is therefore required to 
pay investors a higher interest rate. These com

panies usually 
are characterized as having less consistent cash flow

s, or they 
m

ay be in relatively m
ore volatile industries. 

•
The coupon paym

ent is the am
ount that a com

pany w
ill pay to 

a bondholder norm
ally on an annual or sem

i-annual basis.  
•

It is the coupon rate x the face value of the bond.  
•

For exam
ple, the coupon paym

ent on an annual 10%
 bond 

w
ith a $1,000 face value is $100.  

 



How
 do you determ

ine the discount rate on a 
bond? 

If the price of a bond goes up, w
hat happens 

to the yield? 
How

 do you price a bond? 

W
hat is the difference betw

een a corporate 
bond and a consum

er loan? 

Bonds and Interest Rates: Basic  

Bonds and Interest Rates: Basic  

Bonds and Interest Rates: Basic  

Bonds and Interest Rates: Basic  



•
The discount rate is determ

ined by the com
pany’s default risk.  

•
Som

e of the factors that influence the discount rate include:  
–

A com
pany’s credit rating 

–
The volatility of their cash flow

s 
–

The interest rate on com
parable U.S. Bonds 

–
The am

ount of current debt outstanding 
 

•
A bond and a loan are sim

ilar. The “issuer” of a bond is like the 
borrow

er on a loan, and the “holder” of the bond is like the 
creditor.  

•
Let’s draw

 a parallel betw
een a bond issuance from

 General 
Electric and a hom

e loan taken out by John Sm
ith. GE and John 

Sm
ith are both looking to borrow

 m
oney. GE is looking to borrow

 
quite a bit m

ore, so they need to go to the public m
arkets and 

borrow
 m

oney from
 lots of different sources w

hile John Sm
ith can 

just go to his local bank. GE structures a bond issuance for X 
dollars, w

ith a term
 (say 10 years) and an interest rate (say 5%

), 
w

hich w
ill be paid in a “coupon” paym

ent each year. John Sm
ith 

goes to the local bank, borrow
s Y dollars, agreeing to pay it back 

over a term
 (say 30 years) at an agreed upon interest rate (say 7%

), 
w

hich w
ill be paid every year. Both loans and bonds have 

additional term
s built into them

.  
•

The sim
ilarities are num

erous. How
ever, in order to raise the 

m
oney, John sim

ply borrow
s all his m

oney from
 the bank. GE’s 

process is a bit m
ore com

plicated in that they m
ust go out and 

m
arket their bonds to the public, selling them

 to individuals and 
institutional investors across the globe, w

ith the help of their 
investm

ent bank of choice. 

•
The price and yield of a bond m

ove inversely to one another. 
Therefore, w

hen the price of a bond goes up the yield goes 
dow

n. 
 

•
The price of a bond is the net present value of all future cash 
flow

s (coupon paym
ents and par value) expected from

 the 
bond using the current interest rate. 
       

 
** See the full technical interview

 guide for m
uch m

ore 
inform

ation on answ
ering this question 

 

Bond Prices 

Yield/Interest 
Rates 

Yield/Interest 
Rates 

Bond Prices 



W
hat is the current yield on the 10-year 

Treasury note? 

W
hat w

ould cause the price of a Treasure note 
to rise? 

If the price of the 10-year Treasury note rises, 
w

hat happens to the note’s yield? 

If you believe interests rates w
ill fall, and are 

looking to m
ake m

oney due to the capital 
appreciation on bonds, should you buy them

 or 
short sell them

? 

Bonds and Interest Rates: Basic  

Bonds and Interest Rates: Basic  

Bonds and Interest Rates: Basic  

Bonds and Interest Rates: Basic  



•
This inform

ation changes daily and is available in The W
all 

Street Journal or any financial w
ebsite. 

 

•
Price m

oves inversely to interest rates  
•

If you believe interests rates w
ill fall, bond prices w

ill rise, and 
therefore you should buy bonds. 
 

•
If the stock m

arket is extrem
ely volatile, and investors are 

fearful of losing m
oney, they w

ill desire risk free securities, 
w

hich are governm
ent bonds.  

•
The increase in dem

and for these securities w
ill drive the 

price up, and therefore the yield w
ill fall. 

 

•
The price and yield are inversely related, so w

hen the price 
goes up, the yield goes dow

n. 
 



W
hat is the order of creditor preference in the 

event of a com
pany’s bankruptcy? 

W
hat are bond ratings? 

W
hy could tw

o bonds w
ith the sam

e m
aturity, 

sam
e coupon, from

 the sam
e issuer be trading 

at different prices? 

How
 m

any basis points equal 0.5 percent? 

Bonds and Interest Rates: Basic 

Bonds and Interest Rates: Basic  

Bonds and Interest Rates: Basic  

Bonds and Interest Rates: Basic  



•
O

ne basis point = .01 percent. Therefore 0.5 percent = 50 
basis points 
 

•
A bond rating is a grade that is given to a bond depending on 
their risk of defaulting. 

•
The three m

ost w
ell know

n and trusted ratings agencies are 
Standard &

 Poor’s, M
oody’s and Fitch. 

•
Recently, ratings agencies have faced som

e skepticism
 over 

their ratings techniques since so m
any M

BSs w
ere given very 

high ratings and actually ended up defaulting. 
•

The low
er the grade, the m

ore speculative the stock, and all 
else equal, the higher the yield. 
  

** See the full technical interview
 guide for m

uch m
ore 

inform
ation on answ

ering this question 
 

•
O

ne of the bonds could be callable 
•

O
ne of the bonds could be putable 

•
O

ne of the bonds could be convertible 
 

Senior Secured Debt 
(Least Risky, Low

est Return) 

M
ezzanine/Subordinated Debt 

Preferred Stock 

Com
m

on Stock 
(M

ost Risky, Highest Return) 



W
hat is the difference betw

een yield to 
m

aturity and yield to w
orst? 

W
hat is a Eurodollar bond? 

W
hat w

ill happen to the price of a bond if the 
fed raises interest rates? 

W
hat is the yield to m

aturity on a bond? 

Bonds and Interest Rates: Interm
ediate 

Bonds and Interest Rates: Interm
ediate  

Bonds and Interest Rates: Interm
ediate  

Bonds and Interest Rates: Interm
ediate  



•
Yield to m

aturity assum
es the debt holder w

ill m
aintain their 

investm
ent through its m

aturity date, collecting all interest 
paym

ents and is repaid in full at the tim
e of m

aturity.  
•

Yield to w
orst is the low

est potential yield an investor can 
earn on their debt investm

ent w
ithout the issuer defaulting.  

