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Aaron Rents Inc., 564(t)
Abandonment options, 450
ABN-AMRO Holding, 831
Abnormal yield curve, 205
Absolute priority doctrine, 878
Accelerated depreciation, 432-433, 468
Accelerated methods, 468
Acceleration of claims, 876
Accounting income, 425
Accounting method, of beta estimation, 365
Accounting practices and standards, 99, 109
Accounting profit, 54, 59, 68
Accounts payable
balance sheet listing, 49
as collateral, 677
cost of trade credit, 667-670
as current liability, 90, 91
and current ratio, 90, 91
deferral period, 648-650
defined, 667
stretching, 669
Accounts receivable
accumulation of, 663—-664
aging schedules, 666667
cash conversion cycle, 648-653, 721
collection period, 648, 649
credit policies, 663, 721
as current asset, 90, 91
days sales outstanding, 93-94, 664-665
defined, 663
management of, 663—667
Accredited investors, 788
Accrual accounting, 50n
Accruals, 50-51, 667
Accrued expenses, 90-91

Acid test ratio, 91
ACP (average collection period), 93-94, 650, 665
Acquiring company, 832
Activist investors, 541
Activity-based budgeting, 473
Additional funds needed (AFN), 575
calculating, 479
Additional funds needed (AFN) equation, 480-481
key factors in, 481
potential problem with, 482
Additional funds needed (AFN) method, 478-480
addition to retained earnings, 479
required increase in assets, 478
spontaneous liabilities, 478-479
Add-on interest, 675-676
Adjustable rate mortgages (ARMs), option reset, 160
Adjustable rate preferred stocks (ARPs),
763-764
Adjusted betas, 351, 950-951
Adjustment bureau, 872
ADRs (American Depository Receipts), 713
Adverse event risk, 915
Advising, mergers/acquisitions and, 804
AerCap Holdings NV, 733
AFN. See Additional funds needed (AFN)
After-tax cash flows, 48
After-tax cost of debt (ryq(1 - T)), 341, 743
After-tax yield of preferred stock, 762
Agency costs/problems, 8, 539, 567, 602, 616
and bankruptcy reorganization, 882
convertible securities and, 775-777
Aging schedules, 666667
Airbus, 733
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Airline industry, 102
leasing, 733, 751
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AirTouch, 831, 833
Alcan Aluminum, 713
Alcoa
commodity price exposure, reducing, 923
preferred stock price, 762
All-cash offers, 833
Alternative minimum tax (AMT), 71n, 324
lease financing and, 751
Altria Group, 860
Amazon.com, 244(t)
American Association of Individual Investors (AAII), 110
American Depository Receipts (ADRs), 713
American Finance Association, 1006
American options, 307
American Stock Exchange (AMEX), 29
IPOs (initial public offerings) and, 796
Ameritech, 831
Amortization. See also Amortized loans; Lease financing
on income statement, 5253
and net cash flow, 54-55
schedule, 158
Amortized loans, 158-159
AMT. See Alternative minimum tax (AMT)
Anchoring bias, 293
Angels, 788
Animal spirits and market behavior, 293
Annual compounding, 153
Annual Percentage Rate (APR), 156
Annual reports, 48-59
Annual Statement Studies, 107
Annual vesting, 536
Annuities. See a/so Annuities due; Ordinary annuities
defined, 138
future value of, 138-141
growing, 159-162
interest rate, 145-146
number of periods, 145
payments, 144-145
perpetuities, 146-148
plus additional final payment, 148-149
present value, 141-143
types of, 138
variable, 144
Annuities due
defined, 138
future value of, 141
present value, 143-144
Anti-Bribery Convention, 711
Antitrust issues. See Mergers
AOL (America Online), 831
impairment test, 850
Time Warner merger, 828, 860
Aon Corp., 920
Apple
comparative ratios, 108(t)

externalities, 428
on Fortune’s most admired list, 3
inventory management, 722
market/book ratio, 102
working capital management, 641
APR (Annual Percentage Rate), 156
APV (adjusted present value) approach, 835-838
illustration of, 843-844
Arbitrage
defined, 998n
illustration of, 1003-1006
and mergers, 856-857
with Miller model, 1007
in MM model, 997
personal taxes, Miller model with, 1006-1009
proof, 998-1000
risk arbitrage, 856-857
with short sales, 1000-1001
Arbitrage pricing theory (APT), 954-957
factor analysis for, 956-957
Archer Daniels Midland, 923
Archipelago, 30, 31
Argentina, 701-702
Armbrister Pyrotechnics, 410
Arrearages, 761
Arthur Andersen, 70, 906
and synthetic leases, 736
Asia/Pacific region, capital budgeting in, 447
Asset-backed securities, 802-803
Asset-based financing, 677n
Asset holdings, current, 643-644
Asset management, investment banks and, 804-805
Asset management ratios, 92-94
Asset purchases, cash flow effect of, 425
Assets. See also Fixed assets; ROA (return on total assets)
balance sheet listing, 49, 50
capital assets, 75
current assets, 90-91
and debt ratio calculation, 95
intangible assets, 514
lumpy, 497-498
mergers and replacement of, 829
nonoperating assets, 6061, 514, 643
operating current assets, 59-62, 488, 514, 643
requesting increase in, 478
return on total assets (ROA), 99-100, 106-107
securitization, 802—-803
Assets-in-place, 514
Assignment process, 874
Asymmetric information, 585-586, 602, 614-615, 620
maturity structure and, 809
trade-off theory combined with, 1019-1021
At-sea storage, 723
AT&T, 590, 831
warrants from, 767
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Auction markets, 29, 32

Auction-rate preferred (ARP) stock, 764n

Auctions and bankruptcy, 890

Automatic debits, 661

Automatic stay provision, 876

Average collection period (ACP), 93-94, 648, 650, 665
Average tax rate, 71

B
Baidu.com, 789, 794
Bait and switch
convertible securities and, 775-776
risky assets, investing borrowed funds in, 1017
Balance sheets
in annual reports, 48
assets on, 49, 50
differences over time, 49
forecasting, 488-490
lease financing and, 738-739
liabilities on, 49
at liquidation, 886
off-balance sheet financing, 738
order of information, 49
Banker’s acceptances, 16(t), 721
Bank of America (BofA), 27, 787, 805, 870
Bankruptcy, 869-870. See also Chapter 11 bankruptcy
absolute priority doctrine, 878
actions on, 1018n
and agency costs, 602
automatic stay provision, 876
and cash flow, 601-602
Chapter 7 bankruptcy, 875, 885-888
classes of creditors, 877
costs of, 446, 613-614
court, role of, 878
cramdown, 877
criticisms of laws, 889-890
and debt, 538-539, 601, 616, 672
economic vs. legal, 599
European laws, 875n
feasibility requirements, 878-879
federal law, 874-875
financial forecasts and, 889
forms of, 206-207
fraudulent conveyance statutes, 876
holdout problem, 877
in illustration, 880-883
illustration of reorganization, 880-883
judicial protectionism and, 889
largest bankruptcies since 1980, 871
liquidation in bankruptcy
balance sheet for, 886
distribution of proceeds, 887
priority of claims, 885-886
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and managerial behavior, 538-539
and MM model, 610-611
motivations for, 889

and net income reporting, 57

and preferred stock, 51, 286
prepackaged bankruptcies, 883
relative priority doctrine, 878

risk management and, 902
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SEC (Securities and Exchange Commission) and, 880n

and sinking funds, 178-179
subordinate debt claims, 196
time and expense considerations, 884
and trade-off theory of leverage, 613-614
voluntary/involuntary bankruptcy, 875
Bankruptcy Trustee, 884
Banks. See also Investment banks
cash holdings of, 20
check-clearing process, 659-660
commercial loans, 16(t), 672-676
commercial paper, 16(t), 676677
compensating balances, 658, 673
EBITDA coverage ratio, 97
and informal reorganization, 873
interest rates, 153, 675-676
lines of credit, 673
liquidation in bankruptcy and, 885n
lockbox plans, 660-661
prepackaged bankruptcies, 883
regulation of, 27
revolving credit agreements, 674
role of, 14, 23-24
swaps, counterparties in, 922
Bank stress tests, 445
Barings Bank, 905
Base case, 429-430, 432, 436, 438-442
BASF, 693
Basic earning power (BEP) ratio, 98-99
Bear Sterns, 804, 870
Behavioral finance, 292, 961-963
BellSouth, 831
Benchmarking, 107, 109
Benson Conglomerate, 573-579
BEP (basic earning power) ratios, 98-99
Berkshire Hathaway, 3, 173, 589n
Best Buy, 87
Best-case scenario, 439
Beta coefficient. See also MM model
adjusted betas, 950-951
advanced issues, 950-951
calculation of, 243-246, 351-352
for certain companies, 244(t)
defined, 239-240
divisional estimations, 364-365
Fama-French three-factor model and, 958
firms’ influence over, 249
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fundamental betas, 950
historical betas, 950-951
for individual stocks, 240-242
key points, 242-243
market model and, 947-948
portfolio betas, 948-949
for portfolios, 242
regression analysis, 947
for single stock, 945-947
stability, tests of, 952
summary of data for, 945, 946
Web site resource, 351
Beta risk. See Market risk
Bid price. See Mergers
Big Lots, 665
Big Mac comparison, 708-709
Binomial lattice, 317-318
Binomial option pricing approach, single-period, 310
hedge portfolio approach, 311-313
hedge portfolios and replicating portfolios, 313-314
payoffs in a single-period binomial model, 310
Binomial option pricing formula, single-period, 314-316
Binomial option pricing model, multi-period, 316-319
Bird-in-the-hand theory, 565-566
Black, Fischer, 319, 324
Black & Decker (B&D), 599
Black-Scholes Option Pricing Model (OPM), 319
application of, 321-322
assumptions and equations, 319-320
and derivatives market, 904
equity valuation with, 1015-1016
five factors that affect options prices, 322-325
of growth option illustration, 985-988
for investment timing option illustration, 977-982
for real options, 988-989
variables used in, 320
warrants, value of call option for, 766
Blackstone Group, 807
Block ownership patterns, 539-541
Bloomberg, 56, 204, 694
Blowout bids, 833
Blue Sky laws, 788n
BMW, 3
Boards of directors
compensation, 534
effectiveness, 534
election process, 269, 542-543
role of, 532-534
Boeing, 733
Bombay Stock Exchange, 711
Bond contract terms, 197
Bond indentures, 196
Bond of cash flow, 616
Bond ratings, 197, 198
criteria, upgrades, and downgrades, 197-199

