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ABSTRACT 

M&A finance encompasses the valuation methods, deal structuring decisions, and financing choices that determine the 

economic consequences of corporate transactions. Target valuation in M&A typically employs three complementary 

approaches: discounted cash flow (DCF) analysis that values the target based on projected free cash flows and terminal 

value; comparable company analysis that benchmarks enterprise value against publicly traded peer companies on 

EV/EBITDA, EV/Revenue, and P/E multiples; and precedent transaction analysis that benchmarks against comparable 

acquisition premiums. The acquisition premium—the percentage by which the deal price exceeds the pre-announcement 

stock price—has averaged approximately 25–35% across major markets over recent decades, reflecting both genuine 

synergy value and the competitive bidding dynamics that generate hubris-inflated offers. This paper reviews M&A 

valuation methodologies, premium determinants, method-of-payment effects, deal structuring considerations, and the 

evidence on deal success factors. 
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1. INTRODUCTION 

M&A activity is among corporate finance’s most significant events, mobilizing trillions of dollars annually in restructuring 

transactions that reshape industries and reallocate assets among owners. Global M&A volume reached $5.8 trillion in 

2021—a record—before declining significantly in 2022 amid rising interest rates and equity market volatility. The 

financing of M&A transactions requires integration of valuation, capital structure, tax planning, and legal structuring 

decisions that make M&A finance among investment banking’s most complex activities. Target boards of directors face 

fiduciary obligations to maximize shareholder value in sale transactions, requiring rigorous valuation analysis and 

consideration of whether the acquisition price represents fair value—creating a large market for investment banking 

advisory services and fairness opinions. 

2. VALUATION METHODS 

2.1 Discounted Cash Flow 

DCF valuation of M&A targets proceeds through: (1) Projection of unlevered free cash flow (EBIT × (1−T) + D&A − 

ΔWorking Capital − Capex) for 5–10 years; (2) Terminal value calculation using either the Gordon Growth Model (FCF 

× (1+g)/(WACC−g)) or the exit multiple approach; (3) Discounting at WACC or equity cost of capital for equity value. 

The acquirer’s DCF analysis differs from the target’s standalone DCF by incorporating synergies—cost savings and 

revenue enhancements achievable through the combination—in projected cash flows. Synergy valuation is critical and 

requires realistic assessment: academic and consulting research consistently finds that pre-deal synergy estimates are 

overly optimistic, contributing to the acquirer value destruction documented in event studies. 

2.2 Comparable Multiples 

Comparable company analysis values the target by applying the EV/EBITDA, EV/Revenue, P/E, and price/book multiples 

of publicly traded peers to the target’s financial metrics. The acquisition premium over the comparable company value 

reflects control premium (the premium for acquiring a controlling stake rather than a minority position), synergy (value of 

post-merger combination benefits), and deal competition (bidding dynamics when multiple acquirers compete for the 

target). Precedent transaction analysis extends this by using multiples paid in comparable historical acquisitions—
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including control premiums—providing a direct benchmark for assessing whether the proposed deal premium is consistent 

with market norms. 

3. METHOD OF PAYMENT 

Table 1. Method of payment and acquirer announcement returns. 

Payment 

Method 

Acquirer Return Effect Mechanism 

Cash Neutral to slightly positive 

announcement returns 
Full transfer of deal risk to acquirer; no adverse selection 

signal 

Stock Negative announcement returns 

(~−2 to −3%) 
Signals acquirer overvaluation; Myers & Majluf adverse 

selection; dilution 

Mixed (stock + 

cash) 
Between cash and all-stock deals Partial signaling; risk sharing 

Earnout Positive: aligns seller incentives 

with deal success 
Defers payment contingent on post-merger performance; 

reduces information asymmetry 

4. DEAL STRUCTURING AND TAX CONSIDERATIONS 

The legal and tax structure of M&A transactions significantly affects after-tax value for both acquirer and target 

shareholders. Asset purchases (the acquirer buys target assets rather than equity) enable a ‘step-up’ in tax basis for acquired 

assets—increasing future depreciation deductions and reducing acquirer’s tax liability—but are more administratively 

complex than equity purchases (which do not generate step-up without a 338 election). Stock-for-stock mergers that qualify 

as tax-free reorganizations under IRC Section 368 defer target shareholder capital gains taxes, making them more attractive 

to target shareholders with low tax basis (long-term holders). Deal financing through LBO structures layers debt onto the 

acquisition to maximize the acquirer’s equity return from any given deal price improvement, with tax deductibility of 

interest providing a tax shield that can fund part of the acquisition premium. 

5. CONCLUSION 

M&A finance provides the analytical framework for valuing targets, determining deal premiums, structuring payments, 

and financing transactions in ways that maximize the probability of value creation. The consistent finding that acquirers 

pay too much—reflected in negative acquirer announcement returns for large transactions and long-run 

underperformance—suggests systematic overestimation of synergies, insufficient attention to deal execution complexity, 

and/or CEO hubris in competitive bidding situations. The method-of-payment literature provides actionable guidance: 

stock acquisitions signal acquirer overvaluation and underperform cash acquisitions, motivating acquirers with highly 

valued equity to use it as currency while acquirers with undervalued equity prefer cash. Future research should examine 

how algorithmic deal screening and AI-powered synergy estimation change the M&A deal process and whether they reduce 

the systematic overoptimism that characterizes traditional deal-making. 
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