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AA-rated yield curve, 486, 557
Abnormal return, 31, 557
Absolute return, 54, 557
ABSs. See Asset-backed securities
Accelerated depreciation, 76,
557
Accounting
data, limitations, 269
flexibility, 83
identity, 68, 557
income, adjustment, 315
irregularities, shareholder wealth
maximization (relationship),
103-104
principles, 66—67
scandals, 104
Accounting Standards Codification
(FASB), 66
Accounts payable, 71, 557
Accounts receivable, 557
collection, 257
current asset, 68
cycle, number, 257
information, usage, 315
management, 256-257
turnover, 557
ratio, 256
Accrual accounting
basis, 277
usage, 67
Accumulated comprehensive
income/loss, 72-73, 557
Accumulated depreciation, 69
Accumulated interest. See Interest on
accumulated interest
Acid-test ratio (quick ratio), 557
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Acquisitions, investment bank

assistance, 58

Active funds, 51
Active portfolio strategy, 399, 557
pursuit, 459
Active strategy, 3—4, 5§/
Activity ratios, 245255258, 557
example, 258
Actual reserve, 45, 557
Additional paid-i capital, 72, 557
Adelphiz_standal, 185
Advarnc:d-warning system, 24
Agency
business relationship, 99-101

costs, 100-101
problems, 99-100

explanation, 143, 146
problem, 166
Agency costs, 100-101, 557
impact, 180
reduction, stock repurchase (impact),

150

Agent, 99, 557

Agreed-upon periodic rate, 376
Alternative asset classes, 397
Alternative rate of return calculations,

advantages/disadvantages, 408e

Alternative return measures, 401-404
Alternative risk measures. See Portfolio

selection

Alternative risk transfer (ART),

196-197, 557

Amaranth Advisors, futures contract

loss, 196

American International Group (AIG),

swaps loss, 196
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American option, 373, 557
Amortization, 231
Amtrak. See National Railroad
Passenger Corporation
Anchoring, cognitive bias, 440
Annual financial statements,
243
Annual fund operating expense
(expense ratio), 51
Annual percentage rate (APR), 209,
211, 558
calculation, 234
conversion, 209
effective annual rate, comparison,
233-235
Annual percentage return, 557
Annual return, 478
Annuities, 221-230
future value, 223
present value, example, 224-225
value, determination, 222-223
Annuity due, 558
future value, 227
valuation, 227
APR. See Annual percentage rate
APT. See Arbitrage pricing theory
Arbitrage, 371
opportunities, 461
principle, 461-463
Arbitrage pricing theory (A'T) model,
461-466
factors, identification, 465-466
formulation, 463-464
Arbitrageurs, riskless profit, 357
Arithmetic average rate of return,
403-404
Arithmetic average return, 208
Arithmetic rate of return, 558
ART. See Alternative risk transfer
Articles of incorporation, 92-93,
558
Asset allocation, 393-394, 558. See also
Dynamic asset allocation; Policy
asset allocation; Tactical asset
allocation
Asset-backed bonds, 397

Asset-backed securities (ABSs), 533,
558
debt security, 28
issuance, 397
Asset disposition cash flows, MACRS
(usage), 314
Asset/liability management constraints,
486
Asset manager, 558
Asset pricing model, 558
characteristics, 446-447
Asset pricing theory, 445
Asset return
correlation, 424
distributions, standacd deviation,
423e
probability distribution, 421e
Assets, 68-71./558. See also Intangible
assets, Tangible assets
acquisit* n, 304-306
cariving value, 70
classes, 392, 394-398. See also
Alternative asset classes
cost, 304
covariance/correlation, calculation,
425e
disposition, 306-309
importance, 309
expected return, 448, 450
management, 6, 59-60, 257-258,
558
companies, 48—49, 558
usage, 390
market price, adverse movement, 462
purchase, accomplishment, 357
retirement liability, 72, 558
salvage value, absence, 77
transformation, 19
turnover, 558. See also Total asset
turnover
Asymmetric information, 23, 558
impact, 180
Atlantic option, 364, 558
At-the-money option, 372, 558
Attractive provisions, inclusion,
473-474



P2: c/d QC: el/f Tl: g
JWBT310-Fabozzi

Index

July 8,2010  14:25

Printer: Courier Westford, Westford, MA

975

Auction market, 30
Auction process, 30
Average credit sales per day, 558
calculation, 248
Average day’s cost of goods sold,
247-248, 558
calculation, 247
Average day’s purchases on credit,
determination, 249
Average purchases per day, 558
calculation, 249

Balanced market condition, 455
Balanced scorecard, 122-124,
558
management tool, 122
process, 123e
Balance sheet, 266, 558. See also Pro
forma balance sheet
example, 70e, 277e
intangible asset value, 71
structure, 74
Balloon payments, 231
Banc of America Securities, 56
Bandwagon effect, cognitive bias,
440
Bank
collateral, 45
funding, 44-45
loans, 5
regulation, 45-46
Bankers’ acceptance, 26, 558
short-term loans, 28
Bank holding companies, total assets,
43
Bank Insurance Fund (BIF), 46
Bank of Canada, 60
Bankruptcy, 169-170, 558
costs, 169-170, 558
classification, 170
direct costs, 170
increase, 170
indirect costs, 170
likelihood, increase, 174
Base interest rate, 470-476, 558
calculation, 470

Basel Committee on Banking
Supervision, risk-based
capital requirements guidelines,
46

Basic, term (usage), 356

Basic earning power, calculation, 262,
264

Basic earnings per share, 76, 558

Basic earnings power ratio, 262

Behavioral finance, portfolio theory
(relationship), 438-441

Benchmark, 392

Benchmark-based approach, 436

Bermuda option, 364, 559

Best-efforts underwrititig; 57, 559

Beta, 559

values, 448-449

Biased expectaiions theory, 484, 485,
559

Bid-ask sproad, 58

BIF. $e< Rank Insurance Fund

Bills, current asset, 68

Divgen, Dutch auction, 148e

Sird in the hand theory, 142,
143-144

Black, Fischer, 147

Black-Scholes option pricing model,
380-383, 559

Board of directors

distribution declaration, 134
fiduciary duty, 101
formation, 92, 93
information, 145

Bond-equivalent basis, 525

Bond-equivalent yield, 525

Bondholder, 29

Bonding costs, 101, 559

Bond investments

categories, 397
classification, 398e

Bond prices

change, reasons, 521-522
example, 521

quotes, 523-524

time, relationship, 520-521
yield to maturity, 526e
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Bonds, 71, 559
cash flow, estimation, 533-534
debt security, 28
dollar return, 531e
sources, 529-530
impact, 394
investment properties, 518
issues, expected liquidity, 476
price-yield relationship, 518e
property, 518
sale, 5
valuation, 513-524
embedded options, inclusion,
532-538
values, 519
Bonus, 559
Book value, 70, 559
Borrowing rates, differences, 361
Break-even measure, 325
Brokers, commissions (absence), 136
Budget, 559
development, 114-115
Budgeting, 110, 119-120, 559. See also
Capital budgeting; Operational
budgeting
approval/authorization, 299
financial planning, relationship.
114-115
initiation, 116
process, 115-118
strategy, relationstup.i1le
Bulldog market, 2&
Business enterprise, forms, 90-97
Business entity, financial
decision-making, 4-5
Business finance, 4-5, 89, 559
Business forms, 95-96
characteristics, 91e
prevalence, 97e
Business risk, 186-187, 258, 559
combination, 297
involvement, example, 194
Busted convertible, 538, 559
Buyers/sellers, interactions, 17
Bylaws, 559
adoption, 92, 93

Callable bond, 473, 533, 559
valuation, 534
Callable debt, 474
Call options
buyer/writer, profit/loss, 368e
default right, 169
purchase, 366-367
writing/selling, 367-368
Call position. See Long call position;
Short call position
Call provision, 473, 559
Call schedule, 528, 559
Capital, 559
generation, 146
investment decision, 225
lease, 72, 560
loss, 529
rationing, 340-341
recovery-periog, 324
surplus.-72
yierld 144, 560
Capital asset pricing model (CAPM),
447-460, 559
assumptions, 449-451
criticisms, 460
efficient frontier, relationship,
451e
tests, 459-460
utility curves, relationship, 453
Capital budgeting, 295, 559
decision, 5
process, 298-303
illustration, 298e
stages, 298-299
proposal, 299
techniques, 321-343
advantages/disadvantages,
342e-343e
usage, 115
Capital cost, 171-175, 297, 562
calculation, example, 174e
change, 173
determination, reasons, 171-172
example, 175
operating profit, contrast, 121-122
representation, 328-329
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Capital expenditures coverage ratio,
290
Capital gain, 307, 529
income, taxation, 144
Capital gains tax, 147
Capital-intensive companies, 290
Capital market, 2-4, 28-29, 560.
See also Perfect capital market
debt, 28
theory, 2, 3-4
Capital market line (CML), 451-454,
560
risk premium, calculation, 455
Capital structure, 5, 155, 560
company adjustment, 173
decisions, 155-156, 176-177
differences, 158
financial distress, relationship,
170-171
financial leverage, relationship,
158-172
Modigliani-Miller theory,
176-180
theory, 179-180
status, 180
value, 179-180
trade-off theory, 173-174
CAPM. See Capital asset pricing
model
Captive finance companies,42-43
Carry, 360. See also™Negative carry;
Positive carvy
Carrying value, 70, 560
CAS. See Casualty Actuarial Society
Cash
budget, 119
change, 81
conversion cycle, 560
calculation, 250
current asset, 68
dividends, stock distributions
(comparison), 138
equivalents, impact, 394
market, 29, 560
payment, amount, 93
yield, 359

Cash-and-carry trade, 357-358, 560.