•
This m

eans that if a bond is callable, or has other provisions, 
an investor could earn less than the yield to m

aturity if the 
com

pany exercises a prepaym
ent option to get out of the 

bond early. 
 

•
The yield to m

aturity (YTM
) is the rate of return on a bond if it 

is purchased today for its current price and held through its 
m

aturity date and is paid off in full at m
aturity. 

•
N

orm
ally, the yield to m

aturity is expressed as an annual rate.  
•

The calculation of YTM
 includes the current m

arket price, the 
par value, the coupon paym

ents and the tim
e to m

aturity. In 
calculating YTM

 you also assum
e that the coupon paym

ents 
are reinvested at the sam

e rate.  
•

If the coupon yield of a bond (coupon/face) is low
er than its 

current yield (coupon/price) it is selling at a discount. 
•

If the coupon yield of a bond (coupon/face) is higher than its 
current yield (coupon/price) it is selling at a prem

ium
. 

 

•
A Eurodollar bond is a bond issued by a foreign com

pany, but 
issued in U.S. Dollars rather than their hom

e currency.  
•

N
ote that a Eurodollar bond does not have to be issued by a 

com
pany actually in Europe, it can be a bond issued by any 

foreign com
pany. 

 

•
If interest rates rise, new

ly issued bonds offer higher yields to 
keep pace.  

•
Existing bonds w

ith low
er coupon paym

ents are less 
attractive, and the price m

ust fall to raise the yield to m
atch 

the new
 bonds.  

 



W
hat is a Put Bond? 

W
hat is a Perpetual Bond? 

W
hat is a Convertible bond? 

W
hat is a Callable Bond? 

Bonds and Interest Rates: Interm
ediate  

Bonds and Interest Rates: Interm
ediate  

Bonds and Interest Rates: Interm
ediate  

Bonds and Interest Rates: Interm
ediate  



•
A put bond is the opposite of a callable bond.  

•
A put bond gives the ow

ner of bond the right to force the 
issuer to buy back the security from

 them
 (usually at face 

value) prior to the m
aturity date. 

 

•
A callable bond has a price (or prices) built into the bond 
indenture that specify the issuer can buy back the bond on a 
certain date (or dates) usually for a prem

ium
 to the face value 

of the bond. 
 

•
A perpetual bond is a bond that sim

ply pays a coupon 
paym

ent indefinitely (or the com
pany goes into default) and 

doesn’t ever pay back a principle am
ount. 

 

•
W

ithin the bond indenture of a convertible bond is a specified 
num

ber of shares of equity that each bond can be 
“converted” into at a tim

e of the bondholders’ choosing.  
•

If the value of those shares exceeds the value of the bond the 
investor typically w

ill convert the bond into equity. 
 



W
hen should a com

pany issue debt instead of 
issuing equity? 

W
hich is riskier, a 30 year coupon bond or a 30 

year zero coupon bond? 

If you believe interest rates w
ill fall, w

hich 
should you buy: a 10-year coupon bond or a 

10-year zero coupon bond? 

How
 w

ould you value a perpetual bond that 
pays a $1,000 coupon per year? 

Bonds and Interest Rates: Interm
ediate  

Bonds and Interest Rates: Interm
ediate  

Bonds and Interest Rates: Interm
ediate  

Bonds and Interest Rates: Interm
ediate  



•
A com

pany w
ill norm

ally prefer to issue debt since it is 
cheaper than issuing equity.  

•
Interest paym

ents are tax deductible and therefore provide 
interest tax shields.  

•
How

ever, a com
pany needs to have a steady cash flow

 in 
order to be able to pay the coupon paym

ents every year, 
w

hereas that is not necessary w
hen issuing equity.  

•
It m

ay also try to raise debt if it feels its stock is particularly 
undervalued and w

ould not raise the capital needed from
 an 

equity offering. 
 

•
A perpetual bond is one that pays coupon paym

ents every 
period for eternity, w

ith no repaym
ent of principal (par value).  

•
The value of the bond w

ill be coupon paym
ent divided by the 

current interest rate. 
 

•
A zero coupon bond is riskier since you w

ill receive no 
paym

ents until the final redem
ption date, w

hereas on a 
coupon bond you w

ill receive paym
ents over the life of the 

bond.  
•

The price of a zero-coupon bond is also m
ore sensitive to 

interest rate fluctuations, increasing its level of risk. 
     

** See the full technical interview
 guide for m

uch m
ore 

inform
ation on answ

ering this question 
 

•
The price of a zero-coupon bond is m

ore sensitive to 
fluctuations in interest rates and the price m

oves in the 
opposite direction of interest rates.  

•
So, w

hen interest rates fall, the price of the zero-coupon bond 
w

ill rise m
ore than the price of the coupon bond.  

•
If you believe interest rates w

ill fall, you should purchase the 
zero-coupon bond. 
 



 
How

 w
ould you value a zero-coupon perpetual 

bond? 

W
hat are som

e w
ays to determ

ine if a 
com

pany poses a credit risk? 
If the stock m

arket falls, w
hat w

ould you expect 
to happen to bond prices and yields? 

W
hy can inflation hurt creditors? 

Bonds and Interest Rates: Interm
ediate  

Bonds and Interest Rates: Interm
ediate  

Bonds and Interest Rates: Interm
ediate  

Bonds and Interest Rates: Interm
ediate  



•
This is a trick question.  

•
A perpetual bond has no m

aturity date and is not 
redeem

able; therefore it pays only coupon paym
ents.  

•
A zero-coupon bond m

akes no interest paym
ents, it just pays 

back the face value at m
aturity.  

•
If a zero-coupon bond is also a perpetual bond, it w

ill never 
pay out anything, and is therefore w

orth nothing. 
 

•
Inflation cuts into the real percentage return that creditors 
m

ake w
hen they lend out m

oney at a fixed rate.  
•

W
hen a bank sets its lending rate, it projects a certain rate of 

inflation, and then assigns an appropriate level of return 
(based on the riskiness of the borrow

er) to capture over and 
above the inflation rate.  

•
For exam

ple, if a bank lends at 7%
, expecting 2%

 inflation, 
they expect to m

ake a 5%
 real gain based on the riskiness of 

the loan. How
ever, if inflation increases to 4%

, they are only 
m

aking a 3%
 real return on their loan. 

 

•
The easiest w

ay to determ
ine a com

pany’s credit risk is to look 
at their credit rating w

hich is provided both Standard &
 Poor’s 

and M
oody’s. 

•
If one w

anted to perform
 their ow

n analysis, som
e m

etrics to 
look at w

ould be the Current Ratio, and Q
uick Ratio. 

