
Abandon options, 811–814
Accelerated depreciation, 29–30,

38
Accounting beta, 203–204, 664
Accounting principles:

in asset valuation, 28–30,
34–35

earnings, 41–42
equity, 34–35
liability, 34–35
profitability, 41–42

Accounting standards, 52–56,
458, 513, 662, 675

Accounting statements, 26–28,
226–227, 433

Accounts payable, 35, 44
Accounts payable turnover,

48–49
Accounts receivable, 30
Accounts receivable turnover,

48–49
Accrual accounting method, 38,

42
Acid test ratio, 48
Acquisition(s):

accounting, 716–720
analysis, 8–9
beta calculation, 202
book equity adjustments, 513
change management, 696–697
classification of, 690–691
cost, 32, 433
discounted cash flow (DCF)

valuation, 17
earnings adjustments, 245
expansion options, 804–805
financial synergy, 695–696,

707–711, 714
friendly, 691–692, 697–698
hostile, 691–692, 697–698
income adjustments, 240–241
management, quality analysis,

699, 720, 724
motives, 700, 724
net capital expenditures,

258–260
as nonrecurring expense, 42
operating synergy, 695, 700,

703–706
poor, discounts for, 427
premium, 692, 694
process, 691–692
steps in, 693–712, 724
stock-based, 469
structuring, 692, 713–716,

724
success rates, 693, 697, 720
synergy, 695–696, 700,

703–706, 707–711
value creation, 833

Adjusted beta, 186
Adjusted present value (APV):

without bankruptcy, 404
benefits of, 418–419
beta, 405
cost of capital approach

compared with, 403–404
leveraged firms, 416–419
limitations of, 418–419
mechanics of, 13, 400–403

Advanced Micro Devices
(AMD), 852

Advertising costs, 853
After-tax cash flow (ATCF),

879–880
Agricultural products index, 617
Airbus, 66, 812
Alcatel, 340
All-Asset Index, 733–734
Alpha, 183
Altman Z score, 210
Amazon.com, 213, 234, 295,

499
Ambev, 798–799, 804–805
American depository receipts

(ADRs), 482–483
American Express, 429
American options, 91, 101
America Online (AOL),

233–234, 239
Amgen, 231–232, 253–254, 258,

290, 309, 392–394, 397,
802

Amortization, 33, 36, 230, 504,
718–719

Analyst(s), see specific types of
analysts

bias of, 2–3
consensus estimates, 488
forecasts, 280–281, 499
functions of, 118, 146,

949–950
Analytical tests, in relative

valuation, 459–462
Announcements, impact of, 7–8,

132–135, 658, 696
Apple Computer, 849
Application tests, in relative

valuation, 462–466
Appraisals, real estate, 732, 

749
Appraiser, function of, 749
Approaches to valuation:

contingent claim, 22–24
discounted cash flow (DCF),

11–18
relative, 18–22

Aracruz Celulose, 273, 618–620
Arbitrage, 8, 777, 936–937, 

942

Arbitrage pricing model (APM):
assumptions, 71–72
betas, 73–74, 322
capital asset pricing model

compared with, 77–78
diversification effects, 72–73
expected returns, 72–73,

77–78, 159, 204
marketwide risk sources, 72
multifactor models compared

with, 74–75
in practice, 73–74
real estate valuation, 731, 739
risk premium, 182

Ariba, 228
Arithmetic average, 161–162,

269–270
Armstrong, Michael, 622
Artwork, 767–769, 948
Ashenfelter, Orley, 769
Ashford.com, 296–299, 301
Asset(s):

acquisition of, 691
beta, 71, 195
cash-flow-producing, 756–766
classes, 733–735, 737
current, 29–31
deferred tax, 38
fixed, 29–30 
growth, 21
marketability of, 947–948
measurement, in financial

analysis, 28–29 
non-cash-flow-producing,

767–769
nontraded, 23–24 
with option characteristics,

769
riskless, in CAPM, 70–71
traded, 23
underlying, 22–24, 88–90, 

96, 99, 101–102, 104, 
108

underutilized, 17
valuation, in financial analysis,

29–34
Asset-based valuation, 21, 595
AT&T, 100–101, 107, 208, 622,

692
Automobile dealers, franchise

value, 762
Automobile stocks, 498, 621
Autoregressive integrated moving

average (ARIMA) models,
273–274

Avatek Corporation, 106
Average returns, growth

estimates:
return on capital, 292–293
return on equity, 287, 290

977

index



Averages, in relative valuation,
458–459
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Congoleum, Inc., 709, 722–724
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Constant growth FCFE model,

359–361, 363
Construction, real estate, 753
Consumer price index, 896

Index 979



Contingent claim valuation:
acceptance of, 22
applicability of, 23–24
basis for, 22–24
development of, 22
limitations of, 24
option pricing models,
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Cost of delay, natural resource
options, 788–789, 791
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416
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calculation, 416–418
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724
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estimation of, 208–210 
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Dell, 810
Dental practice, valuation of,

