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Overview & Key Rules of Thumb 

This guide contains a mix of accounting-related topics that don’t fit into the other technical 

guides. 

These topics are all more advanced and, therefore, less likely to come up in interviews. 

You’re more likely to get these types of questions if you’ve had significant experience in 

investment banking or other finance roles, or you’re in a region where a certain topic is 

important. 

For example, in many continental European countries, bankers like to test your knowledge of 

consolidation accounting – how a parent company records the acquisition of a majority or 

minority stake in a subsidiary – so the section on Noncontrolling Interests and Equity 

Investments is more important there. 

On the other hand, the section on LIFO vs. FIFO for COGS is irrelevant in Europe because only 

firms that follow U.S. GAAP can choose between these methods. 

All these topics are less important than the core subjects: Basic Accounting, Equity Value and 

Enterprise Value, Valuation and DCF Analysis, and Merger Models and LBO Models. 

That said, we did want to explain these topics and provide interview questions and answers in 

case you have more experience. 

 

Key Rule #2: LIFO vs. FIFO for Inventory (U.S. Only) 

NOTE: This section is only relevant if you’re in the U.S. because the accounting methods 

described here are not available in most other countries. 

In the earlier accounting lessons and guides, we assumed that a decrease in Inventory always 

corresponded to an increase in COGS. 

For example, if a company had previously purchased $100 of widgets, and then it sold those 

widgets for $200, we recorded $200 in revenue and $100 in COGS and reduced Inventory by 

$100. 

For simple examples over short time frames, that assumption is fine. 

But over longer time frames, that method creates problems because the price of the 

Inventory may change. 
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For example, maybe this company has ordered 100 units of Inventory over a year. Initially, each 

unit cost $10, but by the end of the year, the price had increased to $20 each. 

If the company records the sale of 10 units, what should it record for COGS: 10 * $20, or 10 * 

$10? 

If the company records 10 * $10, it’s called FIFO (First In, First Out), and if it records 10 * $20, 

it’s called LIFO (Last In, First Out). 

With FIFO, the company reflects what it originally cost to purchase these units; with LIFO, the 

company reflects the current price of these units. 

Under IFRS, only FIFO is allowed. 

But under U.S. GAAP, companies can use LIFO, FIFO, or an “average” method that blends them. 

Each method has advantages and disadvantages and affects Net Income, Inventory, COGS, and 

Cash Flow differently. 

Here’s a simple example of what might happen if a company has ordered 40 Inventory units 

over a year, and the unit costs have increased from $10 to $20 in that time: 

 

Under LIFO, we record $120 + $150 + $170 + $200 = $640 for Cost of Goods Sold (COGS). 

Under FIFO, we record $100 + $120 + $150 + $170 = $540 for Cost of Goods Sold (COGS). 
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COGS is higher under LIFO and 

lower under FIFO. 

That means that Pre-Tax 

Income and Net Income are 

lower under LIFO and higher 

under FIFO. 

…But remember that these 

relationships hold only if 

Inventory costs have been 

increasing over time. 

On the Balance Sheet, we always record the same number for Inventory Purchases ($640), so 

the Inventory line item increases by the same amount. 

But this Inventory line item decreases based on COGS, so the Ending Inventory balance differs 

depending on the method used: 

Under LIFO, the Ending 

Inventory balance stays 

the same, but under 

FIFO, the Ending 

Inventory balance is 

higher. 

Cash flow will be higher under LIFO because the “Change in Inventory” on the CFS will be $0, 

and Net Income is $60 with the assumptions above. 

Under FIFO, the “Change in Inventory” will be negative $100, and Net Income will be $120 

rather than $60. 

As a result, Cash Flow under LIFO will be higher by $40. 

If we assumed falling Inventory costs instead, everything would reverse: Cash Flow would be 

higher under FIFO, and Net Income and the ending Inventory would be higher under LIFO. 

The Significance of LIFO vs. FIFO in Financial Models 

If you’re comparing companies in the same industry, and some companies use LIFO, while 

others use FIFO, you might have to adjust the financial statements. 

http://breakingintowallstreet.com/biws/course/financial-modeling-fundamentals-new/


 

Access the Rest of the Fundamentals Course 

 

5 of 55 http://breakingintowallstreet.com 

A company using FIFO doesn’t necessarily have “higher margins” – it might just be recording 

lower COGS than a company using LIFO because Inventory costs have been increasing. 

But most companies don’t disclose enough information to make these adjustments; you’ll 

rarely see disclosures for units sold and average unit prices in public filings. 

So, you might have to make much rougher adjustments and apply an industry average or 

median to determine companies’ true gross margins. 

Return to Top. 

 

Key Rule #3: Operating Leases vs. Capital Leases 

NOTE: Under both IFRS and U.S. GAAP, the distinction between operating leases and capital 

leases is going away. All, or most, leases will be shown on the Balance Sheet in the future. 

It’s still good to know the difference, but as a result of this convergence, we will keep this 

section short. 

Just as a company can record the cost of Inventory in different ways, it can also lease 

equipment and buildings in different ways. 

The main options are operating leases and capital leases, also known as finance leases. 

With operating leases, the company does not own the building or equipment it is leasing: It 

rents it, and when the term is up, the equipment or building goes back to the owner. 

The main expense – Rent – shows up on the company’s Income Statement as an Operating 

Expense during the lease term. 

Nothing shows up on the Balance Sheet even if the company has signed a 5-year or 10-year 

agreement with fixed Rent each year. 

You should see the problem with that: A contract that requires the company to pay a fixed 

amount for 2, 3, 5, or 10 years should be considered a Liability on the Balance Sheet. 

Some companies use capital leases instead: The leased buildings or equipment show up as 

Assets on the Balance Sheet, the leases show up as Debt on the Liabilities & Equity side of the 

BS, and there are Depreciation and Interest rather than Rent on the Income Statement. 

These capital leases may also have principal repayments on the Cash Flow Statement. 
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A capital lease is similar to a company purchasing equipment or buildings with Debt and then 

paying off that Debt over time. 

The trade-offs of operating leases vs. capital leases are the same as the trade-offs of renting vs. 

buying a home: It’s usually cheaper to rent, but you lose out on the possibility of capital gains. 

So, if a company wants to spend less and reduce the risk of owning obsolete equipment or 

buildings in the future, it might use operating leases. 

But if the company wants that ownership option, it’s more likely to use capital leases. 

Here’s how these lease types compare on the Income Statement: 

 

As shown above, you can compare companies using different lease types by using metrics such 

as EBITDAR that add back the Rental Expense. 

EBITDAR excludes Depreciation, Interest, AND Rent, so the lease types are irrelevant. 
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You could also “convert” operating leases into capital leases by calculating the Present Value of 

an operating lease’s future payments (with a discount rate linked to the interest rate on a 

similar Debt issuance). 

But no one does that in real life. The most common approach is to multiply the annual lease 

payments by 7x or 8x to capitalize the lease. 

Here’s an example for Avianca: 

 

Whenever we use a ratio that uses EBITDAR, we must include the value of the Capitalized 

Operating Leases in that ratio as well. 

For example, instead of using Enterprise Value in the EV / EBITDA multiple, we have to use 

(Enterprise Value + Capitalized Operating Leases) / EBITDAR. 

For metrics like Debt / EBITDA and EBITDA / Interest, we must add the Capitalized Operating 

Leases to Debt and add Rent to the Interest Expense if we use EBITDAR rather than EBITDA: 
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This business with “converting” leases will soon be less relevant because both IFRS and U.S. 

GAAP are moving to eliminate the off-Balance Sheet treatment of leases. 

HOWEVER, you still need to know about operating leases because companies under both 

systems can still use operating lease treatment for short-term (< 12-month) leases. 

Also, not all companies will convert their leases overnight; especially in countries that follow 

local GAAP rather than IFRS or U.S. GAAP, operating vs. capital leases will persist. 

Here’s a summary of the differences on the financial statements: 

 

And here’s how various key metrics and ratios might be affected: 
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The valuation impact is tough to determine. 

With capital leases, or with capitalized operating leases, you assume no lease-related expenses 

in the Free Cash Flow projections, so FCF would be higher. 

But at the end of the analysis, you have to subtract the capitalized leases when moving from 

Implied Enterprise Value to Implied Equity Value. 

If you used operating lease treatment instead, FCF would be lower because of the Rental 

Expense, but you wouldn’t subtract the leases when calculating Implied Equity Value at the end. 

Often, there isn’t much of a difference unless the leases have unusual terms, such as extremely 

high rent or interest. 

Return to Top. 

 

Key Rule #4: Trading vs. AFS vs. HTM Securities 

Just like there are different ways to account for leases and Inventory purchases, there are also 

different ways to account for a company’s investments. 

Even though investing in stocks, bonds, real estate, and other assets is not a part of most 

companies’ core businesses, they often do it when they have extra Cash and want to do 

something with it. 
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For example, if a company only needs $100 in Cash for its operations, but it has accumulated 

$250, it may take the extra $150 and start buying stocks and bonds with it. 

When that happens, the company must make a few decisions about how to treat these 

investments: 

• Decision #1: At what value should it list the investments on its Balance Sheet? Should it 

use historical cost (i.e., what the company originally paid for the investments)? Or 

should it list the investments’ current market value? 

 

• Decision #2: If the company sells the investments, how should it record the Realized 

Gains and Losses from that sale? For example, if the company buys shares in another 

company for $10.00 each and sells them for $15.00 each, where does that show up? 