See also Reverse cash-and-carry
trade

Cash flow, 279-283, 560. See also

Incremental cash flows;
Operating cash flows
analysis, 275
example, 322¢
usefulness, 288-290
calculation, 276
change, 80
definition, 280
depreciation, contrast, 312
determination, investment (usage),
303-321
discount rates, aptlication, 522-523
entry, 119
estimate, 27¢
estimation. example, 324e
exit, 119
funds Aow, 275-276
generation, 80
information, usage, 291
interest coverage ratio, 560
calculation, 261
measurement difficulties, 275-283
no-arbitrage futures price, presence,
359
occurrence, 224, 227
prediction, 117
promise, 219
receipt, assumption, 325
relation, 281-282
remainder, 146
risk, sources, 296-297
statement, 79-81, 279-283
example, 7%, 246e, 278¢
time line, 222e, 224e, 228e¢
timing, role, 336
uncertainty, 202
usage, 218
value, change, 202

Cash flow from acquiring assets,

calculation, 304

Cash flow from disposing assets,

calculation, 306
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Cash flow from financing activities. See
Financing activities
Cash flow from operating activities. See
Operating activities
Cash flow from operations. See
Operations
Cash flow return on investment
(CFROI), 120
Cash flow series
future value, 220
occurrence, 225-226
time value, 217-221
Cash flow to capital expenditures
coverage ratio, 560
calculation, 290
Cash flow to debt ratio, 560
calculation, 291
Cash inflow (CIF), 194
positive value, 328
Cash outflow (COF), 194
calculation, 305
Cash settlement contracts, 352, 560
Cash value added (CVA), 120
Casualty Actuarial Society (CAS), ERM
definition, 189
Catastrophe-linked bond, 196, 56C
example, 197
Catastrophic risk management 191,
560
Cat bond, 560
CD. See Certificate ¢t deposit
CDS. See Credit acfauit swap
Cedar Fair, master limited partnership,
95
Certificate of deposit (CD), 395, 560.
See also Negotiable certificate of
deposit
written promises, 27
CFROIL. See Cash flow return on
investment
CFTC. See Commodity Futures Trading
Commission
Characteristic line, 458, 560
Chief Financial Officer (CFO), function,
124-125

CIF. See Cash inflow
CIT Group, Inc., failure, 46
Classical safety-first portfolio, 436
Classical safety-first rules, 561
Clearinghouse, role, 353
Client-imposed constraints, 398
Close corporation, 93, 561
Closed-end fund, 49, 51, 561
Closely held corporation, 93, 561
Closing price, 51-52
CML. See Capital market line
COF. See Cash outflow
Cognitive biases, 440, 561
examples, 440-441
COGS. See Cost of goaas sold
Commercial bank, 43, 561
financial intermediary, usage, 19
services, 44
Commercia! paper, 26, 561
promiss< = note, 27
Comruitt=e of Sponsoring
Organizations of the Treadway
Commission (COSO), ERM
definition, 189
Commodity Futures Trading
Commission (CFTC), 23
Commodity swap, 378, 561
Common-size analysis, 266-268, 561
Common-size balance sheet, 267
Common stock, 16, 561
cost, 173
example, 16
impact, 394
purchase right, 534-535
style categories, 395-396
valuation, 491
Companies
base, multiples (application),
508-509
borrowing dependence, 288
capital cost, 172
estimation, 172-173
capital structure
adjustment, 173
decisions, 176177
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cash flow exit, 119
commitment arrangement, 57
comparison, 76-77
competitors, barriers (absence), 113
debt usage, 171
dividend
cuts, investor penalization,
141-142
payments, 145
economic profits, generation, 126
financial health, examination, 80
financial restructuring, 59
financing behavior, 174
liquidity, 244
multiples
base, estimation, 507-508
calculation, 506-507
OCF, change (calculation), 317
operating performance, 244
postauditing, usage, 110
stock distribution, share price, 139
strategy, effectiveness (measurement),
123
sustainability risk, 189
value, change, 303
Comparative advantage, 111, 561
Competitive advantage, 111-112, 561
Complementary projects, SG1
dependence form, 303
Compliance, ERM risk Ouiective, 190
Component percentzZe ratios, 258-260
Compound average aanual return, 208
Compound factor, 205
Compound growth rate, 499
Compounding, 202, 561. See also
Continuous compounding
frequencies, 210e, 215-216
example, 212
multiplicity, 209-211
periods, conversion, 209
translation, 214-215
Compound interest, 204, 561
Conditional value at risk (CVaR), 436,
561
Confirmation bias, cognitive bias, 440

Constant discount rate, assumption,

496

Constant growth DDM, 498-500
Constant rate DDM, usage, 500
Consumer finance, transparency

(increase), 24

Consumer price index (CPI), interest

(linkage), 56

Consumer protection, enhancement, 24
Contingent projects, 302-303, 561
Continuous compounding, 211-212,

S61

Contracting costs, 561
reduction, 21-22
Contract of indemnity. dce Indemnity

contract

Conversion parity price, 536, 561
Conversion prevision, 473-474, 561
Conversion-ratin, 534, 561
Conversior value, 561

equation, 535
Convertible. See Busted convertible
C.overtible bond, 16-17, 76, 474,

562

conversion, 533
convertible measures, 537
par value, 534-535

sale, problem, 535-536
traditional value, 535-538
valuation, 534-538

example, 536e

Convertible note, 16-17, 562
Convertible preferred stock, 76
Copyrights, intangible asset, 70

Core risk, 186, 562. See also Noncore

risk

Corporate bonds, 397

Corporate finance, 4-5, 562
Corporate financing decision, 155
Corporate managers, takeover

defensiveness, 100

Corporate plan, 54
Corporate risk management,

catastrophe-linked bonds
(usage), 196-197
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Corporations, 92-94, 562
balance sheets, 245e
board of directors, fiduciary duty,
101
capital cost, determination (reasons),
171-172
cash retention, 136
characteristics, 91e
DRP benefits, 136
income statements, example, 246e
legal entity, 92
market capitalization, 396
ownership, 93
shares, buyback, 148
Correlation, 562
coefficient, 425
COSO. See Committee of Sponsoring
Organizations of the Treadway
Commission
Cost of capital. See Capital cost
Cost of carry, 360
Cost of goods sold (COGS), 74, 247
usage, 254
Cost of sales, 74
Cost reduction, economic function,
19
Counterparty, 351, 376, 562
risk, 355, 562
exposure, 376
Coupon interest, 514
Coupon payments, &1
Coupon rate, yield/piice (relationship),
519-520
Covariance, 424-425
Covariance of a random variable. See
Random variable
Coverage ratio, 260-262. See also
Interest coverage ratio
fixed financing obligation
satisfaction, 258
indication, 261
CPI. See Consumer price index
Credit
events, 379
ratings, 471e

risk, 186
spread, 472, 562
Credit default swap (CDS), 379, 562
Creditors, 29, 562
problems, 168-169
Credit protection
buyer, 379, 562
seller, 379, 562
Credit-rating firms, transparency
(increase), 24
Crossover rate, 562
solution, 331-332
Currency
current asset, 68
risk, 194
swap, 378, 562
Current assets, 68,244, 562. See also
Noncurient assets
company-t 2gairement, 69
requirérmeant, 252
types;-43—69
Cureent liability, 71, 244, 562
Curient ratio, 244, 562
calculation, 251
Current yield, 524-525, 562
calculation, 524
yield to maturity, relationship, 526e
Customer needs, balance, 122
CVA. See Cash value added
CVaR. See Conditional value at risk