•
O

ne can also look at longer term
 m

easures like the long term
 

debt ratio (total debt/EBITDA), debt/equity and interest 
coverage ratio (EBITDA/Interest Expense) w

hich show
s the 

com
pany’s ability to pay its interest expense w

ith its cash 
flow

s.. 
•

Com
pare these ratios to other sim

ilar com
panies in their 

industry.  
•

You can also look at a com
pany’s cash flow

s and how
 

steady/consistent they are. A com
pany w

ith predictable cash 
flow

s poses far less default risk. 
 

•
W

hen the stock m
arket falls, investors flee to safer securities, 

like bonds, w
hich causes the dem

and for those securities to 
rise and therefore the price.  

•
Since prices and yields m

ove inversely, if bond prices rise, 
yields w

ill fall.  
•

The governm
ent m

ay low
er interest rates in an attem

pt to 
stim

ulate the econom
y. 
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W
hat steps can the Fed take to influence the 

econom
y? 

How
 w

ould the follow
 scenario affect the 

interest rates: the president is im
peached and 

convicted? 

W
hat does X-econom

ic event effect 
inflation/interest rates/bond prices? 

W
hy is a firm

’s credit rating im
portant? 

Bonds and Interest Rates: Interm
ediate  

Bonds and Interest Rates: Advanced  

Bonds and Interest Rates: Advanced  

Bonds and Interest Rates: Advanced  



•
O

pen M
arket O

perations 
–

O
pen m

arket operations are the fed buying and selling 
securities (governm

ent bonds) to change the m
oney supply. 

Buying governm
ent securities increases the m

oney supply and 
stim

ulates expansion, selling securities shrinks the m
oney 

supply and slow
s the econom

y. 
•

Raise or low
er interest rates 

–
The discount rate is the interest rate The Fed charges banks on 
short-term

 loans. 
–

The federal funds rate is the rate banks charge each other on 
short-term

 loans. 
–

W
hen The Fed low

ers these rates, it signals an expansionary 
m

onetary policy. 
•

M
anipulate the reserve requirem

ents 
–

The reserve requirem
ent is the am

ount of cash a bank m
ust 

keep on hand to cover its deposits (m
oney not loaned out). 

W
hen this requirem

ent is low
ered, m

ore cash is loaned out and 
is pum

ped into the econom
y, and is therefore expansionary 

policy. 
 

•
The low

er a firm
’s credit rating, the higher its risk of 

bankruptcy and therefore the higher the cost of borrow
ing 

capital. 
 

•
Any negative new

s about the country as a w
hole m

ay lead to 
fears that the econom

y w
ill decline, so the Fed w

ould m
ost 

likely low
er interest rates to stim

ulate econom
ic expansion. 

•
See the full technical guide for charts explaining this question 



W
hat does the governm

ent do w
hen there is a 

fear of hyperinflation? 

W
hat is the spot exchange rate? 

Let’s say a report release today show
ed that 

inflation last m
onth w

as very low
. How

ever, 
bond prices closed low

er. W
hy m

ight this 
happen? 

W
hat is duration? 

Bonds and Interest Rates: Advanced  

Bonds and Interest Rates: Advanced  

Bonds and Interest Rates: Advanced  

Currencies: Basic  



•
The governm

ent can do a num
ber of things to slow

 the 
econom

y and defuse hyperinflation. They can use taxation 
and governm

ent spending to regulate the level of econom
ic 

activity. 
–

Increasing taxes and decreasing governm
ent spending 

slow
s dow

n grow
th in the econom

y and fights inflation. 
–

Additionally, raising key interest rates w
ill slow

 the 
econom

y; reduce the m
oney supply and slow

 inflation. 
 

•
Duration is how

 sensitive a bond’s price is to changes in 
interest rates and is expressed as a num

ber of years. The 
calculation is relatively com

plicated and requires present 
value, yield, coupon, final m

aturity, and any call features. 
How

ever, duration is norm
ally presented to investors in a 

presentation, and is not som
ething they typically calculate on 

their ow
n.  

•
The duration of a bond or bond fund allow

s an investor to 
evaluate the investm

ent’s interest rate risk. If an investor 
believes there is a great risk that interest rates w

ill rise (and 
therefore prices w

ill fall) they w
ill w

ant to shy aw
ay from

 
bonds or funds that have a high duration due to their 
sensitivity to these interest rate fluctuations. 

•
The cash flow

s at the beginning of a bond’s life (the coupon 
paym

ents) are “w
orth m

ore” in present value term
s since they 

do not have to be discounted for as m
any years. 

•
W

hen interest rates rise, the PV of the future cash flow
s go 

dow
n m

ore than those earlier in the bond’s life cycle.  

•
The spot exchange rate is the rate of a foreign-exchange 
contract for im

m
ediate delivery.  

•
Spot rates are the price that a buyer w

ill pay for a foreign 
currency. 
 

•
Bond prices are based on expectations of future inflation.  

•
Bond traders m

ay expect future inflation to be higher, and 
therefore the dem

and for bonds today w
ill be low

er, 
increasing the yields to m

atch the increased inflation 
expectations. 



W
hat factors affect foreign exchange rates? 

W
hat are som

e w
ays the m

arket exchange rate 
betw

een tw
o country’s currencies 

determ
ined? 

W
hat is the difference betw

een a “strong” and 
a “w

eak” currency? 

W
hat is the forw

ard exchange rate? 

Currencies: Basic  

Currencies: Basic  

Currencies: Basic  

Currencies: Interm
ediate  



•
Differences in interest rates 

•
Differences in inflation 

•
Budget deficits 

•
Public debt 

•
Trade policies 

•
Capital m

arket equilibrium
 

 

•
The forw

ard rate is the price at w
hich currencies w

ill be 
exchanged for at som

e given date in the future.  
•

The forw
ard rate is used by speculators as w

ell as com
panies 

looking to hedge their foreign exchange risk and lock in a 
future exchange rate.   

•
For exam

ple, a com
pany w

hich w
ill be receiving paym

ent for a 
product or service in the future (in a foreign currency) m

ay 
w

ant to budget itself. If they are not able to lock in an 
exchange rate for those incom

ing cash flow
s in the future, 

they w
ill have a m

ore difficult tim
e setting an accurate 

budget. How
ever, w

ith a forw
ard exchange rate contract, a 

com
pany can enter in an agreem

ent to exchange those future 
cash flow

s of foreign currency, for their local currency, at a set 
rate, therefore elim

inating their foreign exchange risk. 
 

•
The interest rates in the tw

o countries: 
–

If the interest rate of a foreign country relative to the hom
e 

country goes up, the hom
e currency w

eakens. 
–

W
hen interest rates in a country rise, investm

ents held in 
that country’s currency w

ill earn a higher rate of return and 
the dem

and for that country’s currency w
ill rise because 

people w
ill w

ant to invest in that country (all else equal). 
The rise in dem

and w
ill cause the currency to strengthen. 