 

• Decision #3: What about Dividends and Interest from these investments? Are they 

taxable? Do they appear on the Income Statement or just the Cash Flow Statement? 

 

• Decision #4: What about Unrealized Gains and Losses? For example, if Company A buys 

shares in Company B for $10.00, and Company B’s share price increases to $15.00, but 

Company A sells nothing, what happens? 

The answers to Decisions #2 and #3 are easy: You always show Dividends, Interest, and Realized 

Gains and Losses on the Income Statement for all types of investments. 

But Decisions #1 and #4 are trickier because the answers depend on the company’s intentions. 

If the company plans to hold these investments until they mature (e.g., 10 years for a 10-year 

bond), the accounting treatment differs from the treatment for shorter-term investments. 

And if the company plans to buy and sell these investments in the very short term, the 

treatment also differs. 

Finally, if the company purchases a significant stake in another company – such as 10%, 20%, or 

50%+ of it – the accounting treatment also differs, but we’ll explain that in the section below on 

Noncontrolling Interests and Equity Investments. 

Here’s a summary of the main accounting methods and classifications for investments: Trading, 

Available for Sale (AFS), and Held to Maturity (HTM): 
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As with the previous topics (LIFO vs. FIFO and Operating vs. Capital Leases), this one also differs 

a bit between U.S. GAAP and IFRS, and it may change in the future. 

Under IFRS 9, the IASB is changing the classification criteria and attempting to make it more 

“principle-based” and less discretionary. 

However, these changes are not that important because the accounting treatment of 

investments is still basically the same: Record an investment at fair market value or 

amortized cost. Then, record Unrealized Gains and Losses on the Income Statement, in 

Accumulated Other Comprehensive Income (AOCI) on the Balance Sheet, or not at all. 

Here are a few examples: 

Example #1: Company Purchases $100 of Trading Securities and Records an Unrealized Gain 

If Company A purchases 100 shares in Company B for $1.00 each, and it plans to sell them for a 

quick Gain, it should classify the shares as Trading Securities on the Balance Sheet. 

If Company B’s share price then increases to $1.10, Company A must record this Unrealized 

Gain on its Income Statement. 

It will also record a Realized Gain if it sells the Securities at this point, but that’s true of any 

investment. 

Here’s what happens on the statements, assuming a 40% tax rate: 

• Income Statement: Unrealized Gain of $10, so Pre-Tax Income is up by $10 and Net 

Income is up by $6. 

 

• Cash Flow Statement: Net Income is up by $6; you subtract the $10 Unrealized Gain 

since it’s non-cash, and Cash at the bottom is down by $4. 
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• Balance Sheet: Cash is down by $4, Short-Term Investments are up by $10, and the 

Assets side is up by $6. The L&E side is up by $6 due to the Retained Earnings increase. 

 

• Intuition: The company paid taxes on an Unrealized Gain. Those taxes reduced its Cash 

balance, but it hasn’t received any Cash because it hasn’t sold anything yet. 

Here’s a visual: 
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Example #2: Company Purchases $100 of AFS 

Securities and Records an Unrealized Gain 

In this scenario, Company A still purchases 100 

shares of Company B for $1.00 each, but it does 

not plan to sell those shares quickly. 

Therefore, it lists them as “Available for Sale” 

(AFS) Securities on its Balance Sheet. 

If Company B’s share price increases to $1.10, 

and Company A has not yet sold anything, here 

is what happens on the statements: 

• Income Statement: No changes. 

 

• Cash Flow Statement: No changes. 

 

• Balance Sheet: Long-Term Investments 

are up by $10, and Accumulated Other 

Comprehensive Income (AOCI) on the 

L&E side is also up by $10. 

Here’s what the Balance Sheet looks like: 

 

 

 

 

Example #3: Company Purchases $100 of Bonds in Another Company and Plans to Hold Them 

Until Maturity 

In this case, Company A buys $100 of Company B’s 10-year bonds and plans to hold them until 

the bonds mature in 10 years. 

As a result, it records these bonds as “Held-to-Maturity” (HTM) Securities on the Balance Sheet. 

After it does so, the fair market value of these bonds increases from $100 to $110. 

http://breakingintowallstreet.com/biws/course/financial-modeling-fundamentals-new/


 

Access the Rest of the Fundamentals Course 

 

15 of 55 http://breakingintowallstreet.com 

That might happen if prevailing interest rates on similar bonds decline – if Company B’s bonds 

have a coupon rate of 6%, and similar bonds now have coupon rates of 5%, investors will pay a 

premium for Company B’s bonds. 

When this happens, nothing changes. This counts as an Unrealized Gain, and you do not 

record Unrealized Gains on the financial statements for HTM Securities. 

If Company A were to sell these bonds for $110, then you would record a Realized Gain of $10 

on the Income Statement and make it flow through the rest of the statements. 

But you always record Realized Gains and Losses on the Income Statement for all types of 

investments; it’s the treatment of Unrealized Gains and Losses that differs significantly. 

What Does This Topic Mean for Financial Models? 

Not much. We’re covering this topic only because there’s a small chance you might get 

interview questions on it. 

In financial models, you almost always assume nothing for Gains and Losses on Investments. 

Even if the company purchases or sells investments over time, you rarely assume any changes 

in the fair market value of those investments. 

This topic is significantly mostly for commercial banks and insurance firms because investing is a 

core business activity for those companies, and a significant portion of their revenue may come 

from Interest and Dividends. 

A commercial bank or insurance firm’s Book Value of Equity may be “propped up” by 

Unrealized Gains from AFS Securities recorded within AOCI – so if you believe those Gains will 

disappear, you might have to adjust down the company’s Equity. 

That’s significant because financial firms are required to keep a certain amount of Equity on 

their Balance Sheets at all times; if they go below that level, they cannot issue Dividends. 

But that’s a separate topic covered in the industry-specific courses and guides. 

Return to Top. 

 

Key Rule #5: Introduction to Pension Accounting 

Pension accounting is confusing, arbitrary, and not that important in IB interviews. 
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Just as you’ll rarely “project” the fair market value of a company’s investments, you’ll also 

rarely “project” a company’s pension plans beyond simple percentage growth rates. 

Here is the short version of pensions for interview and financial modeling/case study purposes: 

1. Unfunded Pensions: If a company has a defined benefit plan for employees that is 

unfunded or underfunded – e.g., it has promised employees $10 billion in the future, 

but it has only set aside $7 billion currently – then you must add this $3 billion Unfunded 

Pension when moving from Equity Value to Enterprise Value. 

 

If the company’s contributions into the pension plan are tax-deductible, you multiply 

the Unfunded Pension by (1 – Company’s Tax Rate); if they’re not, you don’t. 

 

You add the Unfunded Pension because it is a long-term funding source for the 

company and represents “another investor group” – the company’s employees! 

 

Those employees agree to lower pay now in exchange for more benefits in the future – 

and the company uses that “funding” to operate. 

 

2. The Pension Expense in Other Metrics: If you’ve added this Unfunded Pension to 

calculate Enterprise Value, you must also add back (or “exclude”) the financing-related 

components of the Pension Expense when calculating metrics like EBIT and EBITDA… but 

only if those components affect the company’s Operating Income! 

 

There are several components to the Pension Expense on the Income Statement: The 

“Service Cost” (the amount that accrues based on the time employees spend at the 

company), the Interest Expense on the Pension Liability, the Expected Return on Plan 

Assets, the Amortization of Prior Service Costs and Net Losses / (Gains), and “Other 

Adjustments.” 

 

Of those, only the Service Cost is a true operating expense: The rest are financial in 

nature, so you exclude them from metrics like EBITDA. 

 

But companies don’t always disclose the details of their Pension Expenses, so it might be 

tough to figure out whether or not these items affect Operating Income. 

 

If there are no disclosures in the footnotes, it’s a decent bet that only the Service Cost 

has affected Operating Income – in which case you don’t need to adjust anything. 
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3. No Adjustments Required: If the company does not have a pension plan or has only a 

defined contribution plan – where employees invest and are responsible for their own 

savings and retirement – then you do not have to adjust anything. 

 

Newer companies, such as the big technology firms, tend to use defined contribution 

plans for employees, while old-school industrial/manufacturing companies tend to use 

defined benefit plans. 

We recommend keeping pensions as simple as possible because the accounting is so arbitrary. 

In an Unlevered DCF, for example, you should ignore everything but the Service Costs when 

projecting Free Cash Flow for the company. 

Then, subtract the Unfunded Pension, multiplied by (1 – Tax Rate) if necessary, as a Debt-like 

item when you back into the Implied Equity Value at the end. 

The Easy Case: Defined Contribution Plans 

If a company offers a plan where employees 

set aside some of their salaries, invest the 

funds independently, and withdraw the 

money in retirement, all the complexity 

around pensions goes away. 

Most likely, the company will offer a “match” 

for 25%, 50%, or 100% of what the 

employees contribute. That match shows up 

as an Operating Expense on the Income 

Statement: 

This type of plan might create short-term 

Assets and Liabilities because of timing differences, but there will be no long-term Pension 

Assets or Liabilities because the employees own everything. 

How Defined Benefit Pensions Are Recorded on the Balance Sheet 

If a company promises specific payments to employees in the future based on their current 

salaries and years at the company, the complexity increases dramatically. 

This plan is called a “Defined Benefit” Pension, and the company must record separate items on 

all its financial statements to account for it. 
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As an example of how this plan works, an employee who retires at age 65 might receive a 

monthly pension check of 1% * # of Years of Employment * Average Monthly Salary. 