Date of record (record date), 134, 562
Days payables outstanding (DPO),
249-250
calculation, 250
Days purchases outstanding (DPO),
563
Days sales in inventory (DSI), 563
calculation, 248
Days sales outstanding (DSO), 563
calculation, 248
DB. See Defined benefit
DC. See Defined contribution
DCEF. See Discounted cash flow
DDM. See Dividend discount model
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Debt, 15, 563
acquisition, 17
after-tax cost, 173
equity, contrast, 15-17, 156-164
financing
governance value, 166-167
role, 161
instrument, 15, 26, 563
interest payment, tax deductibility,
178-179
marginal cost, 173
market values, 158
obligation, fixed/limited nature, 159
principal value, example, 16
ratio, 563
calculation, 157
relative costs, concern, 176
securities, components, 28-29
tax deductibility, value, 167¢
Debt-equity ratio. See Debt-to-equity
ratio
Debtholder, 29
Debt-to-assets ratio, 258, 563
calculation, 157
Debt-to-capital ratio, 563
Debt-to-equity ratio (debt-equity ratic),
563
calculation, 157, 259
stock repurchase fit, 149
Declaration date, 563
Declining balance mztiiod, 76, 563
Default-free yield curve, 486
Default right, 169
Default risk, 563
impact, 471-472
Deferred annuity, 230, 563
problems, 230
time lines, 232e
valuation, 229-230
Deferred income tax liability, source,
77
Deferred tax assets, source, 77
Deferred taxes, 72
liability, 563
Defined benefit (DB) plan, 55, 563

Defined contribution (DC) pension
plans, legal forms, 55
Defined contribution (DC) plan, 535,
563
Degree of financial leverage (DFL), 563
calculation, 164
interpretation, 165
Delivery date, 351, 563
Demand deposit, 44-45, 563
Deposit. See Demand deposit; Savings
deposit; Time deposit
sources, 45
Depository institution, 4346, 563
Depreciable basis, 76
Depreciation, 70, 76-75..See also
Accumulated depreciation
cash flow, contrast; 312
change, exariolz, 319
exampleg; 212-313
inclusior‘exclusion, 311
methods; 72
recapture, 307
vax shield, 563
timing, 77
Derivative contracts, types, 349-350
Derivative instruments, 23, 29, 563
company information, 83
usage, shareholder concerns, 195
Derivatives, 563
market, 29
risk, 195
usage, 349
hedge fund strategy, 53
DFL. See Degree of financial leverage
Diluted earnings per share, 76, 563
Direct costs, 170
Disability insurance, 47
Disclosure regulation, 22
Discount, 519
Discount bond, price-time relationship,
520e
Discounted cash flow (DCF)
methods, 503
models, 491-502
techniques, application, 340-341
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Discounted payback period, 323, 564
payback, 326-327
Discounting, 202, 564
periods, number, 226
Discount rate, 45, 297, 564
estimation, 497
example, 215e
Discretionary cash flow, 282
Dispersion measures, 435
Disposition cash flows, straight-line rate
(usage), 309
Disposition effect, cognitive bias, 440
Distributions. See Stocks
board of directors declaration, 134
types, 137-138
Diversifiable risk factors, 447, 564
Diversification, 564
achievement, 21
economic function, 21
impact, 446-447
reliance, 399-400
usage, 19
Diversify, term (usage), 564
Dividend discount model (DDM),
492-494, 564. See also Finite
life general DDM; Three-stage
DDM
examples, 494-501
expected returns, relationship,
501-502
usage, 498
Dividend irrelevari-e theory, 142, 143
Dividend-paying stocks, price volatility,
144
Dividend payout ratio, 564
calculation, 135
constancy, 141
equation, 493
Dividend per share, 134-1335, 564
calculation, 134
constant growth, 141
Dividend-price ratio, 493, 564
Dividend reinvestment plan (DRP)
(DRIP), 136-137, 564
shareholder/corporation benefits, 135

Dividends, 93, 133-137, 564. See also
Stocks
absence, 141
cash form, 134
cutting, 145
date. See Ex-dividend date
decision, residual decision
(comparison), 143
example, 136
expected growth rate, 498
measures, 492-494
example, 494
payment
decision, 146-147
theories, 142-142
policies, 133, 141147
puzzle, 146-147
yield, 144, 554
Dividends p<- snare, 564
equation . 492-493
Divider ds received deduction, 144-145,
564
sange, 145
U)SI. See Dow Jones Sustainability
Index
Dollar return, 564
Dollar-weighted average quarterly
return, 408
Dollar-weighted rate of return,
403-404, 406-409. See also
Return
determination, 406
example, 406-407
result, 407
Domestic financial sectors, 43-60
Domestic market, 24, 564
Domestic nonfinancial sectors, 39-42
Dow Jones Sustainability Index (DJSI),
187
Downside risk, 436-437564
Downward-sloping yield curve, 482
DPO. See Days payables outstanding;
Days purchases outstanding
DRIP. See Dividend reinvestment plan
DRP. See Dividend reinvestment plan
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DSI. See Days sales in inventory

DSO. See Days sales outstanding

Du Pont system, 263-266, 565

Dutch auction, 147-148, 565

Dynamic asset allocation, 393, 394, 565

EAR. See Effective annual rate
Earnings
potential dilution, 76
quality, 288
Earnings before interest, tax,
depreciation, and amortization
(EBITDA), 565
calculation, 276
Earnings before interest and taxes
(EBIT), 254, 504
inclusion, 261
Earnings per share (EPS), 75-76, 506.
See also Basic earnings per share;
Diluted earnings per share
decline, 141
increase, 149
EBIT. See Earnings before interest and
taxes
EBITDA. See Earnings before interest,
tax, depreciation, and
amortization
Economic agents, 438, 565
Economic factors, sensitivity, 392
Economic life, 565
investment projeci-ciasiification, 300
Economic modeliry, 451
Economic profit, 121
calculation, 121e
Economic theory of choice, 416-417
Economic value added (EVA), 120-122,
565. See also Refined economic
value added
Economy, financial system
(components), 3—4
Effective annual rate (EAR), 565
annual percentage rate, contrast,
233-235
calculation, 235
true economic return, 234

Effective rate of interest. See Interest
Effective tax rate, 94
Efficient frontier, 565
CAPM, relationship, 451e
Efficient portfolio, 401, 418, 565.
See also Mean-variance efficient
portfolio
assets, inclusion, 431e, 432e
construction, 429-430
feasible portfolio, 430-432
optimal portfolio, relationship,
418
reference, 429
risk-free asset, combination,
452
Efficient set, 430-43
optimal portfolic. <hoice,
432437
8-K filings, 123
Embedded->ption, 474
Emerging markets, 397
Emrloyee Retirement Income Security
Act of 1974 (ERISA), 55
Yinployee stock ownership plan
(ESOP), 55, 565
End-of-day NAV, 50-51
End-of-the-day price, 51-52
Endowments, 391
Enron
earnings inflation, 103
scandal, 185
Enterprise, term (usage), 189-190
Enterprise risk management (ERM),
188-193, 565
application, 6
CAS definition, 189
concern, 191
COSO definition, 189
definition, 188-190
risk objectives, 190
scope, 191
themes, 191-192
illustration, 192e
Entity, risk policy specification, 193
EPS. See Earnings per share
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Equity, 72-73, 155, 565. See also
Investor; Owners
book value, 259
components, 28
debt, contrast, 15-17, 156-164
financing, 159
obligation, absence, 157
free cash flow, 567
instrument, 16, 565
investment style, 395, 565
market values, 158, 260
owners, rewards, 165
portfolios, benchmarks, 392
relative costs, concern, 176
return, 160
example, 161e
Equivalent taxable yield, 473, 565
ERISA. See Employee Retirement
Income Security Act of 1974
ERM. See Enterprise risk management
ESOP. See Employee stock ownership
plan
ETF. See Exchange-traded fund
Eurodollar CD, 27
Euromarket, 26, 565
European Central Bank, 60
European Investment Bank, 60
European option, 364, 373; S¢5
European Union companies, TFRS
usage, 84
EVA. See Economicwva'ue added
Evaluation period; 4C1
Excess margin, 354
Excess reserve, 45, 565
opportunity cost, 45
Exchange, 31, 565
Exchange-traded fund (ETF), 49,
51-52, 566
assets, growth, 52e
premiums/discounts, 52
Ex-date, 134, 566
Ex-dividend date, 134, 566
Executive compensation, 101-104
performance, relationship (absence),
102-103
Exercise price, 566