Bonds. See also Convertible securities; Corporate bonds;

Default risk premium (DRP); Junk bonds; Municipal
bonds (munis); Preferred stocks; Premium bonds;
Refunding decisions; Treasury bonds

Bowie Bonds, 803

call/redeem provisions, 177-178

changes in value over time, 184187

CMOs (collateralized mortgage obligations), 912

convertibles, 179

coupon interest rate, 176-177

debentures, 196

defined, 174

development bonds, 196-197

discount bonds, 183

duration, 202n

Eurobonds, 712

financial futures as, 917

floating-rate bonds, 176-177

foreign bonds, 173, 175, 712

income bonds, 179

indentures, 196, 584

indexed bonds, 179, 193

inflation premium, 192, 193-195

interest rate and price, 147, 175, 183-184

interest rate determinants, 191-192

interest rate risk, 201-203

interest rate term structure, 204-205

junk bonds, 197, 201, 205-206

liquidity premium, 192, 201

markets for, 179-180

maturity date, 177

maturity risk premium, 192, 201-205

mortgage bonds, 196, 809, 880-882

new issues, 184

nominal risk-free rates, 195

on-the-run bonds, 184

original issue discount bonds, 177

par value, 176

payment-in-kind bonds, 177

premium bonds, 184, 186

price calculation, 181-183

purchasing power bonds, 179

risk-free interest rate, 192, 193—-194

seasoned issue, 184

with semiannual payment, 187-188

sinking fund provisions, 178-179, 197

spreads, 199-200

taxation, 75, 612613

tax-exempt, 196

types of, 173, 175

valuation, 180-184

warrants, 179

with warrants, component costs of, 767-768

yield curve, 204-205

vields, 188-191, 198

zero coupon bonds, 177



Bond-yield-plus-risk-premium method. See Over-own-
bond-yield-plus-
judgmental-risk-premium approach
Book-building, 793-794
Book-to-market (B/M) ratio, 957-959
Book value per share, 101-102
Book values, 49
Borrowing costs, 902
Bowie Bonds, 803
Branch, of decision tree, 452-454
Break-even analysis, 438, 439(t)
Breakup value of companies, 830
Bretton Woods fixed exchange rate system, 699-700
Bristol-Myers Squibb, 799
Brokerage costs, 565
Brokerage firms analysts’ earnings forecasts, 87
DTCC accounts, 32n
Budgeting. See also Capital budgeting
activity-based budgeting, 473
cash budget, 654-657
demand-pull budgeting, 473
Business failure. See Financial distress
Business organization, 5-8
Business risk, 603-606, 621-624
BusinessWeek, 858
Buy orders, 32
Bylaws, 8, 533

C
Cable TV industry, 285-286
Cadbury Schweppes, 860
Calculators
bonds
changes in value over time, 184187
interest rate risk, 202
price, 182
yield to maturity, 189
hints on using, 129
internal rate of return, 387-389
risk, standard deviation using historical data, 228
time value of money problems
annuities, 140, 141, 143, 145
future value, 127-128
interest rates, 136, 153-154
loan amortization, 158
number of years, 137
present value, 134-135
uneven cash flows, 149-152
Callable bonds, 177-178
Call options. See also Option price
defined, 307
exercise value, 307-308
risky debt option, 1015-1019
warrants as, 765
Call premiums, 177-178
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Call protection, 178
Call provisions, 177
Canada, capital structure, 719(t)
Cancellation clauses in operating leases, 734
Cannibalization, 428, 433
Capital. See also Cost of capital; Working capital
allocation, 13-15
operating capital, 66
sources of, 344-345
value-based management requirements, 524, 526, 527
Capital Asset Pricing Model (CAPM), 435. See also Beta
coefficient and Security Market Line (SML)
alternatives to, 253
caveat regarding CAPM approach, 352
conclusion of, 238
for divisions, 363-365
example of, 352-353
flotation cost adjustment, 357-358
market risk premium, 346-351, 367
risk-free rate, 345-346
use of, 356
validity of, 253
Capital assets, 75
Capital budgeting, 405. See also Internal rate of return
(IRR); Net present value (NPV); Real options
in Asia/Pacific region, 447
cash flow estimation, 424-425
conclusions about, 403-404
and corporate valuation, 381
decision criteria used in practice, 405
defined, 381
economic vs. physical life, 407-408
at FPL, 379
inflation adjustments, 434
multinational, 714-718
optimal, 408—411
overview of, 381-383
payback methods, 401-402
profitability index, 400
qualitative factors, 404
real options analysis, 326-327
risk analysis in, 435
risky options and, 1017-1018
unequal life problem, 406—407
Capital gains
dividends taxed as, 75
and stock valuation, 274
tax effect theory, 566
tax treatment, 73
Capital gains yield, 185-186, 280
Capital intensity, 481
Capitalization. See Capital structure
Capital leases, 734-735, 738-739
Capital Market Line (CML), 940-944
Capital markets, 28
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Capital market securities, 15
Capital rationing, 410411
Capital structure, 486-487. See also Arbitrage; Mergers;
Target capital structure
business risk, 603—-606
and corporate valuation, 600
corporate valuation and, 996
decision, 328, 600
defined, 600
and distributions to shareholders, 560-561
and earnings per share, 629
empirical evidence, 618-619
financial distress costs, 620
international, 620
issues, 600-603
management implications, 619-621
and managerial behavior, 538-539
market conditions, 620, 621
multinationals, 718-720
optimal, 358-359, 621-630
tax considerations, 611-613, 619
theories of, 609-617
trade-off theory, 1019-1021
and WACC, 361-362
CAPM. See Capital Asset Pricing
Model (CAPM)
basic assumptions of, 939-940
current status of, 954
empirical tests of, 952-954
Fama-French three-factor model and, 957-959
insights of, 949-950
for Magellan Fund, 948-949
market model compared, 947-948
merger valuation and, 840
slope of SML, tests based
on, 952-954
Carve-outs
divestitures and, 859
equity carve-outs, 799
Cash. See also Cash management
availability and dividend payments, 584
as current asset, 50
reasons for holding, 657-659
Cash budgets, 654
vs. income statements and free cash flows, 656-657
monthly, 655-656
Cash conversion cycle (CCC), 648, 721
benefits of reducing, 652-653
calculating the actual CCC from financial statements,
649-652
calculating the target CCC, 648-649
Cash discounts, for early payment, 663
Cash distributions. See #/so Dividends;
Stock repurchases
constraints, 584-585

and firm value, 564-567
methods of, 562
optimal distribution policy, 565, 570-571
overview of, 560-561
policy decision, 560-561, 585-587
residual distribution model, 570-573, 575-579
target distribution ratio, 565
target payout ratio, 565
trends, 563564

Cash dividends. See Dividends

Cash equivalents, 50

Cash flow (CF). See also Free cash flows (FCFs)
vs. accounting income, 425
and bankruptcy, 601-602
companies generating large, 47
defined, 126
excess, 616
foreign investments, 715-717
increasing, 12
inflation adjustments, 434
and interest payments, 426
vs. net income, 425
nonnormal cash flows, 390
operating cash flow, 64
price/cash flow ratio, 101
statement of, 48, 55-59, 89
synchronization of, 659
timing of, 426
uneven cash flows, 148-153

Cash flow (CF) differentials, 448

Cash flow (CF) estimation, 423-424
conceptual issues, 424-429

Cash flows. See also Arbitrage; Depreciation; Net cash

flow; Uneven cash flows (CFz)

lease financing and, 741-742
post-merger cash flows, 841-842
project financing and, 816
in swaps, 909-911

Cash management
cash budget, 654-657
goal of, 657-659
importance of, 657

multinational corporations, 692-694, 709-710, 720-721

scorecard, 658

techniques, 659-661
Cash offers, 833

vs. stock offers, 846
Cash position, 55-57
CBO (Congressional Budget Office), 194n
CBOE (Chicago Board Options Exchange), 308
CBOT (Chicago Board of Trade), 29
CCC. See Cash conversion cycle
CDs (certificates of deposit), 16(t)
Celanese, 789, 807
Celler Act of 1950, 828n



Central banks, 698
CEOs
as chairman of board, 532-534
compensation, 535-537, 541
media coverage, 541
Sarbanes-Oxley regulations, 540
turnover in competitive industries, 541
Certificates of deposit (CDs), 16(t)
financial futures as, 917
CF. See Cash flow (CF)
CFO magazine, 641, 658
CFOs
and synthetic leases, 736
CFOs (chief financial officers)
on market risk premium, 350
Sarbanes-Oxley regulations, 540
survey on financial planning, 473
Chapter 7 bankruptcy, 875, 885-888
Chapter 7 liquidation, 206
Chapter 11 bankruptcy, 874-876
features of, 878
illustration of, 880-883
Chapter 11 reorganization, 206
Charters, 7-8, 534-535
Chateau Teyssier, 187
Check-clearing process, 659-660
Checking accounts, 24, 659-660
Chicago Board of Trade (CBOT), 22, 903
futures on, 917
Chicago Board Options Exchange (CBOE), 308
Chicago Mercantile Exchange (CME), 703
futures on, 917
Chief financial officers. See CFOs (chief financial officers)
China, 691, 698-699, 702
consumer finance in, 564
Chipotle Mexican Grill, 30
Chrysler, 759, 806, 869-871, 871(¢), 874
bankruptey of, 869-871
voluntary settlement by, 874
Cisco, 305
Cisco Systems, 244(t), 281
CIT Group, 803
Citibank, 27
Citigroup, 27, 87
Classified boards, 533
Classified stock, 269-270
Class life, 468, 469(t)
Clayton Act of 1914, 828n
Cleanup clauses, 674
Clientele effect, 567-568
CIiff vesting, 536
Closely-held companies, 268
CME (Chicago Mercantile Exchange), 703
CMOs (collateralized mortgage obligations), 912, 913
CNN Financial, 204
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Coca-Cola, 68, 177n, 244(v), 475, 692, 713
Coefficient of variation (CV), 228-229
Collateral, 677
maturity structure and, 809
Collateralized debt obligations (CDOs), 37, 40, 41
Collection policies, 663
Collections float, 660
Combination leases, 735
Comfort letters, 816
Commercial banks, 24-25
Commercial loans, 16(t), 672-676
Commercial paper, 16(t), 676677
market, 802
Commodities contracts, 908
Commodity futures, 917. See also Derivatives
Commodity price exposure, 923
Common life approach, 406
Common pool problem, 875-876
Common size analysis, 102, 104
Common stock. See #lso Constant growth stocks; Con-
vertible securities; Cost of common stock (r,); Divi-
dends; Preferred stocks; Stock price; Stock valuation
issuance of new, 344-345, 585, 586
maturity, 16(t)
rate of return, 16(t)
risk, 16(t)
shareholders’ rights, 268-269
types of, 269-270
Compaq Computer, 923
Comparative ratios, 99n, 107-108
Compensating balances, 658, 673
Compensation. See also Wages
alignment of managerial and shareholder interests,
535-538
boards of directors, 534
CEOs, 535-537, 541
economic value added measures, 537
international differences, 542
in mergers, 832
option-based, 309, 535-536
risk management and, 903
and stock price performance, 13, 537-538
Competition, 110, 541
and electricity trading, 905
Competitive bids, 800
Component cost, 337, 339, 343
of convertible securities, 772-774
warrants, bonds with, 769
Composition of creditors, 873
Compounding
approaches to, 126-132
defined, 125
graphic view of, 132, 133
semiannual/other periods, 153-157
Compound interest, 132-133
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Comprehensive income, 53n
Computer/telephone network, 29
Condec Corporation, 799
Cone Mills, 923
Congeneric mergers, 830-831
Conglomerates