763
Deposit insurance, 604
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significance of, 67, 657, 663,

694–695, 700
Diversified investors, 642, 735
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Dividend discount model:
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growth, value of, 337–340
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high-growth, 586–587
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stable growth, 585 
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adjustments, 227–235
announcements, impact of,
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multiples
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Effective tax rate, 247–249
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role,  8
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599
Embraer, 205–206, 212, 218,
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beta estimation, 189, 201
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cost of equity, 201
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valuations, 576
operating cash requirements,

424
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comparison of, 481
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caveats of, 368–370
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risk, 369
value per share, 372
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Employee development expenses,
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defined, 501
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and, 533
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nonoperating assets, 423–438
options, grants, 294–298,

440–450
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voting rights, 449–450
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firms, 656

E-tailers, 455
European options, 91, 101
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growth estimates, 290
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431–432
model, 15–16
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portfolio studies, 120 
price–book value (PBV) ratio,
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serial correlation, 124
stable growth rate, 308,

313–314
value enhancement strategies

and, 848
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Exclusivity:
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in franchises, 758–759
patents, 778
trademarks, copyrights, and

licenses, 766
Ex-dividend date, 102
Exercise date, 102
Exercised/exercising options, 39,

90, 440–441
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Black-Scholes model, 101–102
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options, 88–89, 91, 441, 775,
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441–446
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cycle, 639–640
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case illustration, 798–799
compound options, 803
extensions, 801–803
firm valuations, 806–807
implications of, 801–804
inputs, 797
multistage projects, 802–803
payoff, 796–797
problems with, 801
quantitative estimation, 804
tests, 804–806
variance estimation, 800

Expectations, young/start-up
firms, 657–659

Expected earnings growth,
financial service firms,
583–584
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price-earnings (PE) ratio,
474

Expected growth rate:
analytical tests, in relative

valuation, 461
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dividend discount models,

323–325, 339, 341, 378
EV/EBITDA ratio, 504
FCFE models, 358, 378
financial service firms, 584
PEG ratios and, 494–495 
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characteristics of, 61–62
equity risk premium, 159
risk assessment, 62–64, 67
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Fixed costs, 193
Fixed income securities, 23
Fixed price, options, 88–91
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Forward contracts:
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Franchise agreements, 759
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dividend discount model

valuation comparison,
373–378

financial service firms, 579
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and, 383–384

EV/EBITDA ratio, 503
firms best suited for, 388
growth in, 383–385
model, 387–388
net operating income and, 

383
net operating profit or loss

after taxes (NOPLAT) and,
383–384

problems with, 389
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fundamental determinants,
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G-7 countries, 905
Guarana, 798–799, 805
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at high-growth firms, 279

rate, significance of, 268
usefulness of, 275–278
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futures contracts, 933
preference theory, 902
premium, 902–904
real estate valuation, 736
risk, short-term, 47
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implications of, 113–114
information events, market

reaction to, 131–135
investment valuation and, 

112
market anomalies, 135–143
necessary conditions of, 115
price changes, time series

properties, 123–131
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Market share, 297, 554
Market size, growth estimates,

297
Market timers, 6, 8
Market valuation, 957–958
Market value:

in asset valuation, 29–30
callable bonds, 911
cash flow return on investment
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equity, estimation of, 216
estimates of, 32, 35
EVA and, 876
natural resource options, 789
nonequity claims, 439 
nonoperating assets, 433
overlevered value, 628–629
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Moody’s Investors Service, 79,

165, 168, 408
Morgan Stanley Capital

International (MSCI) index,
187, 191

Morgan Stanley Dean Witter
(MSDW), 593–594

Morningstar, 185
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valuation model selection,

952–953
value enhancement strategies,

845–848
young/start-up firms, 633,

650, 660
Negative FCFE, 372
Negative growth rate, 329
Negative operating margins, 295
Negative working capital,

264–265
Nestlé, 285, 365–367
NetBank, 588–589
Net capital expenditures:

acquisitions, 258–260
analytical tests, in relative

valuation, 461
cash flow estimates, 579
characteristics of, 255–256
estimating, 257
EV/EBITDA ratio, 505–506
financial service firms,

578–579
lumpy, need for smoothing,

256
operating expenses, 257–258
value enhancement, 840

Net debt, 217, 398
Net income:

consolidated valuation, 424
earnings per share, growth in,

284–285
estimating, 240
financial service firms, 590
implications of, 229, 425

Net operating income, FCFF
model, 383

Net operating losses (NOLs),
251–253, 838

Net operating profit or loss after
taxes (NOPLAT), FCFF
model, 383–384

Net payoff, options, 88–90
Net present value (NPV):