Exercise style, 364
Expansion project, 566
impact, 301
Expectations theory, 484, 566. See also
Pure expectations theory
Expected cash flows
estimation, 4, 514
present value, 328
calculation, 4
Expected dividends per share, 495
Expected portfolio returns, 415-416
Expected return, 450
calculation, 420-421
dividend discount models,
relationship, 501-.502
estimation, examr le, 502
Expected shortfall, 556
Expected tail liss. 566
Expense ratic 51, 566
Expenses
casi: euttlow, 315-316
change, 310-311, 317-318
example, 319
Cxpiration date, 367
Explicit costs, 18
Ex post return, 419
External management, plan sponsor
option, 55
External market, 26, 566
Extra dividends, 134
periodic payments, 141
Extra special dividends, 142¢

Face value, 566

Factors, 446

Fairness opinion, 59

Fair price, 507

FASB. See Financial Accounting
Standards Board

FDIC. See Federal Deposit Insurance
Corporation

Feasible portfolio, 430-432, 566

assets, inclusion, 432e

Fed discount window, 45, 566

Federal Deposit Insurance Corporation
(FDIC), 46
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Federal depository insurance, initiation,
46
Federal funds market, 45, 566
Federal funds rate, 45
Federal government, 39
Federal Home Loan Mortgage
Corporation (FHLMC),
government-sponsored
enterprise, 40—41
Federal National Mortgage Association
(FNMA), government-sponsored
enterprise, 40—41
Federal Reserve Board, 46
Federal Reserve (Fed), 37
borrowing, 45
FHLMC. See Federal Home Loan
Mortgage Corporation
Fiduciary duty, 101, 566
FIFO. See First-in, first-out
Finance, 566
definition, 15
explanation, 2
field, components, 2-3, 3e
math, 201
relationship, 2e
Financial Accounting Standards Boas!
(FASB), 66, 83
Accounting Standards Codification,
66
IASB, cooperation, 84
Financial activities
regulation, 2224
regulators, 14
Financial analysis, 566
Financial assets, 14, 566
creation, assistance, 20
management, 20
requirement, reasons, 14-15
trading, facilitation, 20
Financial calculators, usage, 206, 334,
516
Financial decision-making, tools, 2
Financial distress, 157, 168-171, 566
bankruptcy costs, 169-170
capital structure, relationship,
170-171

direct/indirect costs, absence, 166
increase, 171
taxes, trade-off, 176
Financial distress costs, 169-171
absence, 178-179
capital structure theory, relationship,
179-180
present value, increase, 171
Financial economics, 566
reference, 1-2
Financial factor, involvement, 194
Financial flexibility, leverage
(relationship), 165-166
Financial guarantee insurance, 48
Financial Industry Reguiatory
Authority (FINKA), 23
Financial institutioa regulation, 22, 24
Financial instriment, 13, 566
purchase’szle; tiedge fund strategy,
53
Financi:lintermediaries, 3, 14, 566
fuads, acquisition, 19
cole, 15¢, 18-24
staff, maintenance, 22
Financial leverage, 245, 258-262,
566
capital structure, relationship,
158-162
degree. See Degree of financial
leverage
elevation, 165
effect, isolation, 178
ratios, example, 262
risk, relationship, 164-167
Financial management, 2, 4-6, 566
objective, 97-104
owner wealth maximization,
relationship, 99
Financial managers, decisions, 6
Financial markets, 3, 14
economic unction, 17-18
provision, 17-18
role, 17-18
types, 24-32
Financial measures, 123
Financial needs, 122



P2: c/d
JWBT310-Fabozzi

QC: el/f Tl: g

July 8,2010  14:25

Printer: Courier Westford, Westford, MA

INDEX

Financial planning, 109, 566
budgeting, relationship,
114-115
components, 114-115
Financial plans, formulation, 114
Financial ratios
analysis, 243
usage, 268-270
classification, 244-247
usage, 245
Financial regulators, 3
Financial restructuring, 567. See also
Companies
investment bank involvement,
58-59
Financial risk, 258, 567
components, 186
management, 185
Financial Services Authority (United
Kingdom), 53
Financial services holding companies,
affiliation, 56
Financial slack, 165
Financial statements, 65
basics, 67-81
creation, assumptions, 66—67
footnotes, examination (reascns),
82-83
Financial strategic plan, §
Financial strategy, 109
Financial system, 13-17 "See also
United States
components, 14, 37
Financial theory, 439
Financing
activities, cash flow, 80, 560
comparison, 234
cost, 359
decisions, 5
Finite-life general DDM, 495, 567
assumption, 498—499
example, 496
inputs, 496-497
FINRA. See Financial Industry
Regulatory Authority

Firm, free cash flow, 567
Firm commitment
effort, 57
offering, 567
underwriting, 57
First-in, first-out (FIFO), 83, 567
Fitch Ratings, 471
Fixed asset, 567
Fixed financing obligations,
satisfaction, 258
Fixed income equivalent, 538, 567
Fixed income instruments, 15
Flat yield curve, 482, 567
Flotation costs, 146
FNMA. See Federal N«tional Mortgage
Association
Ford Motor Crediv, captive finance
compari7, $2-43
Forecasting
importar e, 118
regi=ssion analysis, usage, 117
Foreign currency
changes, exposure, 363
translation adjustments, 81
Foreign investors, 60
Foreign market, 24, 26, 567
Foreign participants
government regulation, 24
regulation, 22
Formulae, intangible asset, 71
Forward-looking P/E, 505
Forward rate, 477-481, 567
prediction ability, 480
Forwards, derivative contracts, 349
Forwards contracts, 350, 355-362
position, liquidation, 352-353
pricing, basics, 355-360
usage, 362-363
Forward stock split, 137, 567
share price, 139
Foundations, 391
401(k) plans, 55
Framing, 567
cognitive bias, 440
Franchises, intangible asset, 70
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Free cash flow, 146, 287, 567
calculation, 288
reduction, dividend payment
(impact), 146
Free cash flow to equity. See Equity
Free cash flow to the firm. See Firm
Freeport-McMoran, special dividend
payments, 142e
Front-loaded cash flows, 325
FTSE4Good Index, 189
Full disclosure, requirement, 67
Fully amortizing loan, 231
Fundamental factor models, 465
Funded retained risk, 567
Funding entity, government-sponsored
enterprise, 41
Funds
acquisition, financing decisions,
89
long-term sources, 172
transference, 14-15
Future cash flows, dividends
(comparison), 492
Future dividends, investor anticipation,
98
Futures
derivative contract, 349
long position, 570
price, 350-351, 567
Futures contracts, 350-563; 567.
See also Nextfutures contract
initial margin/variasion margin,
absence, 358
legal agreement, 350
options, differences, 365-366
position, liquidation, 352-353
pricing, basics, 355-360
sale, 362-363
usage, 362-363
Future value
calculation, 203-213
example, 207
determination, compound interest
(impact), 205
even series, 223-224

present value, relationship, 214
representation, 220
time line, 218e

GAAP. See Generally accepted
accounting principles
Gambler’s fallacy, cognitive bias, 441
GDP. See Gross domestic product
General Electric Credit Corporation,
captive finance company, 43
Generally accepted accounting
principles (GAAP), 66, 568
framework, 83
General Motors (GM), earnings per
share decline, 141
General partnership, 91-92, 568
Geometric average recurn, 208
Geometric meaa rzturn, 405
GIC. See Guaraateed investment
cantact
Global sanking, bank service, 44
Glelal Partners, master limited
partnership, 95
lobal Reporting Initiative (GRI), 187
Going concern, business continuation,
67
Golden parachutes, 100
Goldman Sachs, 56
Government
bonds, 397
debt. See United States
disclosure regulation, justification,
22-23
sector, 39-42
subsidy, representation, 163
Government-owned corporation,
39-40, 568
Government-sponsored corporation,
41
Government-sponsored enterprise
(GSE), 40-41, 568
types, 40-41
Grant, W.T., 292
Greenhill & Company, 56
GRI. See Global Reporting Initiative
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Gross domestic product (GDP). See
United States
sectors, contribution, 37
Gross plant and equipment, 69,
568
Gross profit margin, 568
calculation, 253
Gross property, plant, and equipment,
69, 568
Gross spread, 57
Growth patterns, three-phase model
design, 501
Growth rates, 208
equation, 216-217
examples, 209, 211
multiplicity, 212-213
GSE. See Government-sponsored
enterprise
Guaranteed investment contract (GIC),
47-48, 392
example, 207