•
The rates of inflation in the tw

o countries: 
–

If inflation in Country A is expected to be higher than in 
Country B, Country A’s currency w

ill becom
e less valuable 

(theoretically, all else equal). 
 

•
A strong currency is one w

hose value is rising relative to other 
currencies.  

•
A w

eak currency is one w
hose value is falling relative to other 

currencies 
 



If inflation rates in The U
nited States fall 

relative to Great Britain, w
hat happens to the 

exchange rate? 

If the spot exchange rate of dollars to pounds 
is $1.60/£1 and the one-year forw

ard rate is 
$1.50/£1, w

ould w
e say the dollar is forecast 

to be strong or w
eak relative to the pound? 

W
hat is the difference betw

een currency 
devaluation and currency depreciation? 

If the U.S. dollar w
eakens, should interest rates 

generally rise, fall, or stay the sam
e? 

Currencies: Interm
ediate 

Currencies: Advanced 

Currencies: Interm
ediate 

Currencies: Interm
ediate  



•
If inflation rates in the U.S. are low

er than in Great Britain, this 
m

eans m
oving forw

ard there w
ill be m

ore pounds in 
circulation than dollars. 

•
W

hen this occurs, one dollar is w
orth m

ore pounds.  
•

This m
eans the dollar w

ill strengthen com
pared to pound. 

 

•
Generally speaking, w

hen the U.S. dollar w
eakens, the interest 

rates in the U.S. w
ill rise. 

•
A w

eak dollar m
eans the price of im

ported good w
ill rise, 

w
hich m

eans higher inflation. Higher inflation w
ill put 

pressure on The Fed to raise interest rates. 
 

•
W

hen the spot exchange rate is higher than the forw
ard 

exchange rate, the dollar is expected to strengthen relative to 
the pound in the com

ing year. 
 

•
Currency devaluation occurs in a fixed-exchange rate system

 
like China, w

hen the governm
ent changes the exchange rate 

of its currency.  
•

Currency depreciation occurs w
hen a country allow

s its 
currency to m

ove according w
ith the currency exchange 

m
arket, and the country’s currency loses value. 



W
hat are options? 

W
hat are forw

ards contracts? 
W

hat is hedging? 

W
hat is a derivative? 

O
ptions and Derivatives: Basic 

O
ptions and Derivatives: Basic  

O
ptions and Derivatives: Basic  

O
ptions and Derivatives: Basic  



•
Call O

ption: Gives the holder the right to purchase an asset for 
a specified exercise price on or before a specified expiration 
date, but does not force them

 to do so. 
–

If you sell a call option and the value of the asset drops 
below

 the exercise price (the price the option holder can 
buy the asset at) then the option is w

orthless (since they 
could buy the asset on the open m

arket for a low
er price) 

and you w
ould profit the am

ount you sold the option for. 
•

Put O
ption: Gives the holder the right to sell an asset for a 

specified exercise price on or before a specified expiration 
date, but does not force them

 to do so. 
–

If you sell a put option and the value of the asset rises 
above the exercise price (the price the option holder can 
sell the asset at) then the option is w

orthless (since they 
could sell the asset on the open m

arket for a higher price) 
and you w

ould profit the am
ount you sold the option for. 

 

•
A derivative is a type of investm

ent that derives its value from
 

the value of other assets like stocks, bonds, com
m

odity prices 
or m

arket index values.  
•

Som
e derivates are:  

–
Futures contracts 

–
Forw

ards contracts 
–

Calls 
–

Puts 
 

•
Forw

ards are an agreem
ent that calls for future delivery of an 

asset at an agreed-upon price. 
•

These are sim
ilar to forw

ard currency exchange contracts, and 
are used in a sim

ilar fashion, but are typically contracts for 
goods rather than foreign currencies. 

•
N

o m
oney is changed initially. They are designed to protect 

each party from
 future price fluctuations. 

 

•
Hedging is a strategy used by an investor or a com

pany to try 
and m

itigate the risks on an investm
ent.  

•
This usually involves investing in derivative products w

hich 
w

ill be profitable if the m
arket m

oves in the opposite 
direction the investor expects.  

•
It usually low

ers the upside potential return of an investm
ent, 

but also provides dow
nside protection. 

 



W
hat is the m

ain difference betw
een futures 

contracts and forw
ard contracts? 

If an option is “in the m
oney” w

hat does that 
m

ean? 
W

hat factors influence the price of an option? 

W
hat are futures contracts? 

O
ptions and Derivatives: Basic  

O
ptions and Derivatives: Interm

ediate  

O
ptions and Derivatives: Basic  

O
ptions and Derivatives: Interm

ediate  



•
There are a few

 slight differences betw
een futures and 

forw
ards.  

•
Futures are traded on exchanges and forw

ards are traded 
over-the-counter. 

•
Futures are highly standardized, w

hich allow
s them

 to be 
traded on exchanges.  

•
Forw

ards are privately negotiated and can be custom
ized and 

can also be changed after the contract has been agreed upon, 
as long as both parties agree. 
 

•
Futures contracts are alm

ost the sam
e as forw

ards contracts, 
except for the fact that they are strictly defined am

ounts of 
very certain products w

hich are traded publicly.  

•
An option is “in the m

oney” w
hen exercising the option w

ill 
result in a profit. 

•
A call option is in the m

oney w
hen its exercise price is below

 
the m

arket price since an investor can purchase the asset at 
the exercise price and instantly sell it at the m

arket price. 
•

A put option is in the m
oney w

hen its exercise price is above 
the m

arket price since an investor can buy the asset at the 
m

arket price and instantly sell it at the exercise price. 

•
Factors include current stock price, exercise price, the 
volatility of the stock, tim

e to expiration, interest rate and the 
dividend rate of the stock.  

•
Below

 is a chart of how
 these factors influence the price of an 

option. 
•

There are m
any option pricing calculators you can play w

ith 
online to see how

 each variable affects the price.  
  

** See the full technical interview
 guide for m

uch m
ore 

inform
ation on answ

ering this question 
 



Say I hold a put option on M
icrosoft stock w

ith 
an exercise price of $60, the expiration date is 
today, and M

icrosoft is trading at $50. About 
how

 m
uch is m

y put w
orth and w

hy? 

All else being equal, w
hich w

ould be m
ore 

valuable: a Decem
ber call option for Apple or a 

January call option for Apple? 

All else being equal, w
hich w

ould be less 
valuable: a Decem

ber put option on a sm
all cap 

tech stock or a Decem
ber put option on a large 

cap healthcare stock? 

W
hat are sw

aps? 