mergers, 831
Congress. See Laws and regulations

Congressional Budget Office (CBO), 194n

Conseco, 871
Consolidated Edison, 583
Consolidated tax returns, 74
Consols, 146-148
Constant growth stocks
illustration of, 276-277
valuing, 276-279
Consumer credit loans, 16(t)
Consumer credit markets, 28
Consumption, time preferences, 19
Continental Illinois, 764
Continuing value, 518
Contraction decisions, 382
Control
going public and, 790
by holding companies, 860-861
Control systems, internal, 538-539
Conversion price, P., 770-771
Conversion ratio, CR, 770-771
Conversion value, C, 772
Convertible bonds, 179
Convertible currency, 702
Convertible securities. See also Warrants
agency costs and, 775-777
bait and switch and, 775-776
comparison of warrants to, 777-778
component cost of, 772-774
conversion price, P, 770-771
conversion ratio, CR, 770-771
conversion value, C,, 772
defined, 770
in financing, 775
floor price, 773

outstanding convertibles, reporting earnings with,

778-779

return from, 774
Corporate alliances, 858-859
Corporate assets, 514
Corporate bonds

defined, 175

liquidity premium, 201

market, 179-180

maturity, 16(t)

rate of return, 16(t)

risk, 16(t)

statistics, 173

Corporate governance. See also Boards of directors;
Compensation
alignment of compensation, 535-537
bylaws, 8, 533
capital structure, 538-539
charters, 7-8, 534-535
defined, 513, 531
external environment, 539-543
internal control systems, 539
international, 542-543
regulatory/legal environment, 539
and Sarbanes-Oxley Act, 540
“stick vs. carrot” provisions, 531
Web sites, 530
Corporate life cycle, 5-9
Corporate objectives, statement of, 475
Corporate purpose, 474475
Corporate raiders, 833
Corporate risk, 365, 435, 446
Corporate risk management, 913-916
process of, 915-916
Corporate scope, 475
Corporate strategies, 475
Corporate taxation. See also MM model
accrued taxes, 60-61
capital gains, 73
and capital structure, 611-613, 619
consolidated tax returns, 74
and debt, 601
double taxation of earnings, 7
improper accumulation penalty, 74
interest and dividend income received, 72
interest and dividend paid, 72-73
loss carryback/carryforward, 73-74
marginal tax rates, 71, 341n
MM model and, 997-998
and multinational inventory management, 722
overseas income, 74
rates, 71
rates and WACC, 361, 362
S corporations, 74-75
stock repurchases, 583
Corporate valuation, 512. See also capital structure; Cor-
porate governance; Corporate valuation model;
Value-based management
capital budgeting, 381
capital structure and, 600, 996
cash flows, risk analysis, and, 424
cost of capital, 336
dividend growth model limitations, 513
financial planning, 476
in a global context, 692
and managerial behavior, 530-531
Modigliani-Miller theorem, 610-612
overview of, 512, 513



stock risk and, 268
time value of money analysis, 124
working capital, 642
Corporate valuation model, 272
defined, 512
vs. dividend growth model, 513, 520-521

expected return on invested capital (EROIC), 527, 528

for mergers, 835, 841-843
operating vs. nonoperating assets, 514
price per share, 518-520
value of operations, 514-518
Corporations. See also Corporate governance; Corporate
taxation; Corporate valuation; Multinational cor-
porations; S corporations
advantages/disadvantages of, 7
bylaws, 8, 533
charters, 7-8, 534-535
defined, 7
financing, 8
growth of, 8
limited liability of, 6-7
types of, 8
Corruption, 716(t)
Cost/benefit analysis, 916
Costly trade credit, 670
Cost of capital. See also Cost of common stock (rs); MM
model; Weighted average cost of capital (WACC)
and capital budget size, 408-410
and corporate valuation, 336
cost of debt, 340-341
cost of preferred stock, 339, 342-344
for divisions, 363—-365
foreign projects, 717-718
at General Electric, 335
global variations in, 361
increasing, 409-410
for individual projects, 365-366
mistakes to avoid, 367-368
for privately owned firms, 368-369
risk adjustments, 363-366
for small businesses, 368-369
Cost of common stock (r)
CAPM approach, 345-353
comparison of approaches, 356-357
and debt, 601
defined, 344
dividend-yield-plus-growth-rate approach, 353
flotation cost adjustment, 357-358
over-own-bond-yield-plus-judgmental-
risk-premium approach, 355-356
Cost of debt (rg), 219, 339, 340-342, 601, 621
Cost of equity
CAPM approach, 345-353
comparison of approaches, 356-357
dividend-yield-plus-growth-rate approach, 353
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flotation cost adjustment, 357-358
optimal capital structure estimation,
621-624
over-own-bond-yield-plus-judgmental-risk-
premium approach, 355-356
Cost of money, 19-23
Cost of new common equity, 357
Cost of preferred stock (rps), 339, 342-344
Counterparties, 904
in foreign exchange contracts, 908
in swaps, 922
Country risk, 22
Coupon interest rate, 176-177, 183
Coupon rate, 917n
Covariance between stock and market (COV),
240
Covered options, 308
Cramdown, 877
Credit crisis and mortgage-backed securities,
907
Credit default swap (CDS), 40, 197, 805, 922-923
Creditors. See also Bankruptcy
and informal reorganization, 873
liquidation in bankruptcy, 885-888
prepackaged bankruptcies, 883
Credit period, 663
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Credit policies, 663, 668, 721. See also Accounts receivable

Credit risk, 175
Credit standards, 663
Credit Suisse First Boston, 362
Credit terms, 668
Credit unions, 24
Cross-default provisions, 876
Crossover rate, 397-399
Cross rates, 695-696
Cultural differences, 694
Cumulative issues, 761
Currencies. See also Exchange rates
financial futures as, 917
futures, 924
swaps, 911
Currency. See also Exchange rates
appreciation, 709-710
convertible, 702
countries without, 702-703
demand for, 698
depreciation, 709, 710
devaluation, 701-702
future prices, 703
nonconvertible, 702
revaluation, 701-702
sales at discount, 704
sales at premium, 704
trading, 703-706
Currency call option, 327
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Current asset holdings, 643644

Current asset investment policies, 643-644
Current assets, 90-91

Current liabilities, 90-91

Current ratio, 89-91

Current yield, 185-186, 191

CV (coefficient of variation), 228-229

D
Daily Planet Ltd., 31
DaimlerChrysler. See Chrysler
D/A (debt-to-assets) ratio, 95n
Dart & Kraft, 922
DAX, 711
Days sales outstanding (DSO), 93-94, 648, 664-665
Days tied up in working capital (DWC), 641. See also
Working capital
D & B (Dun & Bradstreet), 92n, 108
DCEF (discounted cash flow) approach, 306. See also Time
value of money (TVM) analysis
Dealer markets, 29, 34
Debentures, 196
Debt. See also Maturity structure; Refunding decisions;
Short-term debt
and bankruptcy, 538-539, 601, 616, 617, 672
cost of debt (rg), 340-341, 601, 621
financial risk, 607
flotation costs, 341-342, 357-358
implications of, 95-96
long-term debt, 485
marginal debt, 340
new debt, 340
pre-tax cost of, 191-192
project financing, 815-817
and return on total assets, 99—-100
risk structure, managing, 802-803, 815-817
risky debt option, 1015-1019
securitization, 802-803
top five underwriters of global, 804
Debt financing. See also Financial leverage (debt financing)
going private and, 807
Debt instruments, 15
Debt management ratios, 96-97
Debt markets, 28
Debtor-in-possession (DIP) financing, 878
Debt ratio, 95-96, 602-603, 603(t)
Debt-to-assets (D/A) ratio, 95n
Debt-to-equity (D/E) ratio, 95n, 602-603, 603(t)
Decision node, 452-453
Decision trees, 451
basic, 451-454
of growth option illustration, 983-985
for investment timing option illustration, 975-977
for real options, 986, 988
Declaration date, for dividends, 562, 575n

Default risk, 175, 198
Default risk premium (DRP), 192, 195-200
Deferred annuities. See Ordinary annuities
Deferred calls, 178
Defined benefit (DB) pension plans, 123
Defined contribution (DC) pension plans, 123
Delaware, 8n
Deleveraging, 630
Dell Computer, 244(t), 404
Delta Air Lines, bankruptey of, 870
Demand
and business risk, 603
for currency, 698
leasing and, 751
Demand-pull budgeting, 473
Depository Trust and Clearing Corporation
(DTCC), 32n
Depreciable basis, 470
Depreciation
of currency, 709, 710
and EVA calculation, 68—69
on income statement, 52—53
lease financing and, 749-750
methods of, 432-424
and net cash flow, 54-55, 425
Depreciation expense, 50, 432
D/E (debt-to-equity) ratio, 95n, 602-603, 603(t)
Derivatives. See also Futures; Options
commodity price exposure, 923
corporate risk management and, 915
defined, 15
downside of, 904-905, 907
Enron and, 905-907
forward contracts, 15, 907-909
futures, 15
futures contracts, 908-909
history of, 903-904
misuse of, 923-924
refunding decision and, 815
speculating with, 923-924
structured notes, 912-913
swaps, 15, 909-912
Devaluation, of currency, 701-702
Development bonds, 196-197
Differential efficiency, 828
Diluted earnings per share (EPS), 778n, 779
Dilution
convertible securities and, 771
warrants and, 768-769
Direct foreign investment, 710
Direct method, 979
Direct quotation, 694
Disbursement float, 660
Disclosure, 87, 790
for operating leases, 740