EVA valuation, 865–866
expected, 427
real option valuations,

814–815
Net storage cost, 935–936

Net working capital, 48
New economy stocks, 3
New York Board of Trade, 930
New York City cab medallion,

franchise valuation,
758–761, 769

New York Stock Exchange
(NYSE), 75, 113, 121, 127,
184, 680

New York Yankees, 666–667,
671–672, 674, 676–677,
681, 683

Nikkei, 187
Nokia, 188, 192
Non-cash-flow-producing assets,

750, 767–769
Noncash working capital:

characteristics of, 262–264,
589

value enhancement strategies,
840–842, 859

Nondiversifiable risk, 66–68,
735–736

Nondiversification, in private
firms, 667–669

Non-dividend-paying financial
service firms, 588–589

Non-dividend-paying stocks,
344

Non-interest-bearing liabilities,
44

Nonoperating assets:
cash holdings, 424
consolidated valuation,

424–426
discounting cash, 426–427
holdings in other firms,

432–437
operating cash requirements,

423–424
pension fund assets, 438
risky security investments,

427–432
separate valuation, 425–426
unutilized assets, 437–438

Nonrecurring expenses, 42–43
Nontechnology stocks, 488, 490,

500
Nontraded assets, option pricing

model, 23–24
Normal contango, defined, 934
Normal distribution, 62
Normalized earnings, 616, 621,

952–953
North Fork Bancorp (NFB), 

599
NYSE Composite, 187

Objectivity, in valuation, 2–3
Office buildings:

DCF valuation model,
741–742, 745–747

equity stake valuation,
747–748

Office leases, 742
Oil, natural resource options,

787–793
Oil companies:

net present value (NPV), 
814

PBV ratios, 525–527
sector-specific multiples, 

567

One-time expenses, earnings
adjustments, 240, 
243–245

Open markets, 115
Operating assets, 424
Operating cash balance,

423–424
Operating cash flow, 50
Operating efficiency:

negative earnings and,
622–624

value enhancement and,
835–837, 859

Operating expenses:
capitalizing, 239 
characteristics of, 36
defined, 42
misclassification of, 229,

233–234
net capital expenditures,

estimating, 257–258
options value, 448, 451

Operating income:
adjustments, 235–236
after-tax, 247
characteristics of, generally, 

43
distressed firms, 823
estimating, 240
estimating growth, 288–300 
EVA valuation, 865, 871
leveraged firms, 415
private firms, 674–675
value enhancement strategies,

833–834
Operating leases:

capitalizing, 214–215
debt conversion, 235–236
debt value, 215 
FCFF applications, 387,

389–391 
Operating leverage:

beta determination, 193–194
implications of, 853
private firms, 665
small-cap stocks, 207

Operating margin:
forecasts, 295–297
value enhancement strategies

and, 836–838, 846
young/start-up companies,

644–646, 654
Operating risk, 853
Operating synergy, 700,

703–706
Operation Twist (1962), 905
Optimal leverage, 415
Optimal management, 955
Option delta, 96
Option pricing:

American vs. European
options, 91 

barrier options, 108–109
call options, 88–91
capped options, 108–109
compound options, 109
models, see Option pricing

models
option value, determinants of,

89–91
payoff diagrams, 88–89
put options, 88–89, 91
rainbow options, 109–110
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Option pricing models:
applications, generally, 21,

447, 958–959
binomial, 92–96
Black-Scholes, 96–108
bonds, 887
callable bonds, 914
categorizing, 23
convertible bonds, 909
distressed firms, 824, 827–828
equity value per share,

444–446, 451
jump process, 108
Monte Carlo simulations, 800 
negative earnings and, 629
options to expand valuation,

797
project delays valuation, 777,

779–780
Options:

equity value per share,
440–448

in management compensation
packages, 440

overhang, 440, 447
repricing, 447
value per share, 440–448, 451

Options contracts, 928
Options to expand valuations,

see Expansion valuations
Option values, competitive

pressures, 786
Original issue price, 39
Outliers, in relative valuation,

459
Outsourcing, 193
Overall commodities index, 617
Overfunded pension plans, 38
Over-the-counter stocks, 680
Overvalued stocks:

implications of, 6, 8, 445, 540
market efficiency and,

112–113
revenue multiples, 558–559

Ownership issues, 17, 146

Panics, 129
Par value, 36, 911
Passive equity investments, 429
Passive investments, 501
Passive investors, 6
Patent(s):