O
ptions and Derivatives: Interm

ediate  

O
ptions and Derivatives: Advanced  

O
ptions and Derivatives: Interm

ediate  

O
ptions and Derivatives: Advanced  



•
This put is w

orth $10.  
•

The put gives you the option to sell the shares at $60 and you 
can currently buy them

 in the open m
arket at $50.  

•
You w

ould buy shares of M
icrosoft at $50 per share and 

instantaneously sell them
 for $60, therefore m

aking a profit of 
$10 per share. 
 

•
A sw

ap is an agreem
ent to exchange future cash flow

s for a 
period of tim

e. This can be a sw
ap of interest rates, currency 

exchange rates, etc.  
•

Sw
aps can benefit both com

panies if one has access to a 
low

er floating rate, and one has access to a low
er fixed rate, 

and each desires the rate the other com
pany has access to. 

 

•
The January option w

ould be m
ore valuable since the later an 

option’s expiration date, the m
ore valuable the option. 

 

•
The put option on the healthcare stock w

ould usually be less 
valuable due to the fact that the healthcare industry and large 
cap stocks are usually less volatile than sm

all tech stocks.  
•

The m
ore volatile the underlying asset, the m

ore valuable the 
option on the stock. 
 



W
hat is the Black-Scholes M

odel 

W
hat are som

e reasons tw
o com

panies w
ould 

not w
ant to m

erge? 
W

hat are som
e reasons that tw

o com
panies 

w
ould w

ant to m
erge? 

W
hy do interest rates m

atter w
hen figuring the 

price of options? 

O
ptions and Derivatives: Advanced  

M
ergers and Acquisitions: Basic  

O
ptions and Derivatives: Advanced  

M
ergers and Acquisitions: Basic  



•
The Black-Scholes m

odel is one w
ay to value asset options 

(puts and calls) 
•

Them
 m

odel contains a num
ber of equations and variables 

and is quite com
plicated 

     
** See the full technical interview

 guide for m
uch m

ore 
inform

ation on answ
ering this question 

 

•
Interest rates m

atter due to net present value 
•

Higher interest rates low
er the value of the options because 

the present value of that option w
ill be low

er 

•
The “synergies” they are looking to gain through the m

erger 
sim

ply w
ill not occur. 

•
The m

erger is m
ore about the m

anagem
ent team

’s ego and 
grow

ing the business in order to gain the m
arketability and 

m
edia attention associated w

ith a m
erger. 

•
Investm

ent banking fees associated w
ith going through a 

m
erger. 

•
Synergies 

•
N

ew
 m

arket presence 
•

Consolidate operations 
•

Gain brand recognition 
•

Grow
 in size (econom

ies of scale, econom
ies of scope) 

•
Vertical or horizontal integration 

•
Taxation 

•
Diversification of product offerings 

•
Gain different assets 

•
M

anagem
ent ego 



W
hat is the difference betw

een a strategic 
buyer and a financial buyer?  

Can you nam
e tw

o com
panies that you think 

should m
erge? 

W
hich w

ill norm
ally pay a higher price for a 

com
pany, a strategic buyer or a financial buyer?  

W
hat are synergies? 

M
ergers and Acquisitions: Basic  

M
ergers and Acquisitions: Basic  

M
ergers and Acquisitions: Basic  

M
ergers and Acquisitions: Interm

ediate  



•
Strategic buyer: A corporation that w

ants to acquire another 
com

pany for strategic business reasons such as synergies, 
grow

th potential, etc. An exam
ple of this w

ould be an 
autom

obile m
aker purchasing an auto parts supplier in order 

to gain m
ore control of their CO

GS and keep costs dow
n.  

•
Financial buyer: A group looking to acquire another com

pany 
purely as a financial investm

ent. An exam
ple is a private 

equity fund doing a leveraged buyout of the com
pany.  

•
Synergies are the im

provem
ents that result from

 the 
com

bination of tw
o com

panies.  The idea is that the one 
com

bined com
pany can generate a higher EPS than the tw

o 
standalone businesses. 

•
The value of the com

bined com
pany w

ill be greater than 
sim

ply adding the tw
o together.  

•
Synergies can result for m

any reasons including cost cuts due 
to reduction in redundant m

anagem
ent, em

ployees, offices, 
etc.  There are also som

etim
es revenue synergies due to the 

ability to raise prices because of reduced com
petition, cross-

m
arketing, econom

ies of scale, etc.  

•
This is another question testing your aw

areness of w
hat is 

going on in the m
arkets.  There is no right or w

rong answ
er to 

this question, just have tw
o com

panies you believe w
ould 

benefit from
 m

erging, and have a w
ell form

ulated reason 
behind the m

erger (think synergies, gain foothold in a new
 

m
arket, consolidation of operations, or brand recognition).  

•
The im

portant part of your answ
er to this question is that the 

tw
o com

panies you choose m
ake sense as a com

bined entity, 
and you have several logical reasons w

hy.  

•
A strategic buyer w

ill norm
ally pay a higher price.  

•
This is due to their w

illingness to pay a prem
ium

 to potentially 
gain the synergies of low

ering costs, im
proving their existing 

business and/or revenue synergies.   
•

The financial buyer typically looks at the com
pany purely in 

term
s of returns on a standalone basis unless they have other 

com
panies in their portfolio that could significantly im

prove 
operations of the target.  



W
hat is the difference betw

een shares 
outstanding and fully diluted shares? 

W
hat is a cash offer? 

How
 do you calculate the num

ber of fully 
diluted shares? 

W
hat is a stock sw

ap? 

M
ergers and Acquisitions: Interm

ediate  

M
ergers and Acquisitions: Interm

ediate  

M
ergers and Acquisitions: Interm

ediate  

M
ergers and Acquisitions: Interm

ediate  



•
Shares outstanding represent the actual num

ber of shares of 
com

m
on stock that have been issued as of the current date.  

•
Fully diluted shares are the num

ber of shares that w
ould be 

outstanding if all “in the m
oney” options w

ere exercised.  

•
A stock sw

ap is w
hen the acquired com

pany agrees to be paid 
in stock of the new

 com
pany because they believe in the 

potential for success in the m
erger.  

•
Stock sw

aps are m
ore likely to occur w

hen the stock m
arket is 

perform
ing w

ell and the stock price of the acquiring firm
 is 

relatively high, giving them
 som

ething of high value to 
purchase the com

pany w
ith.  

•
A cash offer is paym

ent for the ow
nership of a corporation in 

cash.  
•

The m
ost com

m
on w

ay of calculating the num
ber of fully 

diluted shares is the treasury stock m
ethod.  