Discount bonds, 183-184, 186
Discounted cash flow (DCF), 972
in growth option illustration, 983
in investment timing option illustration, 974-975
merger valuation, 834-835
Discounted cash flow (DCF) approach, 306. See also Time
value of money (TVM) analysis
Discounted dividend model, 272
Discounted payback period, 402
Discount on forward rate, 704-706
Discounts/discounting
for early payment, 663
graphic view of, 135-136
and lease financing, 744n
process of, 134
trade discounts, 657, 658
Dissolution by holding companies, 861
Distributions. See Residual distribution model
Distributions to shareholders. See Cash distributions
Diversifiable risk, 236-239
Diversification, 233-238, 252, 254, 693
and mergers, 829
Divestitures, 828, 859-860
Dividend growth model
application of, 520
constant growth stocks, 276-279
vs. corporate valuation model, 513, 520-521
definitions, 273-274
free cash flow to equity (FCFE) approach and, 839n
limitations of, 513
nonconstant growth stocks, 281-284
Dividend irrelevance theory, 565
Dividend model, discounted. See Discounted dividend
model
Dividend per share (DPS), 349, 578, 580
Dividend preference theory, 565-566. See also Bird-in-the-
hand theory
Dividend reinvestment plans (DRIPs), 590
Dividends, 570. See also Constant growth stocks; Earnings
per share (EPS); Preferred stocks
and cash availability, 584
and cash position, 55
clientele effect, 567-568
constraints on payments, 584-585
declaration date, 562
defined, 273
on ESOP stock, 545
ex-dividend date, 562
expected growth rate, 274
expected yield, 274
extra dividend, 573
growth in, 278
growth rate estimation, 353-355
holder-of-record date, 562
information content hypothesis, 568-569
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international comparison, 584
Microsoft, 559, 564(t)
and outside capital availability, 584
payment-in-kind (PIK) dividends, 762
payment procedures, 562-563
payout policy, 487, 566-567, 585-587
preferred stock, 343, 584
residual distribution model, 572-573, 575-579
stability implications, 569-570
stock dividends and convertible securities, 771
and stock price, 568-569, 587-589
vs. stock repurchases, 573-582
tax treatment, 72-73, 75, 565-566, 611
theories, 565-567
trends, 563-564
and WACC, 362
Dividend-yield-plus-growth-rate approach. See Time value
of money (T'VM) analysis
Divisional cost of capital, 363-365
Dollar General, 206
Double taxation of earnings, 7
Dow Chemical Company, 762
Dow Jones Industrial Average (DJIA), 33, 36
Drexel Burnham Lambert, 206, 832
DRIPs (dividend reinvestment plans), 590
DRP (default risk premium), 192, 195-200
Dr Pepper Snapple Group, 860
DSO (days sales outstanding), 93-94, 648, 664-665
DTCC (Depository Trust and Clearing Corporation), 32n
Duke Power, 906
Dumping, 722
Dun & Bradstreet (D & B), 92n, 108
Du Pont equation, 106-107
Duration, of bonds, 202n
DWC (days tied up in working capital), 641. See also
Working capital

E
EAA (equivalent annual annuities) method, 407
EAR (effective annual rate), 155, 156
Earnings. See also EBIT (earnings before interest
and taxes); EBITDA (earnings before interest, taxes,
depreciation, and amortization); Foreign markets;
Net income
defined, 53
forecasts, 87, 278-279
growth, 278, 348
price/earnings (P/E) ratio, 101, 285
Earnings per share (EPS), 53, 278, 629
basic, 778n, 779
convertibles, reporting for, 769
diluted, 778n, 779
primary, 778n, 779
and warrants, 769
warrants, reporting for, 769



1130 Subject Index

EBIT (earnings before interest and taxes). See a/so
Arbitrage
arbitrage and, 997
and basic earning power calculation, 98-99
and operating leverage, 604
EBITDA (earnings before interest, taxes, depreciation, and
amortization)
calculation of, 52-53
market multiple analysis, 286
price/EBITDA ratio, 101
EBITDA coverage ratio, 97
ECN (electronic communications network), 30
Economic bankruptcy, 599
Economic conditions and policies, 19-23, 693
Economic crisis. See Global economic crisis
Economic life, of project, 407-408
Economic value added (EVA), 68-70, 537
Economies of scale, 496-497
Ecuador, 702
Educational Products Corporation (EPC), 654-657
Effective annual rate (EAR or EFF%), 155, 156
Effective interest rate, 675
Efficient frontier, 936-937
Efficient Markets Hypothesis (EMH), 290-293, 961
maturity structure and, 809
Efficient portfolios, 932-936
EG&G, 995
Electricity trading, 905-907
Electronic communications network (ECN), 30
Electronic debit system, 661
Embedded options, 449. See also Real options
Embedded rate, 340
EMH (Efficient Markets Hypothesis), 290-293
Empire District Electric, 244(t), 564(t)
Empirical evidence and mergers, 857
Employees. See also ESOPs (employee stock ownership
plans)
stock options, 309, 328, 535-536, 563, 583
and stock price maximization, 12
whistle-blowers, 10
Employee stock ownership plans (ESOPs), 382, 543-546
Energen Corp., 244(t)
Energy companies. See Utilities
England. See Great Britain
Enron, 63, 198
bankruptcy of, 871
derivatives misuse, 905-907
synthetic leases, 735, 736
Enterprise resource management (ERM), 899
Enterprise risk management and value at risk, 916
Entity multiple, 286
Entrenched managers, 531, 535
Environmental externalities, 428-429, 539-543
Environmental projects, 382
EPS (earnings per share), 53, 278, 629

Equilibrium of stock market, 287-294
Equipment, 488. See also Depreciation; Lease financing
Equity. See also Cost of equity; Debt-to-equity (D/E) ratio
Preferred stocks; Stock
carve-outs, 799
flotation costs, 357-358
return on common equity (ROE),
100, 106-107, 354, 643
with risky coupon debt, 1018-1019
risky equity option, 1015-1019
top five underwriters of global, 804
value of equity, 519
Equity capital, sources of, 344-345
Equity instruments, 15
Equity multiplier, 106
Equity risk premium, 346
Equivalent annual annuities (EAA) method,
407
Equivalent annual rate (EAR or EFF%), 155, 156
ERISA (Employees’ Retirement Income Security Act of
1974), 886n
EROIC (expected return on invested capital), 527, 528
ESOPs (employee stock ownership plans), 382, 543-546
Estimation bias, controlling, 411
ETFs (exchange traded funds), 25
Ethics, 9-10, 530n
and IPOs (initial public offerings), 798
Eurex, 30
Euro, 695, 695(t), 696, 697(t), 700-703
Eurobonds, 712
Eurodollar market, 710-711
Eurodollar market time deposits, 16(t)
Eurodollars
financial futures as, 917
futures, 922
Euronext, 31
European Aeronautic Defence and Space Company
(EADS), 733
European Monetary Union, 702
European options, 307
valuation of, 1015-1016
European Union (EU), 99
Euros. See Currencies; Eurodollars
EVA (economic value added), 68-70, 537
Event risk, 178
Ex ante models, 243
Excel. See Spreadsheets
Excess capacity, 482
Excess capacity adjustments, 498-499
Exchange rates. See also Derivatives
calculation of, 694-696
China, 698-699
cross rates, 695-696
defined, 694
direct vs. indirect quotation, 694

gl



fixed system, 709-710
floating systems, 700-701
forward rates, 703-704
and inflation, 709-710
interest rate parity, 704-706
and international trade, 698-699
managed floating rate system, 701
pegged system, 701-702
purchasing power parity, 706-709
risk, 23, 327, 700-701, 714
spot rates, 703-704
Web sites, 694
Exchange traded funds (ETFs), 25, 931
Ex-dividend date, 562-563
Executives. See Management;
Managers
Exercise price, 307, 323
warrants and, 765
Exercise value, 307-308
Expansion projects, 382, 427, 429-431. See also Guyton
Products Company (GPC)
Expectations theory, 205
Expected rate of return
calculation of, 221-223
Capital Market Line (CML) and, 943
on constant growth stock, 279-281
on portfolio, 231-232
on stock, 247
and stock market equilibrium, 287-288
in two-asset case, 932-935
Expected return on invested capital (EROIC), 527, 528
Expenses, accrued, 90-91
Expiration date, options, 536
Export credit insurance, 721-722
Exports and imports, 21-23, 698-699
Expropriation, 714-715
Extension and reorganization, 872
External equity, component cost of, 339
Externalities, 428
environmental, 428-429
negative within-firm, 428
positive within-firm, 428
Extra dividend, 573
ExxonMobil, 590, 693, 831
true consolidation analysis, 855