asset valuation, 29, 33
as call option, 24
discounted cash flow model,

17, 948 
negative earnings and,

632–633
as options, 24, 780–781, 

959
value, 24, 782–787
value enhancement, 849

Payout ratio(s):
dividend discount models,

337, 339–340, 346,
470–471 

financial service firms,
581–583

implications of, 19, 461
PEG ratios and, 492–493,

495, 497 
price–book value (PBV) ratio,

517–518

price-earnings (PE) ratios,
471–472

price-to-sales ratios, 547
terminal price calculation,

329–330, 333
value-to-book ratio, 536

PE ratio to growth (PEG):
characteristics of, generally,

462
comparisons, 493–496
cross-sectional distribution of,

488–490
defined, 487–488
determinants of, 490–493

Penalties, pension fund
withdrawals, 438

Pension funds, 438–439
Pension plans, 36–38, 437
Perishable commodities,

934–935 
Per-share value, young/start-up

firms, 652–653
Pfizer, 784
Pharmaceutical firms/sector, 3–4,

230, 610
Piecewise valuation, 419
Pierce Regan Asia fund, 432
Pooling, purchase accounting

vs., 716–720
Poor investments, dealing with,

834–836
Portfolio management strategies:

chartists, 7
efficient marketers, 8, 114,

116
franchise buyers, 7
fundamental analysts, 6
information traders, 7–8
market timers, 6, 8

Portfolio study, 120–121, 150
Portfolio variance, 67
Positive working capital, 264
Postcash valuations, 686–687
Precash valuations, 686–687
Preferred dividends, 353
Preferred stock:

acquisitions/takeovers, 717 
characteristics of, 39–40
convertible, 39
cost of, 212–213
dividends, 39–40, 45
nonequity claims, 438–439
voting rights, 449

Premiums, marketable securities
and, 431–432

Present value (PV):
bond prices and, 887–889
cash flow return on investment

(CFROI), 881
characteristics of, 11–13, 16,

36, 255
fixed price, in options, 91
leases and, 37

Price–book value (PBV) ratio,
see Price-to-book value
(PBV) ratio

Price-cash flow ratios, takeover
valuation, 712 

Price correction, 131–132
Price drift, behavioral finance,

131–133
Price-earnings (PE) ratio:

in comparisons, 476–486

current earnings per share,
454, 456

defined, 454, 468–469
determinants of, 470–476
distribution, market, 469
in financial service firm

valuation, 596–598
forward PE, 454
future earnings, 498–500
high-growth firms, 521
implications of, generally, 6
low, 137, 207, 347–348
market efficiency and, 113,

137–138
portfolio study, 120
before R&D expenses, 500
relative, 497–498
in relative valuation, 18–20,

454, 456–459, 466
stable-growth firms, 521 
takeover valuation, 712
terminal value, 304

Price limits, futures contracts,
930–933

Price momentum, 125
Price movement:

implications of, 7, 95–96
long-term, 127–129
short-term, 123–127
time series properties,

123–131
Price-to-book equity, 511. See

also Price-to-book value
(PBV) ratio

Price-to-book value (PBV) 
ratio:

analysis, using dividend
discount model, 514–517

analysts’ use of, 511–512
defined, 512–513
description, 514
financial service firms,

598–600, 604
for high-growth firms,

517–519
implications of, 6, 455, 466
investment strategies, 531–533 
low, 139
market efficiency and,

138–139
market regressions, 485
real estate valuation, 750
in relative valuation, 18–19,

750
return on equity (ROE), 517,

519–521
takeover valuations, 712

Price-to-sales (PS) ratios:
in financial service firm

valuation, 596 
implications of, generally, 453,

455, 466, 485, 498
payout ratios and, 547
pricing strategy and, 552–554 
in relative valuation, 18
revenue multiples, 545–548
takeover valuations, 712

Pricing strategy, 552–554, 609
Private companies,

characteristics of, 434. See
also Private firms

Private equity, 686–688
Private equity investors, 642
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Private firms:
cash flow, 672–673
characteristics of, 662–663
control issues, 684–686 
discounted cash flow (DCF)

valuation and, 18
discount rates, 663–672
growth, 675–677
illiquidity discounts, 677–681
private equity, 686–687
valuation motives, 682–684

Private information, analysts’
forecasts and, 281

Privatizations, 516, 624–625
Procter & Gamble, 193, 284,

286, 309, 311, 314–316,
331–332, 335, 338, 429,
473, 486

Product mix, 609
Product of valuation, 6
Product options, discounted cash

flow (DCF) valuation and,
17

Profit margin(s):
analytical test, in relative

valuation, 461 
cyclical firms, 615
estimating, 43–44
operating, 44
revenue multiples and, 547,

550–551, 558
value-sales ratio (VS), 455

Profitability, 41–46, 56
Profitable firms, value

enhancement, 843–844
Project announcements, impact

of, 134–135
Project delay option value:

case illustration, 776
extensions of, 778–779
implications of, 778–779
inputs, 774–776
option pricing models,