If his average monthly salary was $5,000, and he worked for 20 years, that’s a monthly check of 

1% * 20 * $5,000 = $1,000, or $12,000 per year. 

If another year passes, and his total employment term reaches 21 years, the monthly check 

increases to 1% * 21 * $5,000 = $1,050, or $12,600 per year. 

When a company offers a plan like this, it must set aside funds to pay for it in the future. Those 

funds take the form of the Pension Plan Assets on the Balance Sheet. 

On the L&E side, the company must record a Projected Benefit Obligation (PBO) associated 

with the plan. This item represents the company’s estimate for how much it will owe 

employees in the future. 

Here’s what Pepsi’s plans looked like one year: 

 

Since the Projected Benefit Liability exceeds the Pension Plan Assets in each year, this plan is 

underfunded, and we’d have to add this deficit when calculating Enterprise Value. 

The Pension Plan Assets are easier to understand, so we’ll start there. 

If a company sets aside money for a pension, it can boost those funds in 2 ways: 

1. Investing the funds and earning a return on them (“Actual Return on Plan Assets”). 

2. Setting aside more funds (“Employer Contributions”). 

And, as you’d expect, Benefit Payments to employees – what the company pays to retired 

employees on this plan – reduce these Assets. 

That logic explains the positive and negative signs for everything above. 

“Other Adjustments” might consist of dozens of different items, ranging from calculation or 

methodology changes to taxes to legal issues to employees leaving the plan. 
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On the other side, the “Service Cost” represents the additional cost incurred each year from 

employees staying at the company longer or receiving pay increases. 

Most pensions pay retired employees based on the employees’ average salary at the company 

and years of work experience, so increases in either one result in a higher Liability. 

The “Interest Cost” represents how the company moves closer to payout each year, which 

increases the Present Value of the PBO. 

For example, if the PV of the Future Payout last year was $100, but this year it’s $105, the 

company would record $105 – $100 = $5 for this entry. 

If the Discount Rate changes, this item could also change. 

“Experience (Gain) / Loss” refers to the additional costs or costs savings as a result of actuarial 

estimates changing. 

For example, if the company’s actuaries predict that employee salaries will rise by 5% per year 

rather than 4%, that would be recorded as a Loss, and it would increase the PBO. 

“Benefit Payments” are the same item that affects the Pension Plan Assets: When a company 

pays retired employees, both its funds allocated to pensions and its future liabilities decrease. 

Finally, “Other Adjustments,” as on the Assets side, could represent almost anything: FX Rate 

Effects, Legal Costs, Plan Amendments, Early Terminations, and so on. 

The Pension Expense on the Income Statement and Cash Flow Statement 

Here’s the Pension Expense on Pepsi’s Income Statement for these years: 
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The Service Cost and Interest Cost flow in from the changes in the Pension Benefit Obligation 

on the Balance Sheet. But the rest is trickier to explain. 

The “Expected Return on Plan Assets” is what it sounds like: The company estimates how much 

its investment strategies for the pension plan should return in the future. 

These anticipated returns reduce the Pension Expense because they reduce the funding gap 

between the Pension Assets and Pension Liabilities. 

If Pepsi had set aside $1,000 in its Pension Plan Assets and it expected a 7% annual return, it 

would record ($70) for the “Expected Return on Plan Assets” here. 

But “expected returns” rarely match actual returns: In these years, for example, the company’s 

actual returns were $1,523 and $1,500 vs. expected returns of $964 and $1,007. 

Companies calculate the difference between actual and expected returns and amortize this 

difference over time. 

Returns can be volatile, so companies do this to “smooth out” the Pension Expense on the 

Income Statement. 

But this policy also creates various Amortization line items within the Pension Expense on the 

Income Statement, all of which are non-cash. 

Companies with significant defined benefit pension plans disclose the key assumptions used to 

calculate these numbers in their filings: 

 

Even if the assumptions behind these estimates are reasonable, there is still a big problem: The 

“Pension Expense” recorded on the Income Statement has almost nothing to do with the 

Cash the company spends on the pension. 

Here are the Cash Flow Statement entries for Pepsi’s pension plan: 
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For the most part, ONLY the company’s Cash Contributions to its pension plan will affect its 

Cash Flow – most of the Pension Expenses on the Income Statement are non-cash. 

Pepsi’s plan is Underfunded because its Projected Benefit Liability exceeds its Pension Plan 

Assets. 

That doesn’t mean that Pepsi will go bankrupt; it just means the company will have to raise 

additional funding (Debt, Equity, Preferred, etc.) to cover the pension costs in the future, which 

is one reason why we add the Unfunded Pension when calculating Enterprise Value. 

Since Pepsi is a U.S.-based company and this plan is for U.S.-based employees, the company’s 

plan contributions are most likely tax-deductible. 

So, we would multiply the Unfunded Pension ($17,185 – $13,645 in Year 1) – by (1 – Tax Rate) 

when adding it to Enterprise Value. 

What Do Pensions Mean for Financial Modeling? 

As with other advanced items, “not that much” is the best answer. 

In an Unlevered DCF analysis, we recommend keeping things simple by ignoring the pension 

altogether until you back into the Implied Equity Value at the end. 

At that point, you should subtract either the Unfunded Pension or Unfunded Pension * (1 – Tax 

Rate). 
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In the Unlevered FCF projections, include the Service Cost but nothing else, and add it back as a 

non-cash expense. 

If you have to project the Pension Plan Assets or Pension Benefit Obligations for any reason 

(e.g., in a 3-statement model), keep it simple. 

You could assume a Return on Plan Assets in-line with historical percentages, make Employer 

Contributions and Benefit Payments grow at fixed percentages, and link the Interest Cost to the 

growth rate of employee salaries. 

“Other Adjustments” can be a simple percentage of the previous Pension Assets or Pension 

Liabilities, and you can ignore the Expected Return and Amortization line items on the Income 

Statement since your only concern is the Service Cost. 

If you have to project these items, make them simple percentages of the Pension Assets or 

Pension Liabilities. 

When you calculate metrics and multiples such as EV / EBITDA, the denominator must include 

the Service Cost but exclude everything else, and the Enterprise Value must include the 

appropriate Unfunded Pension value.  

Unfunded Pensions should not affect the Cash Price paid by acquirers in M&A deals or 

leveraged buyouts because the acquirer doesn’t pay anything upfront for them (unless there 

are highly unusual deal terms). 

Return to Top. 

 

Key Rule #6: Noncontrolling Interests and Equity Investments 

In a previous section, we discussed the accounting treatment of investments: How a company 

records Unrealized Gains and Losses and the Balance Sheet values of investments differently 

depending on the purpose and planned holding period of those investments. 

But in addition to those categories – Trading, AFS, and HTM Securities – there’s another big 

category of investments as well: One company’s significant ownership in another company. 

For example, Company A might acquire a 25% stake in Company B, or a 49% stake, or even a 

75% stake. 

When Company A acquires a significant minority stake in Company B – above 20% but below 

50% – it is called an Equity Investment or Associate Company. 
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When Company A acquires a majority stake in Company B – above 50% but below 100% – a 

Noncontrolling Interest (formerly known as a “Minority Interest”) gets created. 

This Noncontrolling Interest represents the portion of Company B that Company does not own. 

Equity Investments 

If Company A acquires 30% of Company B, Company A will create an “Equity Investment” line 

item on its Balance Sheet that represents the cost of that stake. 

If it uses Cash to purchase the stake, its Cash balance will decrease, so the Balance Sheet 

remains in balance; if it uses Debt or Equity, Debt or Equity on the L&E side will increase.  

After that initial purchase, the financial statements are never consolidated. 

Company A simply records “Earnings from Equity Investments” at the bottom of its Income 

Statement, based on its ownership in Company B and Company B’s Net Income. 

Here’s an example where Company A acquired 30% of Company B, which was worth $100: 
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On the Cash Flow Statement, you reverse this “Equity Investment Earnings” line item because 

the Parent Company does not receive these earnings in Cash. 

So, Net Income at the top of the CFS is initially up by $2, but you record a ($2) entry for Equity 

Investment Earnings, and Cash does not change. 

On the Balance Sheet, the Equity Investment line item on the Assets side will increase by $2 

because of this adjusting entry on the CFS. 

And on the L&E side, Retained Earnings will increase by $2 because Net Income at the top of 

the CFS was higher by $2 initially. 

If this Associate Company issues Dividends, you record only the portion that the Parent 

Company receives on its Cash Flow Statement (usually under Cash Flow from Operations). 

For example, if the Associate Company here issues $10 in Dividends, the Parent Company 

receives $3 since it owns 30% of the Associate Company. 

The Parent Company records those $3 in Dividends on the CFS, which boosts cash flow by $3. 

On the Balance Sheet, these Dividends reduce the Equity Investment line item on the Assets 

side by $3 and boost the Cash balance by $3. 

In subsequent years, this Equity Investment line item is not “marked to market” – it changes 

based on the Associate Company’s Net Income and Dividends and whether or not the Parent 

Company sells any of its stake (or purchases an additional stake). 

Even if the Parent Company purchases a 30% stake in the Associate Company when the 

company is worth only $100, and the company’s value then skyrockets to $10,000, that huge 

change is not reflected on the Balance Sheet. 

Noncontrolling Interests 

When Company A acquires more than 50% of Company B, it must consolidate its financial 

statements with those of Company B 100%. 