F

Factor analysis for arbitrage pricing theory (APT)
parameters, 956-957

Fairness doctrine in bankruptey, 878
Fama-French three-factor model, 957-960

size effect and, 960
Fannie Mae (Federal National Mortgage Association), 18
FASB (Financial Accounting Standards Board), 99, 309
FASB Statement 13, 738-739
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FASB Statement 141, 850, 852n
FCFs. See Free cash flows (FCFs)
Feasibility of reorganization. See Bankruptcy
Federal Bankruptcy Reform Act, 885
Chapter 7 bankruptcy, 875, 885-888
Federal deficit, 20
Federal Deposit Insurance Corporation (FDIC), 759, 869
Federal Express (FedEx), 3
Federal Reserve, 759
check-clearing, 660
cost of money, 19, 20
interest rates, 20, 21
and Long Term Capital Management, 26
margin requirements, 797
and real estate bubble, 38
reserve and, 42
role of, 699
Web site, 20
Federal Reserve Bulletin, 204, 346
Feedback, lease financing and, 741
FFES. See Forecasted financial statements (FFS) method
FIFO (first-in, first-out), 50
Financial Accounting Standards Board (FASB), 99, 309,
740
convertibles, reporting earnings for, 778-779
lease financing, statement on, 738-739
merger accounting, pooling in, 850, 852n
warrants, reporting earnings for, 778-779
Financial asset markets, 28
Financial (nonoperating) assets, 60-61, 514, 643
Financial calculators. See Calculators
Financial distress. See also Bankruptcy
causes of, 870
informal liquidation, 874
informal reorganization, 872-874
issues of, 871-872
MM and Miller models and, 1011
records of business failure, 870-871
risk management and, 902
Financial economies, 828
Financial engineering
in investment timing option illustration, 982
risk-neutral valuation, 982
Financial futures, 917
Financial information sources, 56
Financial institutions, 23-27. See also Banks
Financial instruments, 28
Financial intermediaries, role of, 14
Financial leases, 734-735
Financial leverage (debt financing), 606. See also
Deleveraging
basic earning power (BEP) ratio, 98-99
and beta coefficient, 621
debt-to-equity (D/E) ratio, 95n
financial risk, 607
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illustration of, 605 First mover advantage, 976n
implications of, 95 First-tier holding companies, 861
as management constraint tool, 616-617 First Union, 833
and operating leverage, 619 true consolidation analysis, 855
tax impact, 72, 612, 613 Fitch Investors Service, 197
trade-off theory, 613-614 Fixed assets
Financial Management Association, 995 and cash position, 57
Financial markets, 27-29. See also Stock markets excess capacity adjustments, 498-499
trading procedures in, 29-30 and free cash flow, 59
Financial options. See Options lumpy, 497-498
Financial planning purchase of, 425
additional funds needed method, 478-482 and total net operating capital, 61-62
and corporate valuation, 476 Fixed assets/sales ratio (FA/S), 498
forecasted financial statement method, 482-496 Fixed assets turnover ratio, 94
overview of, 474-476 Fixed costs, and operating leverage, 604-606
process of, 476 Fixed exchange rate system, 709-710
sales forecasts, 476-478 Flexibility
strategic plans, 474-475 airline leasing and, 751
when balance sheet ratios are subject to change, futures market and, 921-922
496-499 options and, 921-922
Financial ratios. See Ratio analysis Flexibility options, 450451
Financial restructuring, 788 Float. See also Refunding decisions
Financial risk, 607-608, 623-624 defined, 660
Financial securities. See Securities and secondary markets, 796
Financial services corporations, 27 Floating exchange rates, 700-701
Financial statement analysis. See a/so Ratio analysis Floating-rate bonds, 176-177
common size analysis, 102, 104 Floating-rate notes, 913
comparisons/benchmarking, 107-108 Floor price of convertible bond, 773
components of, 88 Florida Power & Light, 583. See also FPL Group
Du Pont equation, 106-107 Flotation costs, 341-342, 357-358
forecasted financial statement method, 482-496 Follow-on offerings, 800
intrinsic value and, 88 Ford Motor Company, 514, 712
percentage change analysis, 104-105 Forecasted financial statements (FFS) method, 482-496
qualitative factors in, 110 Forecasting
steps, 88-89 balance sheet, 488-490
trend analysis, 102 bankruptcy and, 889
value of, 88 earnings, 87, 278-279
Financial statements. See 2/so Balance sheets; Financial forecasted financial statement method, 482-496
statement analysis; Income statements income statement, 483
dividends vs. stock repurchases (distribution policies) interest expense, 484
and, 573-575 maturity structure and, 808-809
income statement, 48, 52-53, 488-500 preferred stocks, 484, 485, 488
lease financing and, 738-740 sales, 476-478
manipulation of, 63, 70, 109 Foreclosure, 876
for mergers, 853-854 Foreign accounting standards, 99
Sarbanes-Oxley Act, 70 Foreign bonds, 173, 175, 712
Financing, 8. See also Debt financing; Loans Foreign contracts, 327
convertible securities in, 775 Foreign exchange contracts, 908
debtor-in-possession (DIP) financing, 878 Foreign exchange rates. See Exchange rates
warrants, use of, 767 Foreign markets. See also Currencies; Multinational
Financing activities, 57 corporations
Financing feedbacks, 494 airline lease financing, 733
First Chicago Trust, 590 bankruptcy in, 875n
First day of trading, 794-795 currency swaps, 911

First-in, first-out (FIFO), 50 joint ventures in, 858



Foreign operations, 74, 110. See a/so Multinational
financial management
Foreign portfolio investments, 710
Foreign risk, 604
Foreign stocks, 35-36, 239
Foreign trade, 21-23, 698-699
Fortune magazine, 3, 11, 63
Forward contracts, 907-909
Forward exchange rates, 703-706
Forward-looking risk premiums, 347-350
Founders’ shares, 270
FPL Group, 379-380, 423. See also Florida Power & Light
Fractional time periods, 157
France, capital structure, 719(t)
Fraudulent conveyance statutes, 876
Freddie Mac (Federal Home Loan Mortgage
Corporation), 18
Free cash flows (FCFs)
in APV (adjusted present value) approach, 835-838
and bankruptcy risk, 601-602
calculation of, 62—-64
and corporate value, 66
defined, 59, 425, 560
evaluation of, 66
factors in, 12
free cash flow to equity (FCFE) approach,
835, 838-839
positive, 560-561
“stockpiling” of, 530-531
stock valuation, 285
and time value of money, 124
uses of, 64-65, 560-561
and value of operations, 514-515, 517
working capital and, 652-653
Free cash flow to equity (FCFE) approach, 835, 838-839
illustration of valuation with, 844-845
Free trade credit, 670
Friendly mergers, 832
FTC (Federal Trade Commission), 828
Full capacity sales, 498
Fundamental beta, 351
Fundamental price, 9
Futures, 15, 28, 907-910, 917-924
commodity price exposure, 923
history of, 903-904
interest rate futures, 908—-909
natural hedges, 904
security price exposure, 919-922
Treasury bond futures, 917-919
Future value (FV), 125
of annuities, 138-141
defined, 126
determination of, 126-133
of uneven cash flows, 151-152
FV. See Future value (FV)
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G
GAAP (generally accepted accounting principles), 70
Gamblers, 962
GE Capital. See General Electric (GE) Capital
General Electric (GE), 3, 243-246, 244(v), 267, 335, 693
beta coefficient for, 945-947
leasing companies of, 745
General Electric (GE) Capital, 745, 816
Rojacks Food Stores lease, 748
General Motors (GM/GMAC), 365, 759
bankruptcy of, 869, 871
going private, 806
General partners, 6-7
Genetic Concepts, 270
Germany
capital structure, 718, 719(t)
corporate governance, 542-543
DAX index, 711
Gibson Greeting Cards, 905
Gillette merger, 827
Glaxo Wellcome, 831
Global corporations, 692-693. See also Multinational fi-
nancial management
Global Crossing, 908n
Global economic crisis, 5, 51, 93, 160, 201, 445, 511, 536,
538, 570, 588, 630, 691
causes of, 36-42
Going out of business, 872
Going private, 806-807
Going public, 30, 789-791. See also Initial public offerings
(IPOs)
advantages of, 789-790
costs of, 795-796
disadvantages of, 790
investment bank, selection of, 791
Gold, 699, 700
Goldman Sachs, 787, 800, 805
Goodwill in mergers, 851
Gordon model, 276-279
Governance. See Corporate governance
Government bonds. See Treasury bonds
Government regulation
corporate governance impact, 539
of financial institutions, 27
international bodies, 711
and production location, 693
Great Basin Medical Equipment (GBM), 648-652
Great Britain, 711, 719(¢t)
Greenmail, 534-535
Gross domestic product (GDP), 869, 955
Gross investment in operating capital, 63
Gross profit margin, 98
Gross working capital. See Working capital
Growing annuities, 159-162
Growth forecasts, 476-478
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Growth options, 450, 514, 955, 960n, 972, 982
illustration, 982-988
Guaranteed minimum payment, 144
Guideline leases, 736-737
Guyton Products Company (GPC), 429-434, 436,
441-442, 450454

H

Half-year convention, 470
Hamada’s equation, 622, 623
MM model and, 1002, 1005
Hard currencies, 702
Harley-Davidson Inc., 564(t)
Hartford (insurance company), 144
Health industry, 752
Hedge funds, 25-26, 252
Hedge portfolio approach, 311-313
Hedge portfolios, 311, 313-314
number of stock shares in, 311-312
payoft of, 312
Hedging, 309, 920. See also Futures
commodity price exposure, 923
with forward contracts, 908-909
inverse floaters for, 913
natural hedges, 904, 920
oil price risk, 901-902
perfect hedge, 921
risk management and, 902
types of, 920
Heinz, 244(t)
Herman Miller Inc., 662
Hershey Foods, 995
Hewlett-Packard (HP), 7, 47, 659
Hindsight bias, 962
Historical betas, 351, 950-951
Historical data, for risk measurement, 227-229
Historical growth rates, 353
Historical rate, 340
Historical risk premium, 346-347
Holder-of-record date, for dividends, 562
Holding companies, 828, 861
in bankruptcy, 876-877
as leveraging device, 861
Holdout problem, 874, 877
in prepackaged bankruptcies, 883
Home buyers, 38-39
Home Depot (HD), 427-428, 527
Home insurance, 40-41
Homemade leverage, 1010
Honda Motor Company, 971
Hong Kong, Hang Seng index, 711
Hoovers, 56
Horizon date, 282
Horizontal mergers, 830, 831
Horizon value, 151, 282-283, 518, 521-522

in APV (adjusted present value) approach, 837
in free cash flow to equity (FCFE) approach,
839
Hospital Corporation of America (HCA), 806, 807
Hostile takeovers, 534-535, 546, 832, 833
state laws and, 834
Housing prices and mortgage rates, 38, 39
HSI index, 711
Humped yield curve, 204
Huntsman, 789
Hybrid securities, 286

1. See Interest rate (I)

TASB (International Accounting Standards Board), 99, 740

Ibbotson Associates, 346-347
IBM, 74, 428, 659
and operating leases, 734
IMF (International Monetary Fund), 691, 699
Impairment of capital rule, 584
Impairment test, 850