Half-year convention, 77
Health insurance, 47
Hedgeable rate, 480-481, 568
Hedge funds, 49, 53-54, 568
institutional investor, 391
operation, 54
strategies, 53
Heuristic, term (usage)./56€
Heuristic-driven biases;, 440
High-credit-qualit; extities,
counterparties, 355
High grade, term (usage), 472
High-yield bonds, 472
Historical costs, usage, 84
Holding period return, 419, 568
Homogeneous expectations, 453
Horizontal common-size analysis,
266-268, 568
example, 269e
Houlihan Lokey Howard & Zukin,
56
Humped yield curve, 482, 568
Hybrid pension plan, 55-56

IASB. See International Accounting
Standards Board
IFRS. See International Financial
Reporting Standards
Illegal insider trading, 23, 568
Implicit costs, 18
Incentive fee, 54
Income, double taxation, 94
Income statement, 74-79, 266, 568.
See also Pro forma income
statement
example, 75e, 246e, 278¢
structure, 75e
Income taxes
classification, 281
company information, 82
Incorporation, articles, 92-93, 558
Incremental cach Tows, 303, 568
Indebtedness,. representation, 28
Indemnisv -ontract, 195
Indeperident directors, 93, 568
Ind<oendent projects, 302, 336-337,
568
tidexed funds, 568
Indifference curves, 416-418, 433
illustration, 417¢
Indirect costs, 170
Individual banking, bank service, 44
Individually managed account, 568
Individually sponsored plan, 54, 568
Industry, economic profit generation
ability, 126
Industry-specific multiples,
determination, 506
Information asymmetry, 14, 568
Information processing
cost reduction, 21-22
time, opportunity cost, 21-22
Initial cash flow, example, 305-306
Initial margin, 353, 568
absence, 358
requirement, variation, 354-355
Innovation, needs, 122
Inside directors, 568
Institutional banking, bank service, 44



P1: a/b
ind

JWBT310-Fabozzi

P2: c/d QC: el/f Tl: g

July 8,2010

Index

14:25

Printer: Courier Westford, Westford, MA

Institutional investors
components, 391
Institutional investors, borrowing cost
(absence), 362
Institutional portfolios, 395
Insurance, 195
companies, 47-48
institutional investor, 391
premium, 195, 569
products, sale, 47-48
Insurance-linked note, 196, 569
Intangible assets, 14, 70-71, 569
Interbank yield curve, 569
Interest
amount, calculation, 231
creditor expectation, 156
deductibility, 162-164, 178
government subsidy representation,
163
effective rate, 234, 565
expense
cash flow, relationship, 281
usage, 163
income, 281
tax treatment, 471
U.S. federal tax code specificatior,
474
taxability, 474-475
tax deductibility, benefit ‘increase),
171
tax shield, 178, 5¢9
calculation, 1¢3
Interest-bearing instruments, 353
Interest-bearing ratio, 259
Interest coverage ratio, 569
calculation, 260
company information, 260-261
Interest on accumulated interest, 204
Interest on interest, 204
Interest rate, 217. See also Base interest
rate; Real interest rate
calculation, 470-471
determination, 4, 216-217
differences, 213
structure, 469, 579

swap, 376-377, 569
usage, reason, 377
term structure, 476-483
theories, term structure, 484-486
yield, relationship, 232-238
Interim cash flows, 361
Intermediaries, 13
Internal management
needs, 122
plan sponsor option, 55
Internal market, 569
Internal rate of return (IRR), 235-236,
323569. See also Modified
internal rate of return; Multiple
IRRs
cross-over rate, contrast, 331-332
decision rule, 335
discount rate, comparison, 337
problems; 235
usage, 3~3-338
yield. comparison, 334
Infeinatonal Accounting Standards
Board (IASB), 83
FASB, cooperation, 84
International Bank for Reconstruction
and Development, 60
International Financial Reporting
Standards (IFRS), 84
International market, 26
In-the-money option, 569
Intrinsic value, 371-373, 569
difference, 372
Inventories, 569
current asset, 68
flows, 257
level, reduction, 318
management, 256, 390
reduction, 252, 320
turnover, 31
calculation, 256
ratio, 256
Inverted yield curve, 482, 569
Investable assets, 395¢
Invested capital, resource level, 122
Investment banker funds, raising, 57
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Investment banking companies,
classification, 56-57
Investment banks, 56-60
classification, 56
Investment cash flow, 304-309
present value, 303
Investment companies, 48—49,
569
Investment management, 2-3, 6-7, 389,
569
activities, 7e
process, 390e, 400-401
Investment objectives
classification, 391-392
setting, 7, 391-392
Investment-oriented products,
47-48
Investments
advice, provision, 20
client-imposed constraints, 398
comparison, 234
consideration, 226
decisions, 296-298
discontinuation, 104
evaluation techniques, 323-324
factors, 398-399
future value, example, 206e
impact, 314
manager, 569
outlay, absence, 357
policy, establishm=n:._293-400
present value, 204
profile, 330-331, 569
example, 331e
projects, classification, 300-303
regulatory constraints, 398-399
return, increase, 167
risk indication, payback period
(usage), 326
screening/selection, 298-299
strategy, 110
tax considerations, 399
uncertainty, 214
unrealized gains, 81
value, 569
yields, 235-238

Investor, 569
equity, 569
risk expectations, 394
IRR. See Internal rate of return
Irrelevance proposition (M&M),
177-178
Issuer, 569

Joint venture, 96, 570
JPMorgan Securities, 56
Junk bonds, 472

Kahneman, Daniel, 438-439
Kaplan, Robert, 122
Kellogg, dividend paynicats, 141
Keynes, John Maynzra 438
Key performance indicators (KPIs),
570
measureg; 123
KPIs. Se¢ k =y performance indicators
Krispy. “reme, analysis, 289-290

Lngging indicators, 122-123
Largay, James, 292
Large capitalization stocks, 396
Last-in, First-out (LIFO), 83, 570
Law of one price, 461
Leading indicators, 122-123
Leases. See Capital lease

company information, 82

payments, 258
Legal risk, 186
Lending rates, differences, 361
Letters of credit (LOCs), 46
Leverage

availability, 354-355

financial flexibility, relationship,

165-166

hedge fund strategy, 53

usage, example, 162, 164
Leveraged portfolio, 570
Leveraging, 354-355
Liabilities, 68, 71-72, 570
Liability-driven objectives, 391, 392
Liability-driven strategies, 400
Liability insurance, 47
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LIBOR. See London Interbank Offered
Rate
Life insurance, 47
LIFO. See Last-in, First-out
Limited liability, 570
role, 168-169
Limited liability company (LLC),
94-95, 570
Limited liability partnership (LLP),
94-95, 570
Limited partner, 92
Limited partnership, 92
Linear payoff, 366
Lintner, John, 447
Liquidity, 17, 245-253, 570
impact, 18
measures, 251-252
premium, 570
ratios, 253
risk, 570
theory, 485, 570
Listed, term (usage), 31, 570
LLC. See Limited liability company
LLP. See Limited liability partnership
Loan amortization, 230-232, 570
example, 233e
Loan payments, calculation prozess,
230-231
Local government, issuer/inyestor role,
41-42
LOGCs. See Letters of craait
London Interbank Oi‘ered Rate
(LIBOR), 376-377, 486,
570
Eurodollar CD interest rate, 27
Long call position, 366-367, 570
Long futures, 351, 570
Long position, 351
Long position in futures. See Futures
Long put position, 369, 570
Long-run planning, 115, 570
Long-term assets, decisions, 300
Long-term borrowers, interest rate
(elevation), 20
Long-term capital, focus, 158
Long-term care insurance, 47

Long-term debt
company information, 82
exclusion, 259
Long-term indebtedness, 71
Long-term investing, funds
procurement, 5
Long-term liability, 571
types, 71-72
Long-term planning, 115, 571
Lost sales, financial distress cost, 169
Lower partial moment, 436
risk measure, 436437
Low-risk investments, 395
Lump-sum, present/future value
(calculation), 232233