Even if Company A acquires only 60% or 70% of Company B, it must still add 100% of Company 

B’s revenue, expenses, Assets, Liabilities, etc. to its own. 

Company A must also create Goodwill and write up Assets to their fair market values, which 

creates a Deferred Tax Liability. 

Here’s what happens when a Parent Company with an existing 30% stake in an Associate 

Company purchases an additional 40%, increasing its total stake to 70%: 

http://breakingintowallstreet.com/biws/course/financial-modeling-fundamentals-new/


 

Access the Rest of the Fundamentals Course 

 

25 of 55 http://breakingintowallstreet.com 

 

As in a normal M&A deal for 100% of a company, the Parent creates Goodwill, writes off the 

Associate Company’s Common Book Value, writes up Assets, and creates a new Deferred Tax 

Liability: 

 

On the Balance Sheet, you combine all the line items of both companies, create the new 

Goodwill, and write down the previous Equity Investment line item: 
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On the Liabilities & Equity side, you reflect the new Debt and Stock used to fund the deal, write 

down the seller’s Shareholders’ Equity, and create the Noncontrolling Interest: 
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One common misconception is that a Noncontrolling Interest represents the 70% of the Other 

Company the Parent now owns. 

But that is incorrect – it represents the 30% the Parent does NOT own. 

Here’s how this purchase changes under different scenarios: 

• 0% to 70% Stake: Most of the steps are the same, but we no longer need to write down 

the Equity Investment line item because no Equity Investment will exist. Also, the Parent 

will have to spend more Cash, Debt, and Stock to do the deal since it’s going from a 0% 

stake to a 70% one rather than 30% to 70%. 

 

• 30% to 100% Stake: No Noncontrolling Interest is created, but everything else is the 

same: The Parent still creates Goodwill, writes up Assets, writes down the seller’s 

Shareholders’ Equity, consolidates the statements, and writes down the existing Equity 

Investment. 

 

• 0% to 100% Stake: No NCI is created, and there is no existing Equity Investment. It’s just 

a normal M&A deal, so Goodwill is created, Assets are written up, the seller’s 

Shareholders’ Equity is written down, and the Balance Sheets are combined and 

adjusted. 

The mix of Cash, Stock, and Debt does not affect the Noncontrolling Interests, Equity 

Investments, or Goodwill at all. 

That mix affects only the adjustments to the Cash, Debt, and Stock on the Balance Sheet. 

The Aftermath of a Noncontrolling Interest 

After the Parent Company acquires a majority stake in another company and creates a 

Noncontrolling Interest to reflect the portion it does not own, it must consolidate its financial 

statements 100% with those of the other company. 

So, if Parent Company’s revenue is $100, and Other Company’s revenue is $50, the Combined 

Revenue is $150 – even if Parent Company owns only 60% or 80% of Other Company. 

Then, at the bottom of the Income Statement, the Parent Company must subtract out “Net 

Income Attributable to Noncontrolling Interests” to represent the portion of the Other 

Company’s Net Income that it is not entitled to: 
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On the Cash Flow Statement, Net Income at the top is down by $2. 

But in reality, the Parent Company does receive this “Net Income Attributable to 

Noncontrolling Interests” in Cash since it controls the other company. 

So, we reverse this item on the CFS by adding back the $2 within Cash Flow from Operations. 

As a result, Cash at the bottom of the CFS stays the same. 

On the Balance Sheet, Retained Earnings decreases by $2 because Net Income is down by $2, 

and the Noncontrolling Interest increases by $2 because of the reversal on the CFS. 

The L&E side stays the same, and so does the Assets side, so the BS remains in balance. 

If the Other Company issues Dividends, you still consolidate 100% of those Dividends with the 

Parent Company’s Dividends. 
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For example, if the Other Company issues Dividends of $10, and the Parent issues $50 in 

Dividends, you record Dividends of $60 on the Cash Flow Statement. 

This $60 has a negative sign and appears within Cash Flow from Financing. 

HOWEVER, you must also adjust for the fact that many of the Dividends issued by the Other 

Company will go to the Parent! 

If the Parent Company owns 70% of the Other Company, you make a positive adjusting entry on 

the CFS for 70% * $10 to reflect that $7 of these Dividends will go to the Parent. 

If you’re reflecting just the changes from these Dividends, Cash at the bottom of the CFS 

decreases by $53. 

On the Balance Sheet, the Noncontrolling Interest still increases by $2 and Retained Earnings 

still decreases by $2 (assuming that Net Income Attributable to Noncontrolling Interests is still 

$2). 

But you also have to reflect the Dividends: They reduce Retained Earnings by $53 and Cash on 

the other side by $53. So, throughout all these changes, the Balance Sheet remains in balance. 

How Do Equity Investments and Noncontrolling Interests Affect Financial Models? 

First, you must subtract Equity Investments when moving from Equity Value to Enterprise 

Value, and you must add Noncontrolling Interests when doing the same. 

Equity Investments count as “non-core-business Assets,” and the Revenue EBIT, EBITDA, etc. 

associated with them do not appear in the Parent Company’s metrics because the statements 

are not consolidated. 

If you have to project Equity Investments in a 3-statement model, keep it simple and use 

percentage growth rates to forecast Net Income and a simple payout ratio for the Dividends. 

In a valuation, you might have to calculate the fair market value of the Equity Investments, 

especially if they represent stakes in public companies that have become significantly more 

valuable since the Parent first acquired the stakes. 

The process is the same as valuing any other company: Pick comparable companies and apply 

the multiples and/or build a simple DCF. Then, multiply the Parent Company’s ownership stake 

by the Other Company’s Implied Equity Value. 

You add Noncontrolling Interests in the Enterprise Value calculation because they count as 

another investor group: If the Parent Company owns a majority of another company, it can 

“draw on” that company’s resources to fund its operations. 
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You also do it for comparability purposes – metrics that pair with Enterprise Value, such as 

Revenue, EBITDA, and EBIT, reflect 100% of the Majority-Owned Company’s financials, so 

Enterprise Value should also reflect 100% of the Majority-Owned Company’s value. 

If there’s a big difference between book value and fair market value, you can also value 

Noncontrolling Interests with comparable companies and a DCF. 

Then, you can use this fair market value of the Noncontrolling Interests when moving from 

Equity Value to Enterprise Value. 

You shouldn’t put much effort into forecasting Net Income or Dividends associated with 

Noncontrolling Interests because they’re already part of the company’s core-business 

operations. 

If you must forecast them in a 3-statement model, use a simple percentage growth rate for Net 

Income and a simple payout ratio for the Dividends. 

Return to Top. 

 

Key Rule #7: Net Operating Losses (NOLs) 

If a company loses money – it records negative Pre-Tax Income – it can reduce its future taxable 

income with those losses or receive refunds for its past income taxes. 

These losses are called Net Operating Losses (NOLs), and a company that applies them to 

reduce its future taxes uses carryforwards to do so. 

Carrybacks are for the second situation (receiving refunds for past taxes paid). 

It is easier to explain NOL carryforwards, so we’ll focus on them here. 

Let’s say that a company has recorded significant losses in the past, so it has a Net Operating 

Loss balance of $175. 

That $175 figure is recorded off-Balance Sheet. On the company’s Balance Sheet, it records 

approximately $175 * Tax Rate within its Deferred Tax Asset (DTA) to represent those NOLs. 

So, if the company’s Tax Rate is 40%, it records $175 * 40% = $70 for the NOL within its DTA. 

If the company earns positive Pre-Tax Income, it uses up a portion of this NOL balance to 

reduce its Taxable Income. 
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If the company earns negative Pre-Tax Income, it adds to this NOL balance (both the off-

Balance Sheet portion and the amount within the DTA). 

Regardless of the sign of the Pre-Tax Income, the company STILL records Income Taxes based 

on Pre-Tax Income * Tax Rate on the Income Statement. 

Here’s how it works: 

 

The Change in the DTA equals (NOLs Created – NOLs Used) * Tax Rate. 

If NOLs are used, the DTA will decrease to reflect their use. 

If NOLs are created, the DTA will increase to reflect their accumulation. 

Nothing related to NOLs ever shows up on the company’s Income Statement; you only make 

adjustments for their use and accumulation on the Cash Flow Statement. 

If the DTA increases, then the company’s cash flow decreases, and Cash on the Balance Sheet 

decreases to offset the DTA increase. 

The intuition is that the company appeared to have “received Cash” from the government since 

its taxes were negative on the Income Statement – but it did not get a “refund.” 

Instead, the company simply paid $0 in taxes, received no immediate benefit, and accrued the 

loss for future usage. 
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If the DTA decreases, then the company’s cash flow increases, and Cash on the Balance Sheet 

increases to offset the DTA decrease. 

The intuition is that the company uses some of its NOLs to reduce its taxes. That tax reduction 

increases the company’s Cash balance. 

For example, the company might appear to pay $40 in Income Taxes on its Income Statement. 

But if it uses its NOL balance to offset its taxable income, and it pays $0 in Cash Taxes, its Cash 

balance increases by $40. 

What Do NOLs Mean in Financial Models? 

NOLs count as non-core-business Assets, so you subtract them when moving from Equity Value 

to Enterprise Value (and you add them when doing the reverse). 

In a DCF, it’s easiest to ignore NOLs in the Free Cash Flow projections and then include them at 

the end when moving from Implied Enterprise Value to Implied Equity Value. 