Importing/exporting. See Foreign markets; Multinational

corporations
Imports and exports, 21-23, 698-699
Improper accumulation penalty, 74, 585
Incentives. See also Perks
going private and, 807
mergers and, 830
for warrants, 767
Income bonds, 179
Income statements, 48, 5253, 483
mergers, effects of, 854
Income tax. See Taxation
Increase market power, 828
Incremental cash flow, 426-427, 448, 449
Indentures, 196
Independent projects, 386, 388, 398-400
Indexed bonds, 179, 193
Index funds, 931
Index options, 308
India, Bombay Stock Exchange, 711
Indifference curves, 937, 938, 940-941
Capital Market Line (CML) and, 940, 942, 943
Indirect quotation, 694
Individual income tax, 75-76, 324, 612-613
Industrial & Commercial Bank of China, 30
Industrial development agencies, 196
Industrial production, 956
Inflation
arbitrage pricing theory (APT) and, 956
and capital budgeting analysis, 434
and cost of money, 19
and exchange rates, 709-710
and interest rates, 193-194, 709-710
and ratio analysis, 109



during recessions, 20, 22
and risk, 249-250
Inflation premium (IP), 192, 193-195
Informal liquidation, 874
Informal reorganization, 872-874
Informational asymmetry, 585-586, 602, 614-615, 620
Informational symmetry, 614
Information availability, and stock price volatility, 289-290
Information content hypothesis, 568-569
Ingles Markets Inc., 564(t)
Initial public offerings (IPOs), 787-788. See also Secondary
markets
average first-day return, 30
book-building, 793-794
description of, 8, 28, 30
equity carve-outs, 799
examples of, 30, 31
first day of trading, 794-795
global activity, 30
investment banks and, 791
manipulation of price in, 796, 797n
questionable practices, 798
quiet period, 793
regulation of, 792
roadshows, 793
underwriting of, 791-792
Input costs, and business risk, 603
Input variance
for growth option illustration, 985-988
in investment timing option illustration, 979-981
Insiders
SEC (Securities and Exchange Commission) and, 797
special-purpose entities (SPEs), 736
Insider trading, 309n
Insolvency, 206, 880. See also Bankruptcy
Instinet, 30, 34
Institutional investors, 199, 567
Insurable risks, 915
Insurance
corporate risk management and, 915
export credit insurance, 721-722
intellectual property
(IP) insurance, 920
municipal bond insurance, 197
OPIC insurance, 715
terrorist insurance, 900
Insurance companies and variable annuities, 144
INT (dollars of interest earned)
bond valuation, 181
defined, 126
Intangible assets, 514
Intellectual property (IP) insurance, 920
Interest. See also INT (dollars of interest earned)
simple vs. compound, 132-133
Interest charges, calculating banks’, 675-676
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Interest coverage ratio, 96
Interest expense
and cash flow estimation, 426
forecasting, 484
tax treatment, 72-73, 611
Interest income, taxation of, 72-73
Interest rate (I). See also Bonds; Compounding; Deriva-
tives; Refunding decisions
Annual Percentage Rate (APR), 153, 156, 676
annuities, 145-146
and bond prices, 147, 175, 183-184
bond risk, 201-204
bond term structure, 204-205
coupon interest rate, 176-177, 183
defined, 126
determination of, 136137
effective, 675
futures, 908-909
and inflation, 193-194, 709-710
inverse floaters, 913
maturity structure and, 808-809
nominal interest rate, 153, 192, 195, 249
periodic interest rate, 153-154
prime rate for floating-rate notes, 913
pure expectations theory, 205
quoted interest rate, 153, 192, 195, 249
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market auction preferred stock, 764
maturity dates, 762
nonconvertible preferred stock, 763
payment-in-kind (PIK) dividends, 762
risk of, 762
tax disadvantage of, 763
Preliminary prospectuses, 793
Premium. See also Market price, for options; Option price
on forward rate, 704
Premium bonds, 184, 186
Prepackaged bankruptcies, 883
Present value (PV), 125. See also Net present value (NPV)
of annuities (PVA), 141-143
approaches to, 133-136
defined, 126
of lease payments, 740n
in refunding analysis, 813-814
of uneven cash flows, 149-151
Price. See also Market price; Option price; Stock price
conversion price, P., 770-771
warrants, initial market price of bond with, 765-767
Price/cash flow ratio, 101
Price/earnings (P/E) ratio, 100-101, 285
Price/EBITDA ratio, 101
Price per share, 518-520
Price (interest rate) risk, 201-203
Price-to-book ratio, 367
Pricing, of products, 11
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Primary markets, 28
Prime rate for floating-rate notes, 913
PrimeRevenue, 665
Primitive securities, 316
Private equity funds, 26
Private equity (PE) funds, 806
Privately owned firms, 368-369
Private markets, 28
Private placements, 28, 788, 802
Private Securities Litigation Reform Act (1995), 87
Privatization, 11
Probability distributions
defined, 223
and expected rate of return, 223
Monte Carlo simulations, 442
and standard deviation, 223-226
Procter & Gamble (P&QG), 3, 47, 244(t)
derivatives misuse, 905
Gillette merger, 827
Product development, 603-604
Production opportunities and efficiency, 19, 693
Product liability, bankruptcy and, 890
Professional associations (PAs), 8
Professional corporations (PCs), 8
Profitability index (PI), 400, 403, 404
Profitability ratios, 98-100
Profit margin on sales, 98, 481
Profit/profitability. See also Net income; Net operating
profit after taxes (NOPAT)
accounting profit, 54, 59, 68
defined, 53
NPV measurement, 403
Pro forma income, 53n
Programmed trading, 320n
Progressive tax, 75
Project analysis. See also Real options; Stand-alone risk
expected cash flows vs. accounting net income,
425
externalities, 428-429
fixed asset purchases, 425
foreign projects, 717-718
net operating working capital changes, 426
noncash charges, 425
opportunity costs, 427-428
replacement projects, 428
sunk costs, 427, 434
timing of cash flows, 426
Project cash flows, 424. See also Cash flow estimation
Project cost of capital, 426
Project financing, 342, 815-817
advantages of, 816
history of, 816
Promissory notes, 673, 676-677
Proprietorships, 5-6
Prospectus, 792-793

Proxies, 269
Proxy fights, 269
corporate raiders and, 833
Proxy statements, 797
Prudential Securities, 923
Public Company Accounting Oversight Board, 540
Publicly-held companies, 268
Public markets, 28
Purchase accounting for mergers, 853-854
Purchasing power bonds, 179
Purchasing power parity (PPP), 706-709
Pure expectations theory, 205
Pure financial mergers, 841
Pure play method, of beta estimation, 364-365
Putable Automatic Rate Reset Securities (PARRS), 813
Put-call parity, 325-326
Put options
defined, 307
valuation of, 325-326
PV. See Present value (PV)

Q

Quarterly earnings forecasts, 87, 278-279

Quick ratio, 91, 108(t), 109

QUIDS (Quarterly Income Debt Securities), 763n

Quiet period, 793

QUIPS (Quarterly Income Preferred Securities), 763n

Quoted, risk-free rate, 195

Quoted interest rate, 153, 192, 195, 249. See also Interest
rate (I)

Qwest, 830, 908n

R
R?, 245, 246

Rate of return. See also Expected rate of return; Internal rate

of return (IRR); Realized rate of return
bond valuation, 180
investments, 219-220
realized, after-the-fact return, 247, 274
realized rate of return, 227, 254
and risk, 246-253
and risk aversion, 229-230
Ratio analysis, 89
asset management ratios, 92-94
comparisons, 107-108
debt management ratios, 96-97
limitations of, 108-109
liquidity ratios, 89-91
market value ratios, 100-102
profitability ratios, 98-100
uses, 108-109
Rational investors, 201, 292, 293
Rationing, capital, 410411
Raw materials, 693
Rayonier Inc., 564(t)



Real asset markets, 28
Real estate appraisers, 39-40
Real estate bubble
Federal Reserve and, 38
housing prices, mortgage rates, and, 38, 39
Real estate leases, 749
Real estate taxes, 75
Realized, after-the-fact return, 247, 274
Realized rate of return, 227
Real options
growth options, illustration of, 982-988
investment timing options, illustration of, 973-982
valuing, 972-973
Real options analysis, 326-327, 449451
Real risk-free rate of interest, 192—193
Recapitalization, 178, 625-630. See also Stock repurchases
Receipts, methods for acceleration, 660661
Receivables. See Accounts receivable
Receivables conversion period, 648
Recessions, 20
Recovery allowance percentage for personal property, 469
(®
Recovery period, 468
Redeemable at par, 178
Redeemable bonds, 178
Red herring prospectuses, 793
Refunding decisions, 810-815
after-tax investment, determining, 812
annual interest savings, calculating, 812-813
investment outlay requirements, 810-812
net present value (NPV), determining, 810, 813-815
tax savings on flotation costs, determining, 812
Refunding operation, 178
Regions Financial Corp., 564(t)
Registration statement (Form S-1), 792
Regression analysis, 243-244
of beta coefficients, 947
Regular interest loan, 675
Regulation. See Government regulation; Laws and
regulations
Regulation FD (Fair Disclosure), 87
Reinvestment rate assumptions, 392-393
Reinvestment rate risk, 203-204
Relative priority doctrine, 878
REL Consultancy Group, 658
Relevant cash flows, 426, 427
Relevant risk, 239, 901
Reorganization. See also Bankruptcy
informal reorganization, 872-874
prepackaged bankruptcies, 883
time and expense considerations, 884
Reorganization plans, 206
Repatriation of earnings, 716-717
Replacement analysis, 382, 448-449
Replacement chains, 406-407
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Replacement projects, 427
Replicating portfolios, 313-314
Reports. See Financial statements
Required rate of return, 247
Reserve borrowing capacity, 615-616, 619
Residual distribution model, 570-573, 575-579, 583
Residual value of lease, 743, 747-748
Restrictive covenants, 196, 197
Restructuring, 872
bargaining process and, 873
Retained earnings
addition to, 479
cost of, 344-345
defined, 51
and equity, 51
improper accumulation penalty, 74
statement of, 48, 53-54
Retention growth model, 354
Retention ratio, 354
Retirement, saving for, 132
Retirement plans, ESOPs, 543-546
Return, rate of. See Rate of return
Return on capital employed (ROCE), 658
Return on common equity (ROE), 100, 106-107, 354, 643
Return on invested capital (ROIC)
business risk measure, 601-602
calculating and examining, 89
calculation of, 66
and EVA calculation, 68
importance of, 89
Return on investment (ROI), 219-220, 231-232
Return on total assets (ROA), 99-100, 106-107
Return-risk trade-off, 229
Reuters, 56, 108, 109
Revaluation, of currency, 701-702
Reverse stock splits, 587
Revolving credit agreements, 674
Reynolds American Inc., 564(t)
RFS Holdings, 831
Risk. See also CAPM (Capital Asset Pricing Model); Mar-
ket risk; Political risk; Portfolio risk; Risk manage-
ment; Stand-alone risk
airline leasing and, 751
and call option valuation, 323
corporate risk, 365, 435, 446
cost of capital adjustments, 363-366
and cost of money, 19
defined, 220
foreign projects, 714-715
and holding companies, 860
indifference curves, 937
for individual projects, 365-366, 446
and inflation, 249-250
leasing and, 751
managers’ avoidance of, 530
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meaning of, 227

of preferred stock, 762

and rates of return, 246-253
trade-off for return, 229
types of, 220

Risk, reward, and implications for corporate managers and

investors, 253-255

Risk-adjusted cost of capital, 366, 424, 435
Risk-adjusted discount rate. See Project cost of capital
Risk analysis

in capital budgeting, 435

corporate valuation, cash flows, and, 424
Risk arbitrage, 856-857
Risk aversion, 229-230, 249-250

arbitrage pricing theory (APT) and, 956
Risk-free rates, 192, 193-194, 249-250, 323-324, 345-346.