•
This m

ethod involves finding the num
ber of current shares 

outstanding, adding the num
ber of options and w

arrants that 
are currently “in the m

oney” and then subtracting the 
num

ber of shares that could be repurchased using the 
proceeds from

 the exercising of the options and w
arrants.  



W
hy pay in stock versus cash? 

Describe a recent M
&

A transaction you have 
read about? 

W
hat is a tender offer? 

W
ould I be able to purchase a com

pany at its 
current stock price? 

M
ergers and Acquisitions: Interm

ediate  

M
ergers and Acquisitions: Interm

ediate  

M
ergers and Acquisitions: Interm

ediate  

M
ergers and Acquisitions: Interm

ediate  



•
If a com

pany pays in cash, those receiving cash w
ill need to 

pay taxes on the am
ount received.  

•
If the ow

ners of the com
pany being acquired w

ant to be a 
part of the new

 com
pany, they m

ay prefer to gain stock if they 
believe the new

 com
pany w

ill perform
 w

ell and the stock w
ill 

increase in value.  
•

Current m
arket perform

ance m
ay also affect the stock/cash 

decision. If the m
arket is perform

ing poorly, or is highly 
volatile, the com

pany being acquired m
ay prefer cash for the 

stability it provides. 
 

•
Due to the fact that purchasing a m

ajority stake in a com
pany 

w
ill require paying a control prem

ium
, m

ost of the tim
e a 

buyer w
ould not be able to sim

ply purchase a com
pany at its 

current stock price. 
 

•
This is sim

ilar to the recent IPO
 question.  

•
It is sim

ply to see your general interest in the m
arkets.  

•
Look in The W

all Street Journal, Financial Tim
es or 

dealbook.blogs.nytim
es.com

 to get inform
ation about recent 

M
&

A transactions.  
•

Know
 the com

panies involved, the price and m
ultiples paid, 

w
hether it w

as a m
erger or an acquisition, and the banks 

w
orking on the deal.  

•
Also know

 the prim
ary reasons behind the M

&
A transaction. 

 

•
A tender offer occurs during a takeover, w

hen the acquirer 
offers to purchase the shareholders’ shares of a com

pany, 
usually at a higher price than the m

arket price in an attem
pt 

to gain controlling interest of a com
pany.  

•
Som

e tender offers m
ay be hostile. In a hostile tender offer 

Com
pany A w

ants to acquire Com
pany B, but B refuses. 

Com
pany A therefore issues a tender offering. W

hen this 
occurs, Com

pany A w
ill run advertisem

ents in new
spapers to 

buy stock of B at a price usually w
ell above the m

arket price. 
For exam

ple, Com
pany A w

ill offer to pay $30 for shares 
currently trading at $15 in an attem

pt to gain ow
nership of 

m
ore than 50%

 of the stock and take ow
nership of the 

business as a w
hole. 

 



W
hat is the difference betw

een an accretive 
m

erger and a dilutive m
erger, and how

 w
ould 

you go about figuring out if a m
erger is in fact 

accretive or dilutive? 

W
hat is the treasury stock m

ethod? 

Com
pany A is considering acquiring Com

pany 
B. Com

pany A’s P/E ratio is 50 tim
es earnings, 

w
hereas Com

pany B’s P/E ratio is 20 tim
es 

earnings. After Com
pany A acquires Com

pany 
B, w

ill Com
pany A’s earnings per share rise, fall, 

or stay the sam
e? 

If Com
pany A purchases Com

pany B, w
hat w

ill 
the com

bined com
pany’s balance sheet look 

like? 

M
ergers and Acquisitions: Interm

ediate  

M
ergers and Acquisitions: Advanced  

M
ergers and Acquisitions: Advanced  

M
ergers and Acquisitions: Advanced  



•
If Com

pany A’s EPS Pre-Deal > Com
pany A’s EPS Post-Deal, the 

deal is dilutive. 
•

If Com
pany A’s EPS Pre-Deal < Com

pany A’s EPS Post-Deal, the 
deal is accretive. 

•
A quick and easy w

ay to figure out w
hether or not a deal w

ill 
be accretive or dilutive is to use P/E ratios of the firm

s in the 
transaction. If Com

pany A has a higher P/E ratio than 
Com

pany B, the m
erger w

ill be accretive, and vice versa. This 
is because the acquirer w

ill pay less per dollar of earnings for 
the target. 
  

** See the full technical interview
 guide for m

uch m
ore 

inform
ation on answ

ering this question 
 

•
The new

 balance sheet w
ill sim

ply be the sum
 of the tw

o 
com

pany’s balance sheets plus the addition of “goodw
ill” 

w
hich w

ould be an intangible asset to account for any 
prem

ium
 paid on top of Com

pany B’s actual assets. 
 

•
The Treasury Stock M

ethod is a w
ay of estim

ating the effects 
of em

ployee stock options as w
ell as convertible debt and 

preferred stock to calculate the num
ber of “fully diluted 

shares outstanding” 
•

It is m
ainly used to estim

ate diluted EPS num
bers 

•
First you m

ust assum
e those holding options that are in the 

m
oney w

ill exercise them
 

•
Also assum

e that all the proceeds generated from
 the 

exercising of the options w
ill be used to repurchase the 

com
pany’s stock at the current price 

 
** See the full technical interview

 guide for m
uch m

ore 
inform

ation on answ
ering this question 

 

•
Since the P/E of the firm

 doing the purchasing is higher than 
the firm

 it is purchasing, the new
 com

pany’s EPS w
ill be 

higher, therefore creating an accretive m
erger. 

 



You are advising a client in the potential sale of 
the com

pany. W
ho w

ould you expect to pay 
m

ore for the com
pany: a com

petitor, or an 
LBO

 fund? 

How
 could a firm

 increase the returns on an 
LBO

 acquisition? 
W

hat is a leveraged buyout? How
 is it different 

from
 a m

erger? 

Are m
ost m

ergers stock sw
aps or cash 

transactions and w
hy? 

M
ergers and Acquisitions: Advanced  

M
ergers and Acquisitions: Advanced  

M
ergers and Acquisitions: Advanced  

M
ergers and Acquisitions: Advanced  



•
You w

ould expect a com
petitor w

ho is a strategic buyer to pay 
m

ore for the given com
pany.  

•
This is due to the fact that strategic buyers w

ould derive 
additional benefits (synergies) and therefore higher cash flow

s 
from

 the purchase than w
ould an LBO

 fund w
hich is 

traditionally a financial buyer. 
 

•
This varies. 

•
In strong m

arkets m
any m

ergers are stock sw
aps m

ainly 
because the prices of com

pany stock are so high, as w
ell as 

the fact that the current ow
ners m

ay desire stock in the new
 

com
pany, anticipating further grow

th in a strong m
arket. 