779–780
payoff, 773–774
problems, 778

Project returns, stable growth
firms, 310

Project risk, 66
Property tax, 736, 744
Proxy model, risk and return

analysis, 75, 82, 159
Pseudo-American option

valuation, 102–103
Publicly traded firms, private

firms distinguished from,
662–663, 665–677

Purchase accounting, 33, 241,
469, 716–719

Put-call parity, 106–107
Put on a call option, 109
Put on a put option, 109
Put options:

characteristics of, 88–89
deep in-the-money, 102
influential variables, 91
interest rate caps, 917–918
payoff diagram, 22

Qantas, 66
Quaker Oats, 849
Quantitative models, 4–5
Quick ratio, 48

Rainbow options, 109–110, 
790

R&D expenses:
capitalizing, 229–234 
characteristics of, generally, 

42
EVA valuation, 864
expansion valuation, 802 
financial service firms, 590
operating expenses estimates,

289
price-to-earnings ratio before,

500 
tax rates and, 253–255
value enhancement and, 849

R&D investment:
FCFF applications, 387,

392–394
price-earnings (PE) ratio, 469

Random walk, 123
Rate of return:

expected real, 897
implications of, 13, 43
realized, 897

Rating agencies, function of, 
208

Rationality studies, 129–130
Real estate:

business valuations, 752–754
characteristics of, 23
comparative/relative value,

750–752
discounted cash flow (DCF)

valuation, 729–749
diversification, trends and

implications of, 737
financial assets vs., 729–730

Real estate investment trusts
(REITs):

characteristics of, 328, 732,
735, 737

investment and dividend
policy, 753–754

multiples used by, 957
taxation, 753

Real options, 23
Recapitalization, 191
Recession, impact of, 16, 49,

614–616, 621, 813
Recommendations, bias and, 2–3
Recurring expenses, 240
Rediff.com, 807
Regression:

analysis, revenue multiples,
561–564

beta, 182–185, 191–192
methodology, price-earnings

(PE) ratio comparisons,
485–486

model, risk and return
analysis, 75, 78, 82

multiples and, 956–957
real estate valuation, 752

Regulatory agencies, 578,
601–602

Reimbursability, in real estate
investments, 741

Reinvestment:
earnings per share, 285 
effect on growth, 300
financial flexibility and, 810 
at financial service firms,

578–579, 591

net capital expenditures,
255–261 

private firms, 676–677
rate, 288–292, 311–313, 374,

385–386, 488, 504, 508,
536, 843–845 

real estate valuation and, 
740 

working capital, 261–265
young/start-up firms, 

646–648
Reinvestment risk, 155
Relative PE ratios, 497–499
Relative strength, 125–126
Relative valuation:

applicability of multiples,
20–22

basis for, 18, 24
cross-sectional vs. time-series

comparisons, 20 
financial service firms,

596–598
fundamentals vs. comparables

models, 19
limitations of multiples, 

20–22
models, 19, 954–957
real estate, 750–752
terminal value and, 304–305
underpinnings of, 18–19

Relative value:
multiples, 454–466
popularity of, 453–454
potential pitfalls, 454
reconciling relative and

discounted cash flow
valuations, 466–467

standardized values, 455
Reliance Industries, 257, 284,

286–287
Rent control, 736, 742
Replacement cost, 21, 455
Replacement value, 455,

538–539
Replicating portfolio, 91–93,

95–96, 100, 107, 110
Reporting books, 254
Reserves, 239
Residential property, real estate

valuation, 735, 741
Restricted securities, 678–679
Restructuring:

beta calculation, 202 
charges, 239–240, 243–244
discounted cash flow (DCF)

valuation and, 17
expenses, 42
implications of, 7, 191, 539,

952
Retailing industry, multiples used

by, 957
Retention ratio, 311, 492, 602
Return distributions, 61–64
Return on assets (ROA), 43–44
Return on capital (ROC):

characteristics of, 44
decomposing, 44–45
estimating, 44 
growth estimates, 288–290,

292–294, 299
options value, 451 
stable growth firms, 312–313
value-to-book ratio, 536
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Return on equity (ROE):
acquisitions and, 697 
analytical tests, 461 
characteristics of, 45
computations, 46
current, 529
determinants of, 45–46
earnings per share, growth in,

284, 286–288
FCFF model and, 384
financial service firm

valuation, 602
five forces of competition,

521–522 
future, 529
PEG ratios and, 493
price-earnings (PE) ratio, 473,

477
price-to-book value (PBV)

ratio, 517, 519–531
relative PE ratios, 497
value-to-book ratio, 536

Revenue growth:
earnings growth vs., 276–277,

279, 547
implications of, 297
value enhancement strategies,

846–847
young/start-up firms, 

643–644
Revenue multiples:

analysis of, 544–557
characteristics of, 455,

543–544
cross-sectional distribution,

544–545
defined, 544
future revenues, 564–565
in investment analysis,

557–564
Revenues:

characteristics of, 18
defined, 41–42
earnings adjustments,

238–239, 245
growth estimates, 294–298.