See also MM model

Risk management. See also Derivatives

corporate risk management, 913-916

in cyber community, 920

decision trees, 451-454

defined, 900

option price application, 327-328

reasons for, 901-903

support for, 902-903

swaps for, 922
Risk Management Associates, 108
Risk-neutral valuation, 982
Risk premium (RP), 230, 247
Risk/return indifference curves, 937
Risky coupon debt, 1018-1019
Risky options

and capital budgeting, 1017-1018

debt options, 1015-1019

equity options, 1015-1019
Risky tax shield extension to MM model, 1011-1014
Riverbed Technology, 30
ROA (return on total assets), 99-100, 106-107
Roadshows, 793
ROCE (return on capital employed), 658
ROE (return on common equity), 100, 106-107, 354, 643
ROI (return on investment), 219-220, 231-232
ROIC. See Return on invested capital (ROIC)
Rojacks Food Stores lease, 748
Royal Dutch Petroleum, 713, 831
R-star (r*), 192-193
Rule 415, SEC, 801
Russia, 702

S
Safety projects, 382
Safety stocks, 643
Sale-and-leaseback arrangements, 735
Sales
cash conversion cycle (CCC), 648-653

forecasts, 476-478
to other firms, 859
value-based management, 524, 525
Sales growth (g), 481, 485
Sales prices, and business risk, 603
Salomon Smith Barney, hedging by, 922
Salvage, taxation of, 433
Salvage value, 433
Sarbanes-Oxley Act of 2002 (SOX), 10, 70, 539, 540
expenses under, 790
Savings and loan associations (S&Ls), 17-18, 24
Savings and loans (S&Ls), 39-40
SBC Communications, 831
Scandals, 13
Scenario analysis, 439-442
of growth option illustration, 983-985
in investment timing option illustration, 975-977
SCF (supply chain finance), 665
Scholes, Myron, 319, 324. See also Black-Scholes Option
Pricing Model (OPM)
SCM (supply chain management), 662
S corporations, 8, 74-75
Seasoned equity offerings, 30, 800
Seasoned issues, 184
SEC (Securities and Exchange Commission), 56, 87, 99,
196, 539
bankruptcy reorganization plans to, 880n
creation of, 788
mergers and, 851
and private placements, 802
Rule 415, 801
sales, regulation of, 792-793
secondary market regulation, 797-798
Secondary markets, 28, 29, 31-34. See also American Stock
Exchange (AMEX); New York Stock Exchange
(NYSE)
importance of, 796
regulation of, 797-798
Second-tier holding companies, 861
Secured loans, 677
Securities. See also Bonds; Derivatives; Investment banks;
Refunding decisions; Stock
cash equivalents, 50
defined, 15
international, 23
regulation of sales, 792-793
types of, 15, 16(v), 316
Securities Act of 1933, 788
Securities analysts. See Stock analysts
Securities and Exchange Commission (SEC), 56, 87, 99,
196, 539, 792-793, 797
Securities Industry and Financial Markets Association
(SIFMA), 11
Securitization, 16, 799, 802-804
lease securitization, 750



of mortgage loans, 36-38
of mortgages, 912-913
process of, 17-18
Security Market Line (SML), 248-251
Fama-French three-factor model and, 959
required returns and, 944
slope of SML, tests based on, 952-954
in two-asset case, 932-935
Security price exposure, 919-922
Self-attribution bias, 962-963
Self-dealings, 790
Self-supporting growth rate, 481-482
Selling groups, 792
Sell orders, 32
Semiannual compounding, 153
Semiannual payment bonds, 187-188
Semistrong-form efficiency, 291
Sensitivity analysis, 436-438, 439(t)
extensions of, 439
of growth option illustration, 985
for investment timing option illustration, 977
September 11th attacks and terrorist insurance, 900
SETS, 30
Shareholders. See also Cash distributions; Stockholders’
equity
and financial leverage, 95
rights provision, 268-269, 535
voting rights, 533, 535
wealth, 9-12, 530-531, 625-629
Shareholder wealth. See Wealth
Shares. See Stock
Sharpe’s reward-to-variability ratio, 948, 949
Shelf registrations, 801-802
Shell Transport and Trading, 831
Sherman Act of 1890, 828n
Short hedges, 920
Short sales, arbitrage with, 1001
Short-term bonds, 203, 204
Short-term debt
advantages/disadvantages of, 672
bank loans, 672-676
commercial paper, 676-677
cost of, 342
multinational corporations, 709-710
security for, 677
Short-term events, stock prices as reflection of, 278-279
Short-term investments, 60, 254, 670-672
Siemens, 711

SIFMA (Securities Industry and Financial Markets Asso-

ciation), 11
Signaling theory, 568-569, 614—615, 619
Simple interest, 132-133
Simple interest loan, 675
Simulation analysis, 442-446
Sinking funds, 97, 178-179, 197
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S&Ls (savings and loan associations), 17-18, 24
Small business, 74-75, 368-369
SmallCap Market, listing requirements, 797
Smartmoney, 147
SmartMoney.com, 56
Smith Barney, 27
SmithKline Beecham, 831
SML (Security Market Line), 248-251
Social welfare, 10-11
Soft currency, 702
SolarWinds, 787
Sole proprietorships, 5-6
Southern Company, 906
Special purpose entities (SPEs), 63, 736
Speculation, 904
futures for, 920
margins for, 919n
Speculative balances, 671
SPEs (special purpose entities), 63
Spinning, 798
Spin-offs, 859
Spin outs, 799
Spontaneous liabilities, 478-479
Spontaneous liabilities-to-sales ratio, 481
Spot markets, 28, 905
Spot rates, 703-704
Spread on going public, 795
Spreadsheets
bonds
interest rate risk, 202
price, 182-183
yield to maturity, 189
risk
break-even analysis, 438
sensitivity analysis, 438
time value of money problems
annuities, 140, 141, 143-146
future value, 128-131
interest rates, 137
loan amortization, 158
number of years, 137
present value, 135
uneven cash flows, 150, 152
Staged decision-tree analysis, 452
Stand-alone risk, 435. See also Probability distributions
corporate risk and, 435, 446
defined, 220
expected rate of return, 221-223
for individual projects, 365, 436
measurement of, 223-226, 436
Monte Carlo simulation, 442-446
overview of, 220-221
scenario analysis, 438
sensitivity analysis, 438-439, 439(t)
Standard deviation, 223-226
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Capital Market Line (CML) and, 943
Security Market Line (SML) and, 944
Standard & Poor’s 500 (S&P 500) Index, 33-35
and merger mistakes, 858
Standard & Poor’s bond ratings, 197
Standard & Poor’s depository receipt (SPDR), 33
Start-up companies. See a/so Initial public offerings (IPOs)
financial life cycle of, 788-789
State Department, 22
Statement 141, 850, 852n
Statement of cash flows, 48, 55-59, 89
Statement of corporate objectives, 475
Statement of retained earnings, 48, 53-54
Statoil, 711
Stepped-up exercise prices, 767
Step-up provisions, 177
Stock. See also Common stock; Intrinsic value; Preferred
stock
block ownership patterns, 539-542
taxation, 75, 612-613
Stock analysts, 267
“buy side” vs. “sell side,” 267
Stock-based compensation, 535-536
Stock dividends. See Dividends
Stockholders. See Shareholders
Stockholders’ equity, statement of, 53-54
Stock indexes, 33, 711
financial futures as, 917
Stock markets. See also Dow Jones Industrial Average; Ef-
ficient Markets Hypothesis (EMH); Foreign markets
equilibrium, 287-294
indexes, 33, 711
international, 713-714
measurement of, 33
past and future performance of, 255
reporting, 272-273
returns, 34-36
secondary markets, 28, 29, 31-34
trading procedures, 29-30
transaction types, 30
U.S. vs. foreign, 35-36
volatility of, 267
Stock offerings, 615
Stock offers
vs. cash offers, 846
unsyndicated, 792
Stock options. See ESOPs (employee stock ownership
plans); Options
Stock price. See also Initial public offerings (IPOs)
and call option valuation, 323
definitions, 274
determinants of, 271
and dividends, 568-569, 587-589
financial ratios, 101-102
maximization of, 9-13

new offerings and, 801
optimal capital structure estimation, 625-629
optimal range for, 587
and risk aversion, 229-230
volatility of, 289-290
Stock repurchases
advantages/disadvantages, 582-583
vs. dividends, 573-582
greenmail, 534-535
procedures, 563
reasons for, 563
as recapitalization step, 627-629
residual distribution model, 570-572, 575-579
and stock price, 573, 575
tax treatment, 583
Stock risk and corporate valuation, 268
Stock splits, 587-589
convertible securities and, 771
Stock valuation. See a/so Intrinsic value
constant growth model, 276-279
and Efficient Markets Hypothesis, 290-293
expected dividends as basis, 275
free cash flow approach, 285
market multiple analysis, 285-286
nonconstant growth rate model, 281-284
preferred stock, 286-287
terms, 273-274
Straight-line depreciation method, 432
Strasburg Electronics Company, 604—608
issues new debt but has not yet repurchased stock,
626627
recapitalization, 625-629
repurchases stock, 627-629
valuation analysis, 608—609
Strategic alliances, 858-859
Strategic options, 450
Strategic plans, 474475
The Street, 56
Stress tests, bank, 445
Stretching accounts payable, 669
Strike (exercise) price, 307
Stripping Treasury bonds, 912
Strong-form efficiency, 291
Structured investment vehicles (SIVs), 51
Structured notes, 907, 912-913
Subordinated debentures, 196
Sub-prime mortgage meltdown, 38-42
Successful companies, goals/attributes of, 4
Sunk costs, 427, 434
Sun Microsystems, 787
Sun Trust, 833
Supernormal growth stock, 281-284
Super poison puts, 178
Supply chain finance (SCF), 665
Supply chain management (SCM), 662



Supreme Court on hostile takeovers, 834
Swaps, 909-912. See also Derivatives

currency swaps, 911

interest rate swaps, 909-911

risk management and, 922

standardized contracts for, 922
Sweeteners, warrants as, 767
Symmetric information, 614
Synchronization of cash flows, 659
Synergistic benefits. See Mergers
Synthetic leases, 735-736