M&A. See Merger:.and acquisitions
MACRS. See N.ocined Accelerated Cost
Recevery System
MAD. Sce Mean-absolute deviation
Maintenatice margin, 353, 571
Maragement
‘ocus, 112-113
torecasts, 118. See also Sales
performance, evaluation, 110
Managers, motivation (executive
compensation), 101-104
Mandated project, 571
government requirement, 301
Marginal tax rate, 571
calculation, usage, 173
Margin requirements, 353-354
Market, 13
anomaly, 571
capitalization (market cap), 97-98,
571
example, 98
conversion price, 536, 571
liquidity risk, 186
makers, 31
price efficiency, 400
risk, 186, 447, 571
structure, 30, 571. See also
Order-driven market structure;
Quote-driven market structure
surveys, 118
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Marketable securities, 571
current asset, 68
Market conversion premium per share,
571
equation, 537
Market conversion premium ratio,
equation, 537
Market efficiency, 31-32
issuer implications, 32
semi-strong form, 32, 578
strong form, 32, 579
weak form, 32, 581
Market segmentation theory, 485-486,
571
Market value added (MVA), 120, 122,
571
Market value of shareholder equity. See
Shareholders
Market value to book value (MV/BV)
ratio, 503-504
Markowitz, Harry, 7, 190, 421-422,
450
formulation, 422-423. See also
Portfolio theory
Markowitz diversification, 571
strategy, 426—427
Mark-to-market requirements, ahseiice,
356
Master limited partnership (14LP),
95-96, 571
ownership interess, 9¢
Matador market, 26
Matching principle, usage, 67
Maturity intermediation, 20-21,
571
economic function, 19
Maturity spread, 476, 571
Maturity value, 514-515, 571
MBSs. See Mortgage-backed securities
Mean-absolute deviation (MAD), 435,
571
Mean return, 450
Mean-standard deviation, 571
Mean-variance analysis, 424, 437, 450,
571

Mean-variance efficient portfolio, 430,

572

Medium-term notes, debt security, 28
Merchant banking, 572

activity, 59
Mergers, investment bank advice,

58-59

Mergers and acquisitions (M&A),

58-59

Mid-capitalization stocks, 396
Miller, Merton, 143, 176-178
irrelevance proposition, 177-178
Minority interest, 572
information, 73
MIRR. See Modified iriternal rate of

return

MLP. See Master limited partnership
MMDA. See N.orey market demand

acceuat

Modern/parttolio theory (MPT), 190,

| &k

Meadified Accelerated Cost Recovery

System (MACRS), 77-79, 572

asset, 320
depreciation, 79

rates, 313e

rates, 77¢
usage, 312, 314, 338-339
Modified internal rate of return

(MIRR), 323, 572

example, 340e
Modigliani, Franco, 143, 176-178

irrelevance proposition, 176-177
Money

management, 6, 390, 572

manager, 390, 572

market, 26-28, 572

time value, 326

value, determination, 201-203
Money market accounts, 395
Money market demand account

(MMDA), 45, 572

Money purchase pension plans, 55
Money-weighted rate of return, 406,

572
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Monitoring costs, 572

Monsanto Company, entry barriers,
112

Monte Carlo simulation model, 534

Moody’s Investors Service, 471

Mortgage-backed securities (MBSs),
533,572

Mossin, Jan, 447

Most distant futures contract, 352

MPT. See Modern portfolio theory

Multifactor risk models, 464-465

Multiphase DDM, 500-501

Multiple growth rates, 212-213

Multiple IRRs, 337¢

Municipal bonds, 397

Municipal yield ratio, 475, 572

Muni-Treasury yield ratio, 475, 572

Mutual funds, 50-51

financial intermediary, usage, 19

Mutually exclusive projects, 302, 335,
572

MVA. See Market value added

MV/BV. See Market value to book
value

National market, 24, 572
National Railroad Passenger
Corporation (Amtral).
government-owned corporation,
39-40
NAV. See Net asset waiue
NCF. See Net cashi flew
Nearby futures contract, 352, 572
Negative bias, cognitive bias, 441
Negative carry, 360
Negative investing cash flows, 80
Negative net present value, 330
Negotiable certificate of deposit, 26,
572
investor purchase/sale, 27
Net asset value (NAV), calculation, 50
Net cash flow (NCF), 80, 319-320, 573
calculation, 320
Net financing cost, 359
cost of carry, term, 360

Net income, 267
examination, 82
Net operating cycle, 573
Net plant and equipment, 69, 573
Net present value (NPV), 323, 573
decision rule, 329-330
example, 333
profile, 330-331
quality, 335
usage, 327-332
Net profit margin, 573
calculation, 254
Net property, plant, and equipment, 69,
573
Net working capital, 247, 573
change, 316
cushion, 252
increase, 314
Net workiprg ~apial to sales ratio, 252,
573
calca ation, 251
New oroducts/markets, 301
New York/New Jersey Port Authority,
41
New York Stock Exchange (NYSE), 31
MLP listing, 95
Next futures contract, 352, 573
Nintendo, sales forecast example,
116-117
No-arbitrage futures price, absence,
359
Nominal interest rate, 234
Non-bank lenders, regulation
(increase), 24
Noncash expenditures, 80
Noncore risk, 185, 573
Noncurrent assets, 69
Nondepository financial institutions, 46
Nondiversifiable risk factors, 447, 573
Nonfinancial businesses, 42—43
Non-financial measures, 123
Nonfinancial stakeholder issues, 180
Noninvestment-grade bonds, 472
Nonliability-driven objectives, 391-392
Nonlinear payoff, 573
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Nonsystematic risk, 573
reduction, diversification (usage),

457

Nontraditional asset classes, 397

Non-Treasury issues, expected liquidity,
471

Non-U.S. corporations, securities
issuance, 26

Norton, David, 122

Note, 573

debt security, 28

Noteholder, 29

Notes payable, 71, 573

Notional amount, 376, 573

Notional principal amount, 376, 573

NPV. See Net present value

Number of days of credit, 248, 573

Number of days of inventory, 573

Number of days of purchase, 249-250,
573

NutraSweet Company, entry barriers,
112

NYSE. See New York Stock Exchange

OCEF. See Operating cash flows
Off-balance sheet obligations, 46
Office of the Comptroller of the
Currency, 46
Offshore market, 26, 573
Open-end fund, 49, 50573
Open interest, 573
Open market purchases, 147
Operating activities, cash flow, 560
Operating cash flows (OCF), 303,
309-313, 573
analysis, 309
calculation, 317-319
change, 317-318
classification, 281
present value, 304
taxes, impact, 311
Operating cycle, 247-250, 573
calculation, 249
examples, 69, 250
investment conversion, 250

Operating earnings, 262
decrease, 171
example, 162-163
Operating income, 74
Operating performance, 244
aspects, 245
Operating profit, capital cost (contrast),
121-122
Operating profit margin, 573
calculation, 254
decline, 265
Operating risk, 187, 296, 573
determination, 297
Operational budgeting, 115, 573
Operational risk, 186
Operational risk mahagement, 125
Operations
cash flow, 8&(. &1, 560
ERM risk abjective, 190
Optimal/¢canital structure, 573
thecry/practice, 175-180
Ortimal portfolio, 418, 432-433, 574
ofiicient portfolios, relationship, 418
selection, 433e
Option buyer
loss maximum, 365
profit/loss profile, 368
Option holder, 364
Option life
anticipated cash payments, 373, 375
expected volatility, 373, 374
short-term risk-free interest rate, 373,
374-375
Option premium, 364, 574
Option price, 364, 574
components, 371-375
factors, 373-375
list, 374¢
Option pricing model, 375. See also
Black-Scholes option pricing
model
Options, 363-376
derivative contract, 350
expiration date, 370
features, 363-365
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futures contracts, differences,
365-366
intrinsic value, 371
risk/return, 366-371
strike price, 373
time to expiration, 373-374
time value, 372-373, 580
usage, 375-376
Option writer, 364, 574
profit/loss profile, 368
Order-driven market structure, 30,
574
Ordinary annuity, 224, 574
Oriental Land, Co, catastrophe-linked
bonds (usage), 196-197
OTC. See Over-the-counter
Out-of-the-money option, 372, 574
Outside directors, 93, 574
Overall asset management, 257-258
Overconfidence bias, cognitive bias,
441
Over-the-counter (OTC) derivatives,
46, 379
Over-the-counter (OTC) market, 31,
574
Over-the-counter (OTC) option, 3€5
Owners
downside potential earnings, 154
earnings, risk (increase), 171
economic well-being, mi=asurement,
97-99
equity, 155, 574
limited liability, 168
upside potential earnings, 164
wealth, 296-298
decrease, 169
maximization, 99
Ownership interests, 73, 96
sale, 5