In other valuation methodologies (comparable companies and transactions), you must subtract 

each company’s NOLs when moving from its Equity Value to its Enterprise Value. 

In a 3-statement projection model, you should factor NOLs into the projections if they’re 

significant. 

For example, if it’s a $5 billion market cap company with $1 billion of revenue, $200 million of 

Pre-Tax Income, and $1 billion of NOLs, the NOLs are significant. 

But if this company has only $10 million of NOLs, the impact will be negligible, so it’s less 

important to include them. 

If you do factor in the NOLs, you can use an approach similar to the one shown above: 

1. Always use Pre-Tax Income * Tax Rate for the Taxes on a company’s Income Statement. 

 

2. Create a separate schedule for the NOLs, and use it to calculate NOLs Created and NOLs 

Used each year. 

 

3. Reflect the increase or decrease in the DTA on the Cash Flow Statement, and make that 

change flow into the DTA on the Balance Sheet. 

NOLs are most important in credit analysis and leveraged buyout models because they can 

significantly impact a company’s Debt repayment capacity. 
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They are less important in M&A because their usage is often restricted following a deal. Also, 

they do not affect EPS accretion/dilution because NOLs make no impact on a company’s Book 

Income Statement. 

Return to Top. 

 

Key Rule #8: Tax Line Items, Stock-Based Compensation, and PIK Interest 

This last section of this guide covers several miscellaneous topics that don’t fit in anywhere 

else. 

First, there are many different line items related to taxes on the financial statements. 

There are Deferred Tax Assets (both Current and Long-Term), Income Taxes Receivable, 

Deferred Tax Liabilities (Current and Long-Term), and Income Taxes Payable, among others. 

All these items relate to timing differences between Book and Cash Taxes: What a company 

records for “taxes” on its Income Statement vs. what it pays the government in cash. 

However, these items differ in subtle ways: 

• Deferred Tax Assets (DTAs): These often correspond to Net Operating Losses and 

represent, roughly, the company’s Tax Rate * Cumulative Net Operating Losses. They 

may also be created because of tax credits and special treatment of certain expenses. 

 

DTAs mean that the company’s future cash taxes will be lower than its future book 

taxes. So, if a company records $100 in Income Taxes on its Income Statement in the 

future, it might pay only $50 in Cash Taxes if it has Deferred Tax Assets. 

 

• Income Taxes Receivable: This one represents “refunds” the company is expecting from 

the federal, state, and local governments because of overpayments in previous periods. 

 

Tax collection is complex, and most companies have to pay “estimated taxes” over the 

course of a year; if a company’s estimates are too high in one month, it might receive 

back some of its payments. 

 

Also, if the company uses an NOL carryback to get a refund for previous income taxes, it 

will record the full amount here before receiving it in Cash. 
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• Deferred Tax Liabilities (DTLs): These are the opposite of Deferred Tax Assets: They 

mean that the company’s future cash taxes will be higher than its future book taxes. 

 

So, if the company records $100 in Income Taxes on its Income Statement in the future, 

it might pay $120 in Cash Taxes if it has DTLs. 

 

Often, DTLs get created because a company uses accelerated Depreciation for tax 

purposes but straight-line Depreciation for book purposes. They are also created in 

many M&A deals when companies write up assets. 

 

• Income Taxes Payable: These represent taxes owed “in the normal course of business.” 

These are NOT extra Cash Taxes owed because of different Depreciation methods or 

asset write-ups; they exist because the company has not yet paid some of its taxes. 

 

For example, a company might record a $1,000 tax expense on January 15, but the 

company only pays taxes in cash at the end of the month, on January 31. 

 

On January 15, Cash will increase by $1,000 on the Assets side, and Income Taxes 

Payable on the L&E side will increase by $1,000. On January 31, that reverses, and both 

Cash and Income Taxes Payable decrease by $1,000. 

What Do These Items Mean in Financial Models? 

You have to be aware of these tax-related items because they will affect a company’s cash flow 

and, therefore, its implied value. 

So, if a company is constantly deferring income taxes because of accelerated depreciation or its 

tax credits, you should reflect that in your model. 

For example, you might assume that Deferred Income Taxes represent 15% of the company’s 

Book Income Taxes initially and that they decline to 5% by the end of 5-10 years. 

You should not assume that Deferred Taxes represent a huge percentage of total Income Taxes 

over the long term; the percentage should decline over time. 

You can project the other items as simple percentages of Income Taxes. 

Stock-Based Compensation also creates tax complications on the financial statements. 

When a company initially awards Stock-Based Compensation, it must estimate the SBC’s Fair 

Market Value (FMV) and list it as an expense on the Income Statement. 
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Often, this expense is embedded within others, such as Sales & Marketing and General & 

Administrative. 

Typically, the company uses Black-Scholes or other options pricing models to estimate the value 

of options and warrants granted to employees; RSUs and straight stock grants are more 

straightforward to value. 

Even though the company records the Stock-Based Compensation on its Income Statement, it 

cannot deduct the SBC for Cash-Tax purposes. 

The company can deduct the Stock-Based Compensation only when the employees exercise 

the options or warrants. 

So, when the company initially awards the SBC, it records the value of the SBC on the Income 

Statement and adds it back on the Cash Flow Statement since it’s a non-cash expense. 

At the same time, the company also adjusts its Deferred Taxes on the CFS to reflect that it 

cannot, in fact, deduct the SBC. As a result, it pays more in Cash Taxes than Book Taxes initially. 

That reduces the company’s DTL or, equivalently, increases its DTA. 

When the employees finally exercise their options or warrants, the company deducts the 

additional value of those options or warrants for Cash-Tax purposes but does not record 

anything for it on the Income Statement. 

So, there will be an adjustment to one of the Deferred Tax line items to indicate that the 

company has paid less in Cash Taxes than Book Taxes. 

This adjustment is typically shown in the “Tax Benefits from Stock-Based Compensation” line 

item on the CFS. 

If the value of these exercised options/warrants exceeds their original value when granted, the 

company records another item called “Excess Tax Benefits from Stock-Based Compensation” on 

the CFS. 

This item is a negative within Cash Flow from Operations and a positive within Cash Flow from 

Financing – so the company “re-classifies” this line item out of CFO and into CFF. 

Here’s a simple example of the entire process: Let’s say that a company awards $50 million 

worth of stock options to an executive today. 

That $50 million value is based on Black-Scholes, so the company’s current stock price, the 

options’ exercise price, the stock’s volatility, the risk-free rate, and other variables factor in. 

http://breakingintowallstreet.com/biws/course/financial-modeling-fundamentals-new/


 

Access the Rest of the Fundamentals Course 

 

36 of 55 http://breakingintowallstreet.com 

The company records this $50 million as an expense on its Income Statement, so its Net Income 

falls by $30 million at a 40% tax rate. 

On the Cash Flow Statement, the company’s Net Income is down by $30 million, but the SBC is 

non-cash, so the company adds back $50 million for it. 

At the same time, the company also records a Deferred Tax adjusting entry to reflect the fact 

that the SBC was not deductible for Cash-Tax purposes. 

Its Cash Taxes exceed its Book Taxes by $20 million, so this entry is a negative $20 million. 

So far, we’re down by $30 million, up by $50 million, and down by $20 million, so Cash does not 

change. 

On the Balance Sheet, the Deferred Tax Asset is up by $20 million, APIC is up by $50 million, and 

Retained Earnings is down by $30 million, so both sides are up by $20 million, and the BS 

balances. 

Now, let’s say that several years pass, and the executive finally exercises the options 

represented by this Stock-Based Compensation. 

By this point, the SBC is worth $200 million rather than $50 million because the company’s 

stock price has increased significantly. 

When the executive exercises the options, the company deducts the $150 million extra for 

Cash-Tax purposes. 

So, on the Cash Flow Statement, the company records $150 million * 40% = $60 million as a 

positive entry to reflect this tax deduction. As a result, the company’s DTA also decreases. 

Originally, the SBC was worth only $50 million, so the company anticipated being able to 

deduct only $50 million * 40% = $20 million. 

On the Cash Flow Statement, the company records this $20 million as “Tax Benefits from Stock-

Based Compensation” and the additional $60 million as “Excess Tax Benefits from Stock-Based 

Compensation.” 

The Tax Benefits from Stock-Based Compensation of $20 million are a positive entry, and the 

Excess Tax Benefits of $60 million are negative. 

The company subtracts the Excess Tax Benefits out of CFO and reclassifies them under CFF 

instead, showing them with a positive sign there. 
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The net effect is that Cash is up by $80 million at the bottom: $60 million from the DTA 

decrease and $20 million from the Tax Benefits from SBC. 

On the Balance Sheet, Cash is up by $80 million on the Assets side, and the DTA is down by $60 

million, so the Assets side is up by $20 million. 

On the L&E side, APIC in Equity is up by $20 million because of the Tax Benefits from SBC, so 

both sides are up by $20 million, and the Balance Sheet balances. 

How on Earth Do You Reflect Any of This in Financial Models? 

Good question! 

It’s incredibly difficult to reflect any of these items because the treatment of Stock-Based 

Compensation depends on a company’s future stock price performance, how the stock’s 

volatility changes, and other factors that are difficult to predict. 

So, we normally recommend setting Stock-Based Compensation on the Cash Flow Statement to 

0 – especially in a DCF – and treating it like a normal Cash expense. 

That way, you don’t have to worry about the projections or the proper numbers for the Tax 

Benefits and Excess Tax Benefits from SBC. 