 

•
In order to increase a Private Equity fund’s return on an LBO

 
investm

ent, there are a num
ber of drivers that can be 

changed. 
–

The m
ost obvious w

ay to increase a potential return is to 
increase the sale price w

hen the firm
 m

onetizes its 
investm

ent. 
–

In m
odeling the returns, you could also increase your 

projections for the acquired com
panies earnings and cash 

flow
s. 

–
The firm

 could also negotiate a low
er purchase price, 

w
hich w

ould have the sim
ilar effect as raising the selling 

price. 
–

Finally, the private equity firm
 could increase the am

ount 
of leverage or debt on the deal. The higher the leverage, 
the higher the return all else equal. How

ever, increasing 
the leverage puts m

ore financial stress on the com
pany 

being acquired and increases the bankruptcy risk. 
 

•
An LBO

 is w
hen a group, usually a private equity firm

, 
purchases a com

pany using a relatively high am
ount of 

financial leverage, m
eaning the purchase is financed using 

m
ostly debt, w

ith a relatively low
 equity investm

ent.  Ideally, 
the com

pany then pays off the debt over the investm
ent 

horizon using the cash flow
 from

 the business. O
ver the 

course of the investm
ent, the capital structure changes from

 a 
high percentage of debt to a high percentage of equity. 
  

** See page 76 of the full technical interview
 guide for m

uch 
m

ore inform
ation on answ

ering this question 
 



In a leveraged buyout, w
hat w

ould be the 
ideal am

ount of leverage to put on a 
com

pany? 

W
hat are som

e defensive tactics that a target 
firm

 m
ay em

ploy to block a hostile takeover? 
W

hat are the three types of m
ergers and w

hat 
are the benefits of each? 

W
hat m

akes a com
pany an attractive target for 

a leveraged buyout? 

M
ergers and Acquisitions: Advanced  

M
ergers and Acquisitions: Advanced  

M
ergers and Acquisitions: Advanced  

M
ergers and Acquisitions: Advanced  



•
In order to m

axim
ize returns, you w

ould like to finance the 
deal w

ith the least am
ount of equity possible. 

•
How

ever, there is a fine line to w
alk betw

een m
axim

izing 
returns and putting the com

pany into financial distress due to 
the level of debt the com

pany has in its capital structure. 
 

•
M

ost im
portantly, an LBO

 needs to have a steady stream
 of 

cash flow
s so they are able to pay dow

n the debt used to 
purchase the business. 

•
This m

eans the com
pany should be at the low

er end of the 
risk spectrum

, have lim
ited need for additional capital 

expenditures, and preferably be in a relatively stable industry. 
•

A good candidate should also have a strong m
anagem

ent 
team

 (unless the Private Equity firm
 intends to replace them

), 
the ability to reduce its cost structure and a solid asset base 
that can be used as collateral. 
 

•
A poison pill shareholder rights plan gives existing 
shareholders the right to purchase m

ore shares at a discount 
in the event of a takeover, m

aking the takeover less attractive 
by diluting the acquirer. 

•
A Pac-M

an defense is w
hen the com

pany w
hich is the target 

of the hostile takeover turns around and tries to acquire the 
firm

 that originally attem
pted the hostile takeover. 

•
A w

hite knight is a com
pany w

hich com
es in w

ith a friendly 
takeover offer to the target com

pany w
hich is being targeted 

in a hostile takeover.  

•
The three types of m

ergers are horizontal, vertical and 
conglom

erate.  
•

A horizontal m
erger is a m

erger w
ith a com

petitor and w
ill 

ideally result in synergies.  
•

A vertical m
erger is a m

erger w
ith a supplier or distributor and 

w
ill ideally result in cost cutting.   

•
A conglom

erate m
erger is a m

erger w
ith a com

pany in a 
com

pletely unrelated business and is m
ost likely done for 

m
arket or product expansions, or to diversify its product 

platform
 and reduce risk exposure. 

 



W
hat are som

e recent trends in investm
ent 

banking? 

W
hat is a hedge fund? 

W
hat is an institutional investor? 

If you w
orked in the finance division of a 

com
pany, how

 w
ould you decide w

hether or 
not to invest in a project? 

O
ther 

O
ther 

O
ther 

O
ther 



•
Consolidation: Banks being acquired by other banks. 
JPM

organ buying Bear Stearns, Barclays buying part of 
Lehm

an Brothers. 
•

Capital Infusions: Buffett investing in Goldm
an Sachs, 

M
itsubishi investing in M

organ Stanley, TARP 
•

Global Expansion: Firm
s looking to expand into other, fast 

grow
ing nations 

•
Technology: High technology is being used to execute trades, 
and distribute inform

ation m
ore quickly 

 

•
In order to decide, you w

ill determ
ine the IRR of the project.  

•
The IRR is the discount rate w

hich w
ill return an N

PV of 0 of all 
cash flow

s.  
•

If the IRR of the project is higher than the current cost of 
capital for the project, then you w

ould w
ant to invest in the 

project. 
 

•
A hedge fund is a loosely regulated investm

ent pool.  
•

Generally speaking, they are only open to high net w
orth 

individuals or institutional investors since they are lim
ited to 

100 or 500 investors.  
•

They use m
any strategies to hedge against risk w

ith the goal 
of m

aking a profit in any m
arket environm

ent.  
•

O
ftentim

es these funds take on high risk and are highly 
leveraged to give their clients the potential for higher returns.  

•
They have m

uch m
ore latitude in the types of securities they 

can invest in because they are typically not restricted by m
ost 

of regulations that other m
utual funds m

ust follow
. 

•
An institutional investor is an organization that pools together 
large sum

s of m
oney and puts that m

oney to use in other 
investm

ents.  
•

Som
e exam

ples of institutional investors are investm
ent 

banks, insurance com
panies, retirem

ent funds, pension funds, 
hedge funds, m

utual funds and m
ulti-fam

ily offices.  
•

They act as specialized investors w
ho invest on behalf of their 

clients. 
 



W
hat is arbitrage? 

Tw
o boats are going tow

ards each other at 10 
m

iles per hour. They are 5 m
iles apart. How

 
long until they hit? 

W
hat’s 17 squared? W

hat’s 18x22? 

W
hat is securitization? 

O
ther 

Brainteasers 

O
ther 

Brainteasers 



•
Arbitrage is the instantaneous buying and selling of tw

o 
related assets in order to capture a guaranteed profit from

 the 
trade. 

•
This occurs w

hen tw
o assets are inaccurately priced by the 

m
arkets and since m

arkets today are so fast, usually only 
traders w

ith sophisticated com
puter softw

are can really scan 
the investm

ent com
m

unity, identify, and take advantage of 
arbitrage opportunities since they often only exist for a m

atter 
of seconds. 