Par, present value, 515

Partnerships, 90-92, 574. See also
General partnership; Limited
partnership; Master limited
partnership

agreement, 91
limitation, 92
characteristics, 91e
disadvantage, 92
Partnership share, 16, 574
Par value, 72, 574
Par value at maturity, 514
Passive funds, 51, 574
Passive portfolio strategy, 399, 574
Passive strategy, 4, 574
Patents, intangible asset, 70
Payback method, usage, 325-326
Payback period, 323, 574
usage, 324-326
Payment date, 134, 574
Payoff period, 324
Payout ratio. See Lividends
PBC. See Peoplie’s Bank of China
Pension furd:, 49, 54-56
Pension pl~as, company information,
[S30)
Pecr.le’s Bank of China (PBC), 60
Povfect capital market, 143, 178
Yerformance
attribution models, 410
evaluation, 120-124, 401-410, 574.
See also Management
measure, 409-410
executive compensation, relationship
(absence), 102-103
indicators, 124e
measurement, 401-410
motivation, stock options (usage),
102
shares, 101, 574
transaction costs, impact, 401
Periodic coupon interest payments, 514
issuer creation, 530
Periodic interest payments,
reinvestment income, 529
Period notation, 218
Perpetuity, 574
example, 226
valuation, 225-226
Physical property, 395
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PI. See Profitability index
Planning process, evaluation, 110
Plan sponsor, 574
options, 55
Plowback ratio, 574
Policy asset allocation, 393, 574
Porter, Michael, 126
Porter’s five forces, 126e, 575
disadvantages, 128
threats/powers, 127¢
Portfolio, 390, 575
construction, 400-401
cost, 462-463
creation, 463-464
diversification, 426-428
expected return, 430e
estimation, 418-421
investment set, 7
management, 6, 390, 575
manager, 575
monitoring, 400-401
nonliability objective, 392
risk-return combination, 432
robust optimization, 437-438
selection theory, issues, 434-438
strategy. See Passive portfolio stritg
classification, 7
selection, 399-400
variance, 454
Portfolio M, 455
Portfolio return
calculation, 402-403
expression, 402
variance, 457
Portfolio risk
acceptable levels, 415-416
components, 457¢
correlation, 427-428
measurement, 421-426
objective, 392
Portfolio selection
alternative risk measures, 434-435
concepts, 416-418
goal, 415-416
theory, 7, 415

Portfolio theory
behavioral finance, relationship,
438-441
Markowitz formulation, 422-423
Position, liquidation, 352-353
Positive carry, 360
Positively sloped yield curve, 481-482,
575
Positive net present value, 329-330
Postauditing, usage, 110
Post-completion audit, 299
Postpayback duration, 575
Post-payback duration, 325
Power index, 437
Preferred habitat theory, 435, 575
Preferred shareholder, creditor
seniority, 172
Preferred stock 15, 575
cost, 172
divideaas, 260
Premian,;519-520, 575
Preraivm bond, price-time relationship,
522e
Crepayment, 575
Present value, 203
calculation, 213-216, 220, 328
calculator, usage, 215
determination, 219
examples, 215e, 216
formula, 221
future value, relationship, 214
time line, 219¢, 221e
Pretax earnings, minimum
requirements, 31
Price, coupon rate/yield (relationship),
519-520
Price discovery, 17, 575
Price/earnings ratio (P/E ratio), 503
averaging, 506-507
comparison, 504-505
Price-earnings ratios, 399
Price efficiency, 3, 575
Price-efficient market, 31-32
Price-to-book value per share (P/B)
ratio, 396
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Price/X ratios, 503, 504
Price-yield relationship, 518e
Primary market, 30, 575
Prime brokerage securities, 59
Principal, 575
creditor expectation, 156
Principal repayment, 258
amount, calculation, 231
Private placement. See Securities
offerings, 30
Private plan, 54, 575
Probability distribution, 575
Procter & Gamble
common stock, example, 16
interest rate swap loss, 196
Production cost, changes, 254
Professional corporation, 96, 575
Profitability index (PI), 323, 575
example, 333
NPV information, usage, 332-333
Profitability ratio, 245, 253-255, 575
example, 255
indication, 255
Profit margin. See Gross profit margin;
Net profit margin; Operating
profit margin
ratio, 253
Pro forma balance sheet, 120, 575
Pro forma income statement, 120, 575
Project, 295. See also Indenendent
projects
cash flow
analysis, 321
consideration, 337
estimation, example, 324e
choice, 335
classification. See Investments
dependence, investment project
classification, 302-303
discounted cash flow techniques,
application, 340
evaluation, 317
NPV, 333-334
OCEF, present value, 304
payback period, 324-326

result, 316

tracking, 299

working capital, change, 316
Property and casualty insurance, 47
Proprietary trading (prop trading), 58
Prospect theory, 439, 575
Public corporation, 576

shares, trading, 93
Publicly held corporation, 93, 576
Publicly-traded companies,

compensation disclosure, 102

Public market offerings, 30

Public pension funds, 42

Public plan, 54

Pure expectations theoty; 434-485,

576

Putable bond, 473,.533, 576
valuation, 534

Put options; 264
buyer/w=ter, profit/loss, 371e
purctasce, 369-370, 375
writing/selling, 370-371

Tuosposition. See Long put position;

Short put position

Put provision, 473, 576

Quadratic programming, 429-430
Quantitative risk-return optimization,

application, 437

Quarterly compounding, example,

210-211

Quarterly financial statements, 243
Quick assets to current liabilities,

two-for-one ratio, 251-252

Quick ratio (acid-test ratio), 557
calculation, 251
Quote-driven market structure, 31,

576

Random variable
covariance, 562
standard deviation, 578
variance, 422

Rate of return. See Return

Rating agencies, 471, 576
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Ratios
analysis, 290-291
application, 245
interpretation, 269
Ratios, classification, 244-245
R&D. See Research and development
Real estate, impact, 394
Real interest rate, 470, 576
Record date. See Date of record
Reference entity, 379
Reference rate, 376
Refined economic value added (REVA),
120
Regression analysis, 117, 576
Regression line, 576
Regulated investment company (RIC),
49-51, 576
assets, 49e
costs, types, 51
institutional investor, 391
investor cost, 51
types, 49
Regulatory constraints, 398-399
Reinvestment rate, 339
assumption, 336
yield to maturity, relationship,
530-532
Reinvestment risk, 473, 576
Relative return, 54, 576
Relative valuation, 576
methods, 503-50°2
principles, 504-302
process, 505e
Relative value, assessment, 498
Rembrandt market, 26
Reoffering price, 57, 576
Replacement project, 576
components, 301
Repo. See Repurchase agreement
Reporting, ERM risk objective, 190
Repurchase agreement (repo), 26, 59,
576
rate, 27
short-term borrowing, 27
Required rate of return (RRR), 297,
576

Required reserve, 576
Required yield, 577
Research and development (R&D),
investment, 71
Reserve ratio, 45, 577
Residual loss, 101, 577
Residual value, 76
Restricted stock grant, 102, 577
Retail stores operation, 115
Retained earnings, 72, 577
Retained risk, 193-194. See also
Funded retained risk
Retention ratio, 577
calculation, 135
Retirement benefits, basic, 56
Retirement programs, company
informatior., £2
Return, 401-402. 577. See also
Ahselate return; Portfolio
reorn; Relative return
arith meuc return, 558
defirition, 208
dollar-weighted rate, 564
internal rate. See Internal rate of
return
leverage, usage (example), 162
measures. See also Alternative return
measures
probability distribution, 421e
rate, 401-402, 576. See also
Money-weighted rate of
return; Time-weighted rate of
return
required rate. See Required rate of
return
Return on assets (ROA)
calculation, 263, 265
examination, 264
Return on equity (ROE)
calculation, 263, 265
dissection, 264
example, 266
ratio, breakdown, 265
Return on investment (ROI), 2435,
262-263
ratios, 262
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REVA. See Refined economic value
added
Revenues, change, 310, 317-318
Reverse cash-and-carry trade, 358, 361,
577
Reverse stock split, 137, 577
RIC. See Regulated investment
company
Risk, 577
aggregate, 193-194
appetite, 577
aversion, 450
classification, 186
corporate acceptance, 186
definition, 185
factors, 446. See also
Nondiversifiable risk factors;
Unsystematic risk factors
finance, 193-194, 577
financial leverage, relationship,
164-167
investment project classification,
301-302
measurement, 3, 417
variance/standard deviation,
422-423
neutralization, 194, 577
policy, specification, 193
premium, 446-447,470-471, 577
default risk, impact, 471472
reduction, diversificaticn (usage), 19,
21
retention, 577
decision, 193
tolerance, 577
transfer, 194-195
management, 195
Risk-based capital requirements, 46
Risk control, 577
derivatives, usage, 349
process, 191
Risk-free asset, 450, 577
consideration, absence, 451-452
efficient portfolio, combination,
452
rate of return, example, 458

risky asset, contrast, 418

variance, 454
Riskless asset, 577
Risk management, 193-197, 577.