If you absolutely must project these items, you could make them percentages of the annual SBC 

expense. 

Paid-in-Kind (PIK) Interest 

The last item in this section is also one of the simplest. 

Normally, companies pay interest in Cash when they raise Debt. For example, if a company 

raises $100 of Debt and pays 10% interest on it, its Interest Expense will be $10. 

But some Debt offers a “Paid-in-Kind” or PIK option where the interest accrues to the loan 

principal instead. 

With PIK Interest, this $10 is a non-cash Interest Expense that accrues to the loan principal 

instead – so the Debt balance will increase to $110 after a year. 

However, the company still records Interest Expense of $10 on its Income Statement. 

That Interest Expense is non-cash, so the company adds it back on the Cash Flow Statement, 

and it flows into the Debt line item on the Balance Sheet. 

Here’s what it looks like on the Income Statement and Cash Flow Statement: 
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And here’s the Balance Sheet: 
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At first glance, PIK Interest may seem like a great idea: The company gets a tax deduction and it 

doesn’t pay any Cash Interest! 

But PIK Interest also creates a ballooning loan balance that becomes difficult to repay or 

refinance after a certain point. 

Loans with PIK Interest are common in frothy times when many private equity firms are 

completing leveraged buyouts and lenders aren’t scrutinizing companies in much depth. 

But when credit gets tighter, PIK Interest tends to go away. 

PIK Interest comes up most often in leveraged buyout models and case studies, where the 

instructions might state that a tranche of Debt has PIK Interest. 

When that happens, you’ll have to model it correctly – including the Income Statement 

expense, the add-back on the Cash Flow Statement, and the ever-increasing loan balance. 

We cover this topic in more depth in the LBO Modeling guides and case studies, but we wanted 

to introduce it here. 

Return to Top. 
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Interview Questions 

Interview questions on these more advanced accounting and 3-statement modeling topics are 

unlikely unless you’ve had significant experience in investment banking or private equity. 

But even if you have had that experience, you’re more likely to receive case studies on these 

topics than interview questions. 

If a bank wants to assess your ability to build a 3-statement model, they’ll ask you to build one.  

If a bank wants to see if you understand PIK Interest, they’ll ask you to build an LBO Model that 

uses it. 

Still, you could get questions on these topics – especially “How do the financial statements 

change with Advanced Accounting Change X?”-type scenarios. 

So, we wanted to provide a brief set of questions and answers to guide your preparation. 

 

More Advanced Conceptual Questions 

You’re more likely to get these questions if you’ve had substantial work experience in finance, 

you come from an accounting background and you’re interviewing with a former accountant, or 

you’ve worked on a deal where a concept such as unfunded pensions was important. 

 

1. If a company switches from LIFO to FIFO, how will its Net Income and Cash Flow from 

Operations change? 

This is a trick question because you also need to know how Inventory Costs have been 

changing. 

If Inventory Costs have been increasing, Net Income will be higher, and CFO will be lower under 

FIFO. The company records lower COGS on its Income Statement but also records a greater 

Inventory Increase on the Cash Flow Statement, which reduces its CFO. 

If Inventory Costs have been decreasing, Net Income will be lower, and CFO will be higher 

under FIFO. 
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2. What are the trade-offs of LIFO vs. FIFO? 

FIFO (“First-In, First-Out”) better reflects what the company actually paid for the Inventory it is 

now using in its finished products, while LIFO (“Last-In, First-Out”) better reflects the current 

prices of that Inventory. 

Under IFRS, only FIFO is allowed; U.S. GAAP allows companies to use either method. 

Companies that want to optimize their Net Income and EPS often use FIFO because Inventory 

Costs tend to increase over time, and FIFO lets them record lower figures for COGS. 

But companies that care more about Cash Flow may prefer LIFO. 

 

3. What’s the difference between capital leases and operating leases? 

It’s similar to the difference between owning and renting an apartment. 

With capital leases (owning), the company records the leased items as Assets and the capital 

leases as Debt on its Balance Sheet. The company also records Depreciation and Interest on its 

Income Statement and principal repayments of the capital leases on its CFS. 

With operating leases (renting), the company records nothing on its Balance Sheet and records 

the rent as a simple operating expense on its Income Statement. 

Operating leases are more common for the short-term leasing of equipment and property, 

while capital leases are more common for longer-term items since they give the lessee 

ownership rights. 

 

4. How can you make a proper comparison when one company uses all capital leases, and 
another uses all operating leases? 
 
The easiest method is to use EBITDAR rather than EBITDA to compare the companies; EBITDAR 

adds the rental expense on the Income Statement to EBITDA so that it completely excludes the 

effects of all leases. 

If you use EBITDAR, you also have to capitalize the rental expense for the company using 

operating leases, usually by multiplying it by 7x or 8x, and add it to metrics like Enterprise Value 

and Total Debt for use in valuation multiples and credit stats. 
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And you have to adjust figures like the interest coverage ratio as well – if you use EBITDAR 

instead of EBITDA, you must use (Interest + Rental Expense) instead of just Interest in the 

denominator. 

 

5. How would Net Income and Cash Flow from Operations change if a company switches from 

operating leases to capital leases? 

Initially, Net Income would be lower because Depreciation + Interest from capital leases tends 

to exceed Rent from operating leases. However, Cash Flow from Operations would increase 

because of the non-cash add-back for Depreciation. 

In the longer term, it’s harder to predict the exact changes because it depends on the lease 

terms, how quickly the company repays the capital leases (or if it does at all), and how its rental 

expense under operating leases changes over time. 

Principal repayments on capital leases, shown in Cash Flow from Financing, make it harder to 

compare the changes in the company’s Net Cash Flow and Cash balance, but this question asks 

about Cash Flow from Operations. 

 

6. How are Trading, Available-for-Sale (AFS), and Held-to-Maturity (HTM) Securities similar 

and different from each other? 

These security types are similar because they’re all used for relatively small stakes in other 
companies’ Debt and Equity. 

Also, Realized Gains and Losses and Dividends and Interest Income are treated the same way 
for all of these – everything appears on the Income Statement and affects the company’s taxes. 

These securities differ based on their purpose, how they’re recorded on the Balance Sheet, and 
how they treat Unrealized Gains and Losses. 

Very short-term investments are classified as Trading Securities, ones with unknown or 
undetermined holding periods are classified as AFS, and ones that the company plans to hold 
until maturity are classified as HTM (used most often for bonds). 

Trading and AFS Securities are recorded at Fair Market Value on the Balance Sheet, while HTM 
Securities are shown at amortized cost.  

Unrealized Gains and Losses appear on the Income Statement for Trading Securities, within 
AOCI for AFS Securities, and not at all for HTM Securities. 
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7. Why might you have to adjust the Book Value of Equity for a company with significant AFS 

Securities? 

Unrealized Gains on AFS Securities can “prop up” a company’s Equity and give the impression 

that a company has more capital available to cover losses than it does. 

This point is mostly an issue for commercial banks and insurance firms that are required to keep 

a certain amount of “capital” on-hand, but it could also come up for normal companies if you’re 

looking at metrics like the Debt/Equity ratio in a credit analysis. 

If a company has significant Unrealized Gains or Losses, you might have to adjust its Equity if 

you believe the company is unlikely to realize these Gains or Losses. 

 

8. How do you factor pensions into a valuation analysis? 

First, note that only defined benefit pension plans need to be treated differently; defined 

contribution plans have simple operating expenses that don’t require special treatment. 

If the company has a defined benefit pension plan, and the plan is underfunded, then you 

should add the Unfunded Pension (i.e., Pension Benefit Obligations – Pension Plan Assets) 

when moving from Equity Value to Enterprise Value. 

If company contributions into the plan are tax-deductible, then you multiply the Unfunded 

Pension by (1 – Tax Rate) as well. 

Then, when you calculate metrics like EBIT and EBITDA, exclude all the financing components of 

the pension expense so that only the “Service Cost” component affects these numbers. 

In an Unlevered DCF, it’s best to exclude all components of the pension expense in the FCF 

projections except for the Service Cost. Then, subtract the Unfunded Pension at the end when 

moving from Implied Enterprise Value to Implied Equity Value. 

 

9. What drives a company's Pension Plan Assets and Pension Benefit Obligations? 

A company’s Pension Plan Assets change based on the return the company earns on those 

assets (the Actual Return), how much the company contributes (Employer Contributions), how 

much it pays out to employees (Benefit Payments), and “Other Adjustments,” which could 

include dozens of items. 
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The liability component – the Pension Benefit Obligations – changes based on the Service Cost 

(the extra amount the company owes based on employees working longer or earning more), 

the Interest Cost (the PV of the Liability increasing due to the passage of time), the Experience 

(Gain) / Loss (actuarial estimates changing), Benefit Payments, and “Other Adjustments.” 

The Employer Contributions and Benefit Payments are the most predictable, recurring items, so 

you tend to focus on them in forecasts. 

 

10. How can you tell if a company is using credible assumptions to calculate its Pension 

Assets, Liabilities, and Pension Expense on the Income Statement? 

First, check that the company’s “expected return” percentages are reasonable. If the company 

is investing mostly in fixed income rather than equities, it should not be using a rate of return 

linked to the stock market’s average annual return. 

Most companies should use a percentage that’s below the average market return to be more 

conservative. 

Then, check the discount rate and salary increase rate for the liability component. If salaries 

have increased 4% per year historically, the company should not assume 1% in future periods. 