See also Revenue growth
multiples, see Revenue

multiples
Risk:

assessment, see Risk
assessment

control, in efficient market
tests, 122 

default models, 78–82
defined, 60–61, 82
diversifiable, 66–68
double-counting, 167
equity, 61–66
in financial analysis, 46–52
market, 68–69
nondiversifiable, 66–68
premium, in futures contracts,

934
reduction strategies, 694–695
regulatory, 601
sector, 66

Risk and return models:
arbitrage pricing, 71–74, 76,

82, 159, 204
capital asset pricing model

(CAPM), 69–71, 76, 159,
204

comparative analysis of,
75–78

discounted cash flow (DCF)
valuation and, 18

multifactor models, 74–76,
159

proxy models, 75–76, 82, 
150

regression model, 75, 78, 82
Risk assessment:

accounting measures, 47–52
accounting principles, 46–47
arbitrage pricing, 71–74, 82
capital asset pricing model

(CAPM), 69–71
distressed firms, equity value,

820–821 
financial service firms,

601–602
multifactor models, 74–75 
price–book value (PBV) ratio,

518, 533
price-earnings (PE) ratio, 472,

475–476
private firms, 669
proxy model, 75, 82
real estate valuation, 731–737
regression model, 75, 82 
relative valuation and, 19–20
young/start-up firms,

648–650, 658
Risk aversion, 70
Risk-free borrowing/lending,

92–93, 110
Risk-free rate:

asset requirements, 154–155
cash flows, 156 
cash investments, 426–427
cost of equity and, 204
default-free entities, 155,

157–158
default spreads on bonds,

175–178
equity risk premium, 158–175 
project delay options, 775,

777
real vs. nominal, 156–157
stock index futures, 937–938

Riskless asset, 70–71, 107
Riskless investments, 62–63
Riskless rate, see Risk-free rate
Risk management, 839, 874–875
Risky securities investments:

business investments, 429
holding, 427–429
marketable securities,

430–432
strategic investments, 429

RJR Nabisco, 690–691
Rockwell, 34, 187, 202
R-squared, 174, 183, 203, 484,

495, 563, 957
Runs test, 126–127

Salaries, private firms, 672–673
Sales-to-capital ratio, 298–299,

846, 848
Salvage value, 834, 880
S&P 400, 345
S&P 500, 172–173, 182, 184,

187, 336, 347, 478, 523,
666, 732, 876, 938

Scholes, Myron, 23, 91, 96

Seasonal autoregressive
integrated moving average
(SARIMA) model, 274–275

Sector(s):
dividend discount model and,

335–336 
multiples, see Sector-specific

multiples
regressions, 464–465,

563–564
risk, 66
valuation, 957–958

Sector-specific multiples:
analysis using, 570–572
characteristics of, generally,

455–456, 565–566
defined, 566–568
limitations of, 566
popularity of, 566
value determinants, 568–570

Secured bonds, 923
Securities and Exchange

Commission (SEC), 143,
145–146, 281, 662, 678

Segovia Entertainment, 435–436
Sell recommendations, 146, 280
Selling, general, and

administrative (SG&A)
expenses, 199, 233–234,
645

Separate valuation, 425–426
Serial correlation, 123–125
Service beta, 185–186
Service business, valuation of,

762
Service income, real estate firms,

752–753
Seville Enterprises, 435–436
Shareholders’ equity, 39
Sharpe-Lintner model, 69
Shiller, Robert, 131
Short sales, 7, 116, 936–937
Short-term bonds, 889–890
Short-term borrowing, 35
Short-term debt, 261
Short-term government

securities, 261
Short-term liabilities, 35
Short-term options, 24, 99–100
Short-term portion of long-term

borrowing, 35
Short-term price movement:

filter rules, 125–126
runs test, 126–127
serial correlation, 123–125

Singapore Airlines, 360–361
Sinking funds, 922
Size of firm, significance of, 678
Skewness, return distributions,

62, 64
Slightly-in-the-money options,

469
Small-cap stocks, 150, 207
Small firm effect, 136–137, 140
Small firms:

beta calculation, 193–194
cost of equity, 207
estimating growth, 277

Small investors, 955
Smooth:

capital expenditures, 256
cash flows, 16
earnings, 664, 833
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Sony, 285
Specialists, function of, 116
Specialty retailers, 559, 561
Speculative bubbles, 129
Spot price, futures contracts,

934–936, 938
Spot rates, 900–901, 941
Stable growth firms:

cost of capital, 385–387
financial service firms,

584–585 
growth patterns, 953–954
liquidation value, 305–317
PEG ratio, 493
price–book value (PBV) ratio,