T
Takeovers, 269, 534-535, 546. See also Hostile takeovers;
Mergers
Tangible asset markets, 28
Target capital structure, 358-361, 621-630, 995-996
Target cash balance, 657-659
Target companies, 832
Target distribution ratio, 565
Targeted share repurchases, 534-535, 627-629
Target payout ratio, 565
Target stock, 270
Target weights, 339, 360
Tax arbitrage, 72n
Taxation. See also Alternative minimum tax (AMT);
Corporate taxation; Depreciation; Dividends; Lease
financing; Mergers; Personal taxation
alternative minimum tax (AMT), 71n, 324
arbitrage and, 997
of dividends, 72-73, 75, 565-566, 611
of holding companies, 861
individual income tax, 75-76, 324, 612-613
liquidation in bankruptcy and, 885
MM model and, 997-998
of options, 324
preferred stock disadvantage, 763
and prepackaged bankruptcies, 883
progressivity, 75
risk management and, 902-903
of salvage, 433
Tax depreciation, 468-470
Tax effect theory, 566
Tax-exempt bonds, 196
Tax shields
in APV (adjusted present value) approach,
836-837, 836n
mergers, capital structure and, 847
MM model, risky tax shields and, 1011-1014
T-bills (Treasury bills), 16(t), 345-346
T-bonds. See Treasury bonds
Technical analysts, 290
Technology and leasing, 751-752
Technology industry, 108(t)
TECO Energy, 906
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Telecom Ttalia, 833
Telecommunications industry, 908n
Telephone companies, 286
Telephone network, 29
Tender offers, 832
corporate raiders and, 833
Term Asset-Backed Securities Loan Facility (TALF), 803
Terminal date, 282
Terminal value, 151, 282-283, 518
Terms of credit, 668
Term structure, of interest rates, 204205
Terrorism. See also September 11th attacks
insurance, 900
Terrorism Risk Insurance Act of 2002 (TRIA), 900
Texaco, 871
Third parties and risk management, 915
Thomson Financial, 56
Thornburg Mortgage, 871
3M, 404
TIAA-CREF, 540
TIE (times-interest-earned) ratio, 96
Tiffany and Company, 564(t)
Time lines, 125-126
Time preference for consumption, 19
Times-interest-earned (TIE) ratio, 96
Time value of money (TVM) analysis. See also Discounted
cash flow (DCF) approach
annuities, 138-146
and corporate valuation, 124
example of, 355
flotation cost adjustment, 357
fractional time periods, 157
future values, 125-133
growth rate estimation, 353-355
inputs, 353
interest rate, 136-137, 153-155
introduction to, 123-124
number of years, 137
perpetuities, 146-148
present values, 133-136
time lines, 125
uneven cash flows, 148-153
Time Warner, 828, 831, 860
write downs, 850
TIPS (Treasury Inflation-Protected Securities), 193-195
Tokyo Stock Exchange, 29
TOPrS (Trust Originated Preferred Stock), 763n
Tornado diagrams, 438
Total assets, return on, 99-100
Total assets turnover ratio, 94
Total debt ratio, 95-96
Total net operating capital, 62. See also Operating capital
Toyota, 3
Tracking stock, 270
Trade credit, 667-670. See also Accounts payable
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Trade deficits and surpluses, 21-22, 698
Trade discounts, 657, 658
Trade-off theory, 1019-1021
asymmetric information theory combined with,
1019-1021
Trade-off theory of leverage, 613—614, 618
Trading, of stocks, 29-30
Trading operations, investment banks and, 806
Trammell Crow, 922
Tranches, 750
Transactions balances, 657-658
Transfer pricing, 716-717
Transfers of capital, 14
Transnational corporations. See Multinational
corporations
Transparency International, 22, 715, 716(t)
Travelers, 27
Treasury bills (T-bills), 16(t), 345-346
Treasury bonds
defined, 175
downgrading, 199
Fed’s purchase of, 20
futures, 917-919
indexed bonds, 179
maturity, 16(t)
price and interest rates, 175
rate of return, 16(t)
rates, 345-346
risk, 16(t)
statistics, 173
stripping, 912
Treasury Inflation-Protected Securities (TIPS), 193-195
Treasury notes, 16(t)
Treasury stock, 563n. See also Stock repurchases
Trend analysis, 102
Treynor’s reward-to-volatility ratio, 948, 949
True consolidation analysis, 855
Trustees in informal liquidation, 874
Truth in Lending Act (1968), 156
Turnover ratio, 92, 661
TVA, 813
TVM. See Time value of money (TVM) analysis
Two-asset case, 932-935
Two-for-one stock splits, 587
Tyco, 735, 736

U
Under Armour, 789
Underinvestment problem, 539, 602
Underwriting, 14, 787
investment banks, 791
mergers/acquisitions and, 804
overallotment option, 793n
syndicates, 792
Undiscovered Managers Behavioral funds, 931

Unequal life analysis, 406407
Uneven cash flows (CF?), 148-151
Uneven cash flow stream, future value of an, 151-152
Unimation, 799
Union Carbide, 590
as LBO company, 807
United Airlines
labor unions, dealing with, 879
sales to other firms, 860
United Kingdom, 711, 719(t)
University of Michigan, Institute for Social Research, 194n
Univision, 806
Unlevered beta coefficient, 622
Unsyndicated stock offerings, 792
U.S. West, 590
Utilities, 379, 450, 451. See also Enron

\'

Valuation. See also Corporate valuation; Dividends;
Mergers; Stock valuation
of European call options, 1015-1016
of real options, 972
risk-neutral valuation, 982
of warrants, 768—769
Value, 3
Value-based management. See also Corporate governance;
Corporate valuation model
defined, 512
examples of, 521-525, 528-529
expected return on invested capital (EROIC), 527, 528
features of, 513
value-drivers, 526-527
Value Line, 108, 354
beta calculations, 951
Value maximization, 9-13
Value of equity, 519
Value of operations, 514-518, 577, 624-625
Variance
and call option valuation, 323
in growth option illustration, 985-988
in investment timing option illustration, 979-981
of probability distribution, 225
Veba AG, 475
Vehicle leasing, 749
Venture capital, 788-789
Verizon Wireless, 830
on target capital structures, 995
Vertex Pharmaceuticals, 787
Vertical mergers, 830, 831
Vesting period, of stock options, 536
Vetco International, 711
Virgin Atlantic, 733
Vodafone Airtouch, 831, 833
Voluntary bankruptey, 875-876
Voluntary settlements, 872-874



Vonage Holdings, 30
Voting rights
for preferred stock, 761
of shareholders, 269, 270

w
WACC. See Weighted average cost of capital (WACC)
Woachovia, 787, 870
hostile takeover bid, 833
true consolidation analysis, 855
Wages. See also Compensation
accrued, 667
liquidation in bankruptcy and, 885
Walgreens, 47
The Wall Street fournal (WS3), 180, 204, 272, 346, 694, 945
Wal-Mart, 514
Walt Disney Co., 177n
Warner-Lambert, 831
Warrants, 179
Black-Scholes Option Pricing Model (OPM) and value of,
766
comparison of convertibles to, 777-778
component cost of bonds with, 767-769
defined, 765
detachable warrants, 767
dilution due to, 768-769
in financing, 767
initial market price of bond with, 765-767
outstanding warrants, reporting earnings with, 778-779
stepped-up exercise prices, 767
as sweeteners, 767
valuation of, 768-769
wealth effects of, 768-769
Washington Mutual (WaMu), 869, 871
WD-40 Company, 564(t)
Weak-form efficiency, 290-291
Wealth
shareholder, 9-12, 530-531, 625-629
warrants and, 768-769
Web site resources
annual reports, 48
beta estimation, 351
bonds, 176, 180, 192
business career, 4
commercial paper, 676-677
company profiles, 108
corporate governance, 530
currency future prices, 703
dividend news, 562
dividend payout ratios, 567
ESOPs, 543
exchange rates, 694-696, 699
Federal Reserve, 20
financial analysis, 56
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financial statements, 88
foreign countries’ business climates, 22
inflation premium, 194n
interest rates and economic data, 20, 709
IPO activity, 30
option pricing, 319
personal financial planning, 147
price-to-book ratio, 367
ratio analysis, 109
stock indexes, 33
stock information, 270
stock markets, 31
stock ownership, 11
T-bond rates, 346
trade, 693
Weighted average cost of capital (WACC)
calculation of, 358-359, 367-368
and capital structure, 601
cost of debt, 191, 340-341
defined, 12, 337
and EVA calculation, 68
factors affecting, 361-362
free cash flow approach to stock valuation, 285
increasing cost of capital and, 410
marginal vs. historical rates of return, 359-360
market vs. book values, 360-361, 367
mistakes to avoid, 367-368
and optimal capital structure estimation,
622, 624, 626
reinvestment rate assumptions and, 392-393
risk analysis in capital budgeting and, 435
risk and, 900, 901
target weights vs. annual financing choices, 360
in trade-off model, 1019-1020
value-based management, 526527
weights for component costs, 360-361
Weighted average of outcomes, 223
Wells Fargo, 870
Whistle-blowers, 10
White knights/white squires, 834, 856
Williams Act of 1968, 833-834
Window dressing techniques, 109
Windows of opportunity theory, 617, 619
Wire payments, 661
Within-firm risk, 365, 435, 446
Wm. Wrigley Jr. Co., 805
Working capital. See also Accounts receivable; Cash man-
agement; Net operating working capital (NOWC)
cash conversion cycle (CCC), 648-653
CFO magazine’s survey, 641
changes depicted in statement of cash flows,
56-57
and corporate valuation, 642
defined, 642
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and distributions to shareholders, 560-561
firms operating with negative, 653
multinational corporations, 720-723
overview of, 642—643
Workouts, 872, 883n, 875, 875n, 883
WorldCom, 70
bankruptcy of, 871
stock price manipulation, 798
World companies. See Multinational corporations
The World is Flat (Friedman), 6
World markets. See Foreign markets
Worst-case scenario, 439-441, 451-452
W. R. Hambrecht & Co., 795

X

Xerox Corporation, 693

Y

Yahoo!, 951

Yahoo!Finance, 56, 180, 204, 243, 270
Yankee bonds, 712

Yield, current, 185-186, 191

Yield curve, 204-205

Yield to call (YTC), 190

Yield to maturity (YTM), 188-190

V4
Zacks Investment Research, 56, 88—89, 243
Zero correlation, 233
Zero coupon bonds, 177
stripping Treasury bonds and, 912
Zero growth stock, 279, 281
Zero investment portfolio, 956