Finally, check the pension plan’s targeted vs. actual allocation. If the company “plans” to invest 

60% in fixed income and 40% in equities, but the split has been closer to 30% / 70%, you have a 

problem. 

 

11. Why is the Pension Expense on the Income Statement often added back on the CFS? 

Because the pension expense on the Income Statement is mostly a non-cash expense. 

Its main components are the Service Cost, the Interest Cost, the Expected Return on Plan 

Assets, the Amortization of Net Losses, Gains, and Prior Service Costs, and “Other 

Adjustments.” 

None of those items represents an upfront cash outlay. Even the Service Cost, which qualifies as 

an “operational expense,” is not a cash expense – it’s the accrual of future expenses because of 

salary increases or additional years for employees. 

On the Cash Flow Statement, most companies add back all, or a significant portion, of this 
Income Statement expense and then reflect their cash contributions into the pension plan. 
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12. How is a 30% or 80% acquisition different from a 100% one on the financial statements? 

In a 30% acquisition, the buyer does not consolidate its financial statements with those of the 

seller, it does not create Goodwill or allocate the purchase price, and it records a single Asset 

on the BS for this minority stake: “Equity Investments” or “Associate Companies.” 

After the acquisition, the company adds 30% * Other Company’s Net Income at the bottom of 

its Income Statement and subtracts it on the Cash Flow Statement. This “Net Income 

Attributable to Equity Investments” then flows into Equity Investments on the BS. 

In an 80% acquisition, the buyer consolidates its financial statements 100% with those of the 

seller, it creates Goodwill, it allocates the purchase price, and it writes up assets. 

It also records a “Noncontrolling Interest” line item on the L&E side of the Balance Sheet to 

represent the portion of the other company it does not own (20% here). 

After the acquisition, the company subtracts 20% * Other Company’s Net Income at the bottom 

of its Income Statement and adds it back on the Cash Flow Statement. This Net Income 

Attributable to Noncontrolling Interests then flows into Noncontrolling Interests on the BS. 

 

13. How do Net Operating Losses (NOLs) affect a company’s financial statements? 

Nothing changes on the Income Statement when NOLs are accrued or used; you adjust for 

these items on the Cash Flow Statement and Balance Sheet. 

For example, if a company has Pre-Tax Income of negative $100, it still records its taxes using its 

Tax Rate * ($100), so the company shows a Tax Benefit on the IS. 

But in reality, the company doesn’t receive a Tax Benefit; it simply pays nothing in Cash Taxes.  

So, on the Cash Flow Statement, the company records a ($40) entry to reflect the fact that no 

tax benefit was received (assuming a 40% tax rate). 

The company’s DTA increases by $40, and its off-Balance Sheet NOL balance increases by $100. 

If the company earns positive Pre-Tax Income in the future, it can use its NOL balance to reduce 

its Taxable Income. It still records Pre-Tax Income * Tax Rate for taxes on the IS, but it makes an 

adjusting entry on the CFS to reflect the lower Cash Taxes. 

The off-Balance Sheet NOL balance declines by the NOLs used each year, and the Deferred Tax 

Asset changes by (NOLs Created – NOLs Used) * Tax Rate. 
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14. How do NOLs factor into financial projections and valuations? 

When moving from Equity Value to Enterprise Value, you subtract NOLs since they count as 

non-core-business Assets. 

In a 3-statement projection model, you can factor in NOLs using the method described above: 

Make adjusting entries on the CFS to show what a company is paying in Cash Taxes over time. 

In a DCF analysis, it’s easiest to ignore NOLs completely in the FCF projections and simply add 

them at the end when moving from Implied Enterprise Value to Implied Equity Value. 

 

15. What’s the difference between Tax Benefits from Stock-Based Compensation and Excess 

Tax Benefits from Stock-Based Compensation? 

Both items are recorded when employees exercise options or warrants they previously 

received. These items arise because companies cannot deduct Stock-Based Compensation for 

Cash-Tax purposes when it is initially granted – only when employees exercise the SBC. 

The difference is that Tax Benefits from Stock-Based Compensation reflects what the company 

expected to deduct based on the value of the SBC at the time it was issued. 

For example, $100 Original Value of SBC * 40% Tax Rate = $40 in Tax Benefits from SBC. It’s a 

non-cash adjustment within Cash Flow from Operations on the CFS, and it flows into APIC on 

the Balance Sheet. 

Excess Tax Benefits reflects the additional amount the company can deduct as a result of these 

options and warrants increasing in value over time. For example, if the value of the SBC has 

increased to $300, the Excess Tax Benefits would be ($300 – $100) * 40% Tax Rate = $80. 

The company subtracts this item out of Cash Flow from Operations and adds it back in Cash 

Flow from Financing, effectively “re-classifying it.” 

Return to Top. 

 

Advanced Accounting Scenarios on the Financial Statements 

This section contains the most likely interview questions in this guide. 
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You could easily get questions about Equity Investments, Noncontrolling Interests, Deferred 

Taxes, and different security types – especially if you have accounting work experience. 

You’re less likely to receive “How do the financial statements change?”-type questions about 

LIFO/FIFO, pensions, and lease types because those topics are more difficult to frame in terms 

of specific numbers. 

 

1. Company A owns 70% of Company B. The financial statements have already been 

consolidated 100%, and Company A has created Goodwill and the Noncontrolling Interest. 

Company A issues Dividends of $200, and Company B generates Net Income of $100 and 

issues Dividends of $50. Walk me through the financial statements when this happens. 

On the Income Statement, Company A subtracts Net Income Attributable to Noncontrolling 

Interests of 30% * $100 = $30 at the bottom, so Net Income is down by $30. 

On the Cash Flow Statement, Net Income is down by $30, but you add back Net Income 

Attributable to Noncontrolling Interests since it’s non-cash. 

Initially, Company A records 100% of both Company A and Company B’s Dividends, so it shows 

a negative $250 on the CFS. 

But Company A also receives 70% of Company B’s Dividends, so it records an add-back for 70% 

* $50 = $35 to reflect this. 

So, Cash at the bottom of the CFS is down by $215. 

On the Balance Sheet, Cash is down by $215, so the Assets side is down by $215. 

On the L&E side, Retained Earnings is down by a total of $215 + $30 = $245 because of the Net 

Dividends and the reduced Net Income. 

The Noncontrolling Interest increases by $30 because of the Net Income Attributable to NCI, so 

the L&E side is down by $215, and both sides balance. 

 

2. Company A owns 30% of Company B. It has already recorded the Cash it paid to purchase 

this 30% stake and created an Equity Investment line item for it. 

Company B earns $20 in Net Income and issues $10 in Dividends. Walk me through the 

financial statements when this happens. 
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On the Income Statement, Company A adds $20 * 30% = $6 in Net Income Attributable to 

Equity Investments at the bottom, so Net Income is up by $6. 

On the Cash Flow Statement, Net Income is up by $6, but Company A must subtract Net Income 

Attributable to Equity Investments since it hasn’t received these earnings in cash. 

However, it does receive Company B’s Dividends in Cash, so we make a positive adjusting entry 

for $10 * 30% = $3, and Cash at the bottom is up by $3. 

On the Balance Sheet, Cash is up by $3 on the Assets side, and the Equity Investments line item 

is up by $6 because of the Net Income Attributable to Equity Investments. 

But then it decreases by $3 because of the Dividends, so the Assets side is up by $6. 

On the L&E side, Retained Earnings is up by $6 because of the increased Net Income, so both 

sides balance. 

 

3. What would change if Company A owned only 10% of Company B? 

Technically, Company A should record its investment in Company B as a “security” rather than 

an Equity Investment in this scenario, so the accounting treatment for AFS or Trading Securities 

might apply. 

As a result, Company A might record the Dividends Received from Company B, but not its Net 

Income, on its Income Statement. 

However, these rules are vaguely defined, and many companies would continue to use Equity 

Investment accounting as long as they exert “significant influence” over Company B. 

 

4. A company with an underfunded, defined benefit pension contributes $1,000 and records a 

Service Cost of $200 to reflect increases in employee compensation this year. 

Assume that pension plan contributions are NOT tax-deductible, and that the company pays a 

40% tax rate. How do its financial statements change? 

On the Income Statement, the Service Cost of $200 reduces Pre-Tax Income by $200, so Net 

Income decreases by $120 at a 40% tax rate. 

On the CFS, Net Income is down by $120, but you add back this Service Cost of $200 since it’s 

non-cash. You also subtract the company’s pension contributions of $1,000, so Cash at the 

bottom is down by $920. 
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On the BS, Cash is down by $920, but the Pension Plan Assets are up by $1,000 because of the 

employer contributions, so the Assets side is up by $80. 

On the L&E side, the Pension Liability increases by $200 because of the Service Cost, and 

Retained Earnings decreases by $120 because of the reduced Net Income. Both sides increase 

by $80, and the Balance Sheet balances. 

Intuition: The $1,000 company contribution costs them a lot of Cash, but they save a bit in 

taxes because of the Service Cost. 

 

5. Walk me through what happens when a company pays $20 in Interest on Debt, with $10 in 

Cash Interest and $10 in Paid-in-Kind (PIK) Interest. Assume a 40% tax rate. 

On the Income Statement, the company records $20 in Total Interest, so Pre-Tax Income 

declines by $20, and Net Income falls by $12, assuming a 40% tax rate. 

On the Cash Flow Statement, Net Income is down by $12, but the company adds back the $10 

in PIK Interest, so Cash Flow is down by $2, and Cash at the bottom is down by $2. 