•
Securitization is w

hen an issuer bundles together a group of 
assets and creates a new

 financial instrum
ent by com

bining 
those assets and reselling them

 in different tiers called 
traunches.  

•
O

ne of the reasons for the recession has been the m
ortgage-

backed securities m
arket w

hich is m
ade up of securitized 

pools of m
ortgages. 

 

•
Be careful here.  

•
The initial instinct is to say half an hour.  

•
How

ever, both boats are m
oving at 10 m

iles per hour, so they 
are converging at 20 m

iles per hour, m
eaning they w

ill crash in 
¼ of an hour, or 15 m

inutes. 
 

•
Don’t w

orry; they w
ant to know

 how
 you w

ill handle this 
question and it is not difficult if you think about it the correct 
w

ay. 
•

Think 17x10 plus 17x7. Break 17x7 dow
n into 10x7 and 7x7. 

This gives you 170+70+49, w
hich gives you 289. W

hatever you 
do don’t panic and practice these types of questions.  

•
Sam

e idea applies to 18x22, break it dow
n. Do 18x20 + 18x2. 

Easy, 360 + 36=396. 
•

As far as brainteasers go, this is a rather com
m

on one. 
 



A driver is going to drive 100 m
iles. If they 

drive the first 50 m
iles at 50 m

iles per hour, 
how

 fast do they have to drive the second to 
average 100 m

iles per hour for the entire run? 

If you w
ere going to build a building in a city, 

and had no physical restraints, no capital 
restraints, nothing, how

 tall w
ould you build 

it? 

How
 m

any gas stations are in the U
nited 

States? 

How
 m

any N
YSE-listed com

panies have 1 letter 
ticker sym

bols? 

Brainteasers 

Brainteasers 

Brainteasers 

Brainteasers 



•
M

ost people think “oh, w
ell if they drive the second leg at 150 

m
iles per hour they w

ill average 100 m
iles per hour.” 

•
This is W

RO
N

G! Think about it for a second. They w
ent the 

first 50 m
iles at 50 M

PH, w
hich m

eans they drove for an hour. 
They w

ant to drive the entire 100 m
iles at an average of 100 

M
PH, w

hich m
eans they w

ould have to drive the entire 100 
m

iles in only 1 hour. Since they have already been driving for 
an hour, it is im

possible to average 100 M
PH! 

•
There are TO

N
S of variations on this question. If you get it, 

m
ake sure you put on a good show

 and act like you don’t 
know

 the answ
er right aw

ay; otherw
ise you w

ill get no credit. 
 

•
26, actually 24 because I &

 M
 are saved for Intel and M

icrosoft 
in case they change their m

inds. 

•
There is no right or w

rong answ
er. 

•
They are not looking for an actual height in feet, but m

ore 
w

hat kind of things you w
ould think about in determ

ining the 
height. 

•
Som

e things to think about: 
–

M
easuring the dem

and for space in a new
 building 

–
How

 high people w
ould be w

illing to purchase space due 
to safety concerns 

–
How

 m
uch you can sell the space for in com

parison w
ith 

how
 m

uch it costs to m
aintain 

–
How

 m
uch the dem

and for the space w
ill grow

 over the life 
of the building, so how

 m
uch extra space should you build 

into the design 
 

•
W

ith a question like this, the interview
er is looking at your 

thought process, not that you can actually figure out how
 

m
any gas stations are in the U.S.  

•
The easiest w

ay to go about answ
ering a question like this is 

to start sm
all and w

ork your w
ay out. Think about your tow

n. 
Say your tow

n has 30,000 people, and you have 5 gas stations 
serving that area. The U

nited States has approxim
ately 300 

m
illion people, so that m

eans there are 10,000 “tow
ns” in the 

U
nited States, and 50,000 gas stations.  

•
You then w

ant to m
ake adjustm

ents. For exam
ple. Say assum

e 
that a quarter of the population lives in larger cities w

here 
there is only 1 gas station per 30,000 people. So you have 
7,500 tow

ns w
ith 5 gas stations and 2,500 “tow

ns” w
ith only 

1. Do a little m
ental m

ath, and you get a num
ber of 40,000 

gas stations in the U.S.   
 



You have a five gallon container and a three 
gallon container w

ith no m
arkings. You are 

standing next to a hose. M
easure exactly tw

o 
gallons of w

ater.  

A stock is trading at 10 and 1/16. There are 1 
m

illion shares outstanding. W
hat is the stock’s 

M
arket Cap? 

How
 m

any degrees are there betw
een a clock’s 

tw
o hands w

hen the clock reads 3:15? 

You are late for a pitch w
ith the CEO

 of a com
pany in the 

Tow
n of Truth. You are speeding dow

n a road that suddenly 
forks, and there are no signs. You know

 that one w
ay leads to 

the Tow
n of Truth w

here everyone tells the truth and the 
other w

ay leads to the Tow
n of Lies w

here everyone tells lies. 
There is a guy standing there at the crossroads and you don’t 

know
 w

hich tow
n he’s from

. You only have tim
e to ask him

 
one question…

. So w
hat do you ask him

? Brainteasers 

Brainteasers  

Brainteasers  

Brainteasers  



•
This is one of the m

ore com
m

on brainteasers. If you are sm
art 

and w
ant to look good, you should sit there and “ponder” the 

answ
er for a few

 seconds, like you are w
orking it out in your 

head, not that you sim
ply m

em
orized the answ

er. There are 
also other versions of this question, so don’t just hear “you 
have a five gallon container...” and assum

e it’s this answ
er. 

•
You first fill the 5 gallon container then dum

p it into the 3 
gallon container, leaving you w

ith 2 gallons in the 5 gallon 
container. 
 

•
The key to this question is to ask a question to w

hich both 
guys w

ould point the sam
e direction.  

•
You could ask them

 to point to w
hich tow

n they are from
 (in 

w
hich case they w

ould both point to the tow
n of truth). 

 

•
This is just a test of your m

ental m
ath.  

•
If a fourth is .25, an eight is .125, and a sixteenth is .0625.  

•
The stock price is 10.0625 and the M

arket Cap is 10.0625 
m

illion. 

•
The quick thought w

ould be 90 degrees, but it isn’t. If the 
clock is 360 degrees, the m

inute hand w
ill be exactly at the 90 

degree m
ark.  

•
The hour hand w

ill be ¼
 of the w

ay betw
een the 3 and the 4. 

Since there are 12 num
bers the 3 and the 4 are 30 degrees 

apart, m
aking the hour hand 7.5 degrees beyond the 3, and 

7.5 degrees from
 the m

inute hand. 
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