516
relative valuation, 460–461
value-to-book ratio, 535–536

Stable growth rate, 323–324
Standard & Poor’s (S&P),

79–80, 165, 185–186, 408
Standard deviation:

applications of, generally, 62,
64–65, 465, 667–668, 821

equity risk premium, 167–169
historical risk premiums, 160
in relative deviation, 458–459

Start-up companies, see
Young/start-up firms

Start-up phase, in business life
cycle, 639

State Bank of India, 586–587,
603

Statement of cash flows, 26, 28,
32, 578

Status quo valuation, 701, 955
Steel industry, 567, 622
Stern, Joel, 865
Stern Stewart, 865
Stewart, Bennett, 865
Stochastic processes, 919
Stock buybacks, 39, 333–334,

345, 442, 513, 583, 592,
654, 717–718, 834

Stockholders:
of distressed firms, 827–828
firm payouts to, 355–357, 374
measuring what firms can

return, 351–357
risk defined by, 61
role in acquisitions/takeovers,

714–715 
Stock index, 733–734
Stock index futures, 937–940
Stock prices, see Price movement

decline in, 23
real estate investments vs.,

731–732
relative valuation and, 18, 20

Stock returns, 876
Stock splits, 832
Stock swap, 715, 854
Storable commodities, 935–937
Straight-line depreciation, 29–30
Strategic investments,

nonoperating assets, 429
Strategic planning, 238
Strike price, options, 22, 24,

88–90, 102, 109
Strunks Inc., 405
Subcontracting, 193
Subjective adjustments, in

relative valuation, 463

Subordination clauses, 922–923
Subsidies, financial service firms,

602–603
Success rates,

acquisitions/mergers, 693,
697, 720

Supernormal growth, 331
Swaps, 715, 854
Switching costs concept, 850
Synergy, in acquisitions:

empirical evidence, 696
financial, 695–696, 707–711
operating, 695, 700, 

703–706
Synthetic rating, 208–212, 

740

Takeover(s), see Acquisition(s)
comparable firms, use of, 

712
friendly, 697–698
hostile, 697–698, 702, 720,

955
mismatches, cash flows and

discount rates, 712–713
multiples, use of, 712
subsidizing target firm, 713
valuations, 8–9
value effects, 693

Target firm, of
acquisition/takeover:

corporate control value, 702,
724

financial synergy, 707–711
motivations, 700, 724
operating synergy, 700,

703–706
payment methods, 714–715
selection factors, 699–701
status quo valuation, 701, 724

Taxation:
acquisitions/takeovers, 715 
capital gains, 430
deferred tax liability, 38–39
depreciation methods, 29–30
exercised options, 446
FCFE, 357
inventory valuation, 31
negative earnings and, 608
pension fund withdrawals,

438
pooling, 718–719
private firms, 673
return on assets (ROA), 44
value enhancement strategies

and, 838–839
Tax books, 254
Tax burden, 838–839
Tax credits, 249, 255
Tax deductions, option value,

440
Tax effect:

computation of, 247
effective vs. marginal tax rate,

247–251
net operating losses (NOLs),

251–253
R&D expensing, 253–255
tax subsidies, 255

Taxicab companies, franchise
valuation, 758–761, 769

Tax law, impact of, 736–737
Tax liability, deferred, 439

Tax rate:
corporate, 673 
in cost of capital computation,

413
estimation of, 210 
EV/EBITDA ratio, 504–505
marginal, 673

Tax subsidies, 255
Technical analysis, portfolio

management strategies, 6
Technology firms, 440, 513, 611,

622
Technology sector, 563
Technology stocks, 241, 255,

488–490, 495–496, 500,
731

Tender offers, 691, 693
10-K reports, 228, 643
10-Q reports, 227
Terminal value:

computation of, 303
exercised options, 448
firm survival, 317–318
liquidation value, 304
multiple approach to,

304–305
private firms, 677
real estate valuation, 729,

742–743, 749
significance of, 304, 319–320
stable growth model, 305–317
young/start-up companies,

654
Test market expenses, expansion

valuation, 802
Tests:

market efficiency, 117–123,
150

multiples, 456–466
The Gap, 235–236, 263–264,

389–391, 397, 438
Three-stage dividend discount

model, 340–344
Three-stage FCFE model,

367–373
Time series model, earnings per

share estimation, 273–275
Titan Cement Company,

189–191, 201, 293
Tobin, James, 538
Tobin’s Q, 18, 455, 538–539
Total cash flow model, 15
Total costs, 193
Tracking stock, 833
Traded assets, options pricing

model, 23
Trade execution, in efficient

markets, 116
Trademark(s), 29, 33, 766
Trade-off, importance of, 5
Trading volume, significance of,

7, 176, 280
Trailing PE, 469–470, 487
Transaction costs:

filter rules and, 125
implications of, generally, 8,

69, 731, 768, 937
loser portfolios, 128
market efficiency and,

114–116, 123
small stock investments, 136

Transparency, 437
Traveler’s Group, 575, 690
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Treasury bills (T-bills), 30, 61,
70, 155, 161–162, 261,
428, 896, 902, 929