On the Balance Sheet, Cash is down by $2, so the Assets side is down by $2. 

On the L&E side, Debt increases by $10 because of the PIK Interest, and Equity falls by $12 due 

to the reduced Net Income. The L&E side is down by $2, and both sides balance. 

Intuition: The PIK Interest creates a small amount of tax savings, so Cash doesn’t fall by quite as 

much as it would have with $20 in Cash Interest. 

 

6. A company records Stock-Based Compensation of $100, but this SBC is not deductible for 

Cash-Tax purposes. What happens on the financial statements, assuming a 40% tax rate? 

The company’s Pre-Tax Income falls by $100, so its Net Income falls by $60. 

On the CFS, the company’s Net Income is $60 lower, but it adds back the SBC as a $100 non-

cash expense, so cash flow is up by $40 at first. 

However, the company did not truly reduce its Cash Taxes, so it must record a negative $40 

adjusting entry under Deferred Taxes to represent that. Its Cash at the bottom stays the same. 

On the Balance Sheet, Cash on the Assets side stays the same, but the company’s DTA increases 

by $40 because of the negative Deferred Taxes on the CFS, so the Assets side is up by $40. 
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On the L&E side, Retained Earnings is $40 higher because Net Income was down by $60, but 

Stock-Based Compensation increased Common Stock & APIC by $100. Both sides are up by $40 

and balance. 

Intuition: The company paid nothing and saved nothing in taxes, but it expects to be able to 

reduce its taxes in the future. 

 

7. Two years later, the employees who received this SBC finally exercise their options, which 

are now worth $400 rather than $100. 

The company can now deduct this expense for Cash-Tax purposes. What happens on the 

financial statements? 

Nothing changes on the Income Statement. 

On the Cash Flow Statement, the company can now deduct $400 – $100 = $300, so it records 

this $300 * 40% = $120 as a positive entry under Deferred Taxes. 

The company also records $100 * 40% = $40 in Tax Benefits from Stock-Based Compensation, 

so cash flow is up by $160 at this point. 

But then, the company must subtract $300 * 40% = $120 in Excess Tax Benefits from Stock-

Based Compensation and add it back in Cash Flow from Financing, re-classifying it there. 

Those changes cancel each other out, so Cash is still up by $160 at the bottom. 

On the Balance Sheet, Cash is up by $160, and the DTA is down by $120, so the Assets side is up 

by $40. 

On the L&E side, APIC is up by $40 because of the Tax Benefits from SBC, so both sides are up 

by $40 and balance. 

Intuition: The company gets extra Cash by deducting the SBC ($400 * 40% = $160). 

 

8. A company records Book Depreciation of $10 per year for 3 years. 

On its Tax financial statements, it records Depreciation of $15 in Year 1, $10 in Year 2, and $5 

in Year 3. 

Walk me through what happens on the BOOK financial statements in Year 1, assuming a 40% 

tax rate. 
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On the Book Income Statement, you list the Book Depreciation number, so Pre-Tax Income falls 

by $10, and Net Income falls by $6. 

On the Tax Income Statement, Depreciation is $15, so Net Income falls by $9 rather than $6. 

Taxes fall by $2 extra on the Tax Income Statement. 

On the Book Cash Flow Statement, Net Income is down by $6, but you add back the 

Depreciation of $10 and the $2 of Deferred Taxes to represent the fact that Cash Taxes were 

lower than Book Taxes in Year 1. 

At the bottom, Cash is up by $6. 

On the Balance Sheet, Cash is up by $6, but PP&E is down by $10 due to the Depreciation, so 

the Assets side is down by $4. 

On the other side, the Deferred Tax Liability increases by $2 due to the Book vs. Cash Tax 

difference. Equity is down by $6 due to the lower Net Income, so both sides are down by $4 

and balance. 

Intuition: The company gets a bit of extra Cash – $6 rather than the normal $4 – because it 

deducts a higher Depreciation for tax purposes in Year 1. 

 

9. Now let’s move to Year 2. What happens? 

On the Income Statement, Pre-Tax Income is down by $10, so Net Income falls by $6. The Book 

and Tax versions of the IS are the same since Depreciation is the same on both. 

On the Cash Flow Statement, Net Income is down by $6, and you add back the $10 of 

Depreciation, but there are no changes to Deferred Taxes because Book Taxes = Cash Taxes this 

year. Cash at the bottom increases by $4. 

On the Balance Sheet, Cash is up by $4, but PP&E is down by $10, so the Assets side is down by 

$6. Equity is down by $6 due to the reduced Net Income, so both sides are down by $6 and 

balance. 

Intuition: This is a standard “What happens when Depreciation increases by $10?” question – 

the company gets $4 extra Cash because of the tax savings. 

 

10. Finally, let’s move to Year 3. What happens? 
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On the Book Income Statement, you use the Book Depreciation number, so Pre-Tax Income falls 

by $10, and Net Income falls by $6. 

On the Tax Income Statement, Depreciation is $5, so Net Income falls by $3 rather than $6. 

Taxes fall by $2 less on the Tax version of the IS. 

On the Book Cash Flow Statement, Net Income is down by $6, but you add back the 

Depreciation of $10 and subtract the $2 to represent how Cash Taxes are higher than Book 

Taxes in Year 1. 

At the bottom, Cash is up by $2. 

On the Balance Sheet, Cash is up by $2, but PP&E is down by $10 due to the Depreciation, so 

the Assets side is down by $8. 

On the L&E side, the Deferred Tax Liability decreases by $2 due to the Book vs. Cash Tax 

difference, and Equity is down by $6 due to the reduced Net Income, so both sides are down by 

$8 and balance. 

Intuition: The company now earns a bit less in extra Cash ($2 rather than $4) because it records 

a lower Depreciation deduction for tax purposes. 

 

11. A company records a Goodwill Impairment of $100. However, this Goodwill Impairment is 

NOT deductible for Cash-Tax purposes. 

Walk me through how the 3 statements change, assuming a 40% tax rate. 

On the Book Income Statement, Pre-Tax Income still falls by $100 due to the Impairment, so 

Net Income falls by $60. 

On the Tax Income Statement, Pre-Tax Income stays the same, so Net Income stays the same. 

As a result, Cash Taxes are $40 higher than Book Taxes. 

On the Cash Flow Statement, Net Income is down by $60, but we add back the $100 

Impairment since it is non-cash. 

Then, we also subtract $40 in the Deferred Taxes line item because Cash Taxes are higher than 

Book Taxes. 

Cash at the bottom does not change. 

On the Balance Sheet, Cash stays the same, but Goodwill is down by $100 due to the 

Impairment, so the Assets side is down by $100. 
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On the L&E side, the Deferred Tax Liability is down by $40, and Equity is down by $60 due to 

the reduced Net Income, so both sides are down by $100 and balance. 

Intuition: The company’s Goodwill decreases, but it doesn’t save anything on taxes as a result, 

so its Cash balance stays the same. 

 

12. A company has a Net Operating Loss (NOL) balance of $100. 

The company finally generates a Pre-Tax Income of positive $200 this year. Walk me through 

the financial statements, assuming a 40% tax rate. 

On the Income Statement, the company still records Pre-Tax Income of $200, Taxes of $80, and 

Net Income of $120. 

On the Cash Flow Statement, Net Income at the top is up by $120. 

The company can apply $100 of NOLs to reduce its Taxable Income, so it only pays taxes on 

$100 of Pre-Tax Income rather than $200. 

As a result, its Cash Taxes are $40 rather than $80. 

You record this as a positive $40 adjusting entry under Deferred Taxes, so Cash at the bottom is 

up by a total of $120 + $40 = $160. 

On the Balance Sheet, Cash on the Assets side is up by $160, but the Deferred Tax Asset is down 

by $40, so the Assets side is up by $120. 

The L&E side is also up by $120 because of the $120 increase in Net Income, which flows into 

Retained Earnings. Both sides balance. 

Intuition: The company’s Cash balance increases by more than expected because it uses losses 

from previous years to reduce its taxes this year. 

 

13. You’re analyzing a company with $100 in Short-Term Investments on its Balance Sheet. 

These Investments are classified as Available-for-Sale (AFS) Securities. 

The fair market value of these securities increases to $110. Walk me through what happens 

on the 3 statements. 
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Since these are AFS securities, you do not report Unrealized Gains and Losses on the Income 

Statement, so there are no changes there. There are also no changes to the Cash Flow 

Statement. 

On the Balance Sheet, the Short-Term Investments line item increases by $10 on the Assets 

side, and Accumulated Other Comprehensive Income (AOCI) increases by $10 on the L&E side 

under Equity, so the Balance Sheet balances. 

 

14. Assume that these investments are classified as Trading Securities instead. Walk me 

through the financial statements after their value increases by $10. 

With Trading Securities, you do show Unrealized Gains and Losses on the Income Statement. 

So, on the Income Statement, Pre-Tax Income increases by $10, and Net Income increases by 

$6 at a 40% tax rate. 

On the Cash Flow Statement, Net Income is up by $6, but you subtract the $10 Unrealized Gain 

because it’s non-cash, so Cash at the bottom is down by $4. 

On the Balance Sheet, Cash is down by $4, and Short-Term Investments is up by $10, so the 

Assets side is up by $6. 

On the other side, Equity is up by $6 due to the increased Net Income. Both sides balance. 

Return to Top. 

http://breakingintowallstreet.com/biws/course/financial-modeling-fundamentals-new/