Treasury bond futures, 940–941
Treasury bonds (T-bonds), 156,

161–162, 164, 166, 428,
768, 895, 929

Treasury stock approach, option
equity per share,  442, 444,
446, 451

Trustee, sinking funds, 922
Tsingtao Breweries, 370–372
Tube Investments of India (TI),

386–388, 402–403
Turnover ratios, 48, 300, 552,

851
Two-stage FCFE model:

capital expenditure, 364
characteristics of, 363
depreciation, 364
equity value, 367
firm models, 364–367
growth rates, 364
reinvestment assumptions, 367
terminal price calculation,

363–364, 367
troubleshooting guide, 368

Uncertainty:
in discounted cash flow

valuation, 12 
financial flexibility and, 808
impact of, 4, 12
in natural resource options,

790
options to expand valuation,

797
in rainbow options, 110, 790

Underlying assets:
Black-Scholes model, impact

on, 96, 99, 101–102, 104 
characteristics of, 22–24
futures contracts pricing, 934
natural resource options, 788,

791 
options pricing, 88–90, 108,

828–829
project delay options, 774

Undervalued stocks:
implications of, 6, 8, 120,

138–139, 445, 531, 540
market efficiency and,

112–113
revenue multiples, 558–559

Undeveloped land/undeveloped
reserves, 744, 791, 794, 959

Unilever, 548
Unlevered betas, 198, 665
Unlevered firms, adjusted present

value (APV), 400–401
Unsecured bonds, 923
Unutilized assets, 17, 437–438
Up-and-out option, 109
Utilities, 195

Valuation, generally:
models, see Valuation models
myths about, 2–6

philosophical basis for, 1–2
role of, 6–9

Valuation models:
choices in, 946–947
problems with, 4–5
quantitative, 2
selection factors, 947–950

Value creation, 832–833, 884.
See also Value enhancement

Value drivers, young/start-up
firms, 654–655, 659

Value enhancement:
cash flow return on

investment, 878–884
chain, 855–857
discounted cash flow (DCF)

framework, 833–837,
838–855, 857–859

economic value added (EVA),
863–885

firm-specific, 858
price enhancement and,

858–859
responsibility for, 859 

Value enhancement plan,
857–858

Value Line, 185–186
Value-neutral actions, 

832–833
Value per share, FCFE 

models, 372
Value-sales ratio (VS), 455, 

462, 548–550
Value-to-book ratios, 534–538
Vans Shoes, 199–200, 207
Venture capital, young/start-up

firms, 640–642
Venture capitalists, functions of,

641–642, 686
Vesting, options, 445
Volatility:

Black-Scholes model and, 99
cost of debt, 216
country risk premiums and,

169 
default risk and, 79
distressed firms, 821 
expansion options, 807
future contracts, 933, 943 
income adjustments, 240
interest rates and, 905
in natural resource company

valuations, 793
young/start-up firms, 657

Volvo, 516, 615–616
Vornado REIT, 328
Voting rights, 449–450, 684–685
Vulture investing, 827

Wal-Mart, 265
Warrants, 23, 39, 104, 106
Weakening economy,

implications of, 4
Weekend effect, 141–142, 144,

150
Weight, debt and equity

components, 214–217, 
219

Weighted average, 30–31, 181,
249, 956

Weighted average cost of capital
(WACC), 13–14, 386–388,
405

Wells Fargo/First Interstate
merger, 811

WestAmerica Bancorp (VABC),
599

Wheat futures market, 935
Whispered earnings, 237–238
Wine collections, 769
Winner portfolios, 127–128
Withdrawal penalties, pension

funds, 438
Working capital:

analytical tests, in relative
valuation, 461

defined, 261
earnings per share, growth in,

285
FCFE model, 351–352
financial service firms, 578
implications of, 49
negative, 264–265
noncash, 262–264 
operating cash requirements

and, 424
stable growth firms, 386

WorldCom, 719
Write-offs, 42, 239, 719–720

Xerox, 243–244, 621–622

Yahoo!, 296
Yield:

curve, 898–900, 904–905
dividends, 347–348
interest rate, 158

Young/start-up firms:
analysis framework,

642–653
discounted cash flow models,

651, 948
estimation noise, 656
expectations, 650, 657–659
historical growth, 279
information constraints,

637–638
investors, implications for,

656–657, 659
life-cycle perspective, 

638–640
managers, implications for,

657, 659
negative earnings, 611, 633,

650, 660
survival rates, 317
valuation model selection, 

953
value drivers, 654–655, 659
venture capital, 640–642

Zacks, 488
Zero coupon bond, 12, 178, 

891
Zoning laws, 736
Z scores, 210

992 INDEX