See also Catastrophic risk
management
culture, 577
SOA definition, 192

decision, 193

importance, 6

mishaps, derivatives (impact), 196

processes, 6
Risk-return combinations, 417
Risk sharing instruments, 362
Risk transfer managemet, 577
Risky assets

portfolio, 420421

selection. £28-433

risk-free aszets, contrast, 418

variance, 454
ROA. Sz2'Return on assets
Rehust portfolio optimization, 437-438
RE. See Return on equity
ROI. See Return on investment
RRR. See Required rate of return

Safety-first risk measures, 435-437
Safety-first rules, 577
Salaries payable, 71
Salary, 101, 577
Sales
charge, 51
cost, 74
forecasts, 116-117
gains/loses, 308e
management forecasts, 117
price, changes, 254
ratio. See Net working capital to sales
ratio
risk, 296, 577
economy, relationship, 297
volume, changes, 254
Salvage value, 76, 577
absence, 78
Samurai market, 26
Sarbanes-Oxley Act of 2002, 83, 104
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Savings deposit, 44-45, 577 Share, 578

Savings goal, meeting, 216, 229
Scheduled principal repayment,
231
Scientific calculators, usage, 206
SEC. See Securities and Exchange
Commission
Secondary market, 30-31, 578
classification, 31
Securities
finance, 59, 578
lending transaction, 59, 578
markets, federal regulation, 25e
private placement, 58
traders/trading rules, 23
trading, 58, 400
Securities Act of 1933, 30
Securities and Exchange Commission
(SEC), 83
8-K filings, 193
information gathering/publication
responsibility, 23
Rule 144A, 30
offerings, 58
10-K filings, 66, 82, 102, 193
10-Q filings, 66
Securities Exchange Act of 1934, 230
Security, 578
Security market line (SML), 457-459,
578
expression, 458
Self-serving bias, ¢hguitive bias, 441
Selling group, 58, 578
Semiannual cash flows, present value,
515
Semiannual yield, doubling, 525
Semi-strong form. See Market efficiency
Semivariance, 434-435, 578
variance, contrast, 435
Separately managed account, 49, 54,
578
Settlement date, 351, 578
alternative, 352
Settlement price, 353
Set-up expenditures, 304

market price, 98
Shareholders, 93, 578
DRP benefits, 136
equity, 72, 578
market value, 97-98
statement, 81
fee, 51
share purchases, transaction costs
(absence), 136
wealth maximization
accounting irregularities,
relationship, 103-104
complication, 180
social responsibility; 104
Shareholder value addea (SVA), 120
Sharpe, William, 447, 456
Shirking, 100
Short call pacition, 578
Short futurss, 351, 578
Short pesition, 351
Shaut put position, 578
Short selling, 361-362
Short selling, hedge fund strategy, 53
Short-term assets, investment objective,
300
Short-term bank loans, 71
Short-term forward rates, behavior,
484
Short-term obligations, satisfaction,
247,252
Short-term risk-free interest rate, 373,
374-375
Signaling explanation, 143, 145
Silo structure, 578
Simple interest, 204, 578
Single-index performance evaluation
measures, 409-410
Single-period investment horizon, 450
Single-period portfolio return, 419-420
Sirius XM Radio, convertible notes
issuance, 17
Small capitalization stocks, 396
SML. See Security market line
SOA. See Society of Actuaries
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Social responsibility, shareholder wealth

maximization (relationship), 104
Society of Actuaries (SOA), risk
management culture definition,
192
Sole proprietorship, 90-92, 578
characteristics, 91e
prevalence, 96
Special dividends, 134
Spot market, 29, 578
Spread, 578
existence, 470-471
Spreadsheets, 516
program, usage, 334
usage, 228, 236
Standard and Poor’s 500 (S&P500)
index, 392
Standard and Poor’s Corporation,
471
Standard deviation, 430e. See also
Random variable
Stated conversion price, 578
Stated value, 578
State governments, issuer/investor role,
41-42
Statement of cash flows. See Cash flow
Statement of shareholders’ equity. Sce
Shareholder
Statement of stockholders’ equity. See
Stockholder equicy
Statements, relationshup. ¥1-82
Statistical estimate, eiror, 438
Statistical factor model, 464-465
Stickney, Clyde, 292
Stock-based compensation, 82
Stock distributions, 137-140
cash dividends, comparison, 138
reasons, 138-140
share price, 139
types, 137-138
Stock dividends, 578
accounting differences, 138-139
example, 140
payment reason, 138
Stockholder equity, statement, 81

Stocks
acquisition, 17
appreciation right, 101, 578
options, 76, 579
purchase right, 101-102
present value, 501-502
repurchases, 147-150
methods, 147-148
reasons, 148-150
returns, historical/cross-sectional
data, 464-465
shares, investor purchase, 98
Stock splits, 137, 579
accounting differences. 138-139
example, 140
stock dividend, comparison, 137
Straight-line depreciation, 76, 312, 579
Straight value. 3315, 579
Strategic ERIU risk objective, 190
Strategic/pl:n, 110, 579
patie, Li0-111
Straieg.c risk management, 191
Seategy, 110, 579
budgeting, relationship, 111e
company conceptualization, 112
dimensions, performance indicators,
124e
value
addition, 112-114
creation, relationship, 124-128
relationship, 110-115
Strike price, 364, 372, 579
level, 372-373
Strong form. See Market efficiency
Structure. See Interest rate
Structured finance, 197, 578
Structured portfolio strategies, 400
Structured settlements, 47
Style box, 578
Subperiod return, 403
average, calculation methodologies,
403-404
Subsidiary, ownership interest, 73
Sum-of-year’s digits method, 76, 579
Sunk cost, 305
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Sun Microsystems, forward/reverse
stock splits, 140e
Sunoco Logistics Partners, master
limited partnership, 95

Supranational, 579

institution, 60
Sustainability, concept, 189
Sustainability risk, 186-188, 579
SVA. See Shareholder value added
Swap curve, 579
Swap rate, 579

yield curve, 486-487, 579
Swaps, 376-379, 579

derivative contract, 350

types, 376
Syndicated bank loan, 28, 579
Systematic risk, 456-457, 579

examples, 456

factors, 447, 579

systemic risk, contrast, 447

Tactical asset allocation, 393-394, 579
Taft-Hartley plan, 54, 579
Tangible assets, 14, 580
Targeted block repurchase, 147, 148
Target rate of return, 437
Taxes
change, 311-313
considerations, 399
credit, 304
financial distress ¢osts, trade-off, 176
usage, example, 164
Tax-free income, 148-149
Tax-preference calculation, 142,
144-145
Tax shield. See Interest
calculation, 163
T-bills. See Treasury bills
10-K filings, 66, 82, 102
10-Q filings, 66
Tender offer, 147-148, 580
Tennessee Valley Authority (TVA),
government-owned corporation,
39
Terminal price, 497
Terminal value, usage, 338-339

Term structure, shape determinants,
481-482
Theoretical futures price, 360-362
Three-cash-flow ordinary annuity,
present value (determination),
229
Three-stage DDM, 500-501, 580
Time deposit, 44-45, 580
Time premium, 371-372, 580
Times interest-covered ratio, 260
Time value. See Option
Time-weighted average quarterly
return, 408
Time-weighted rate of return, 403-406,
580
example, 405
result, 407
Tokyo Disneviond, catastrophe-linked
bands (usage), 196-197
Tootsie X'l Industries, dividend
sayments, 141
Tetl 2sset turnover, 580
caiculation, 257
Toyota Motor Credit Corp., motor
vehicle value decline, 197
Trademarks, intangible asset, 70
Trade-off theory, 173-174
Trading at a discount, 51
Trading at a premium, 51
Traditional asset classes, 395e, 397
Traditional financial theory, 439
Transaction costs, 361
avoidance, 366
impact, 401
reduction, 17
Transactions
historical cost level recording,
assumption, 66
level, increase, 314-315
Treasury bills (T-bills), 26-27, 395, 580
Treasury securities, 580
Treasury spot rates, 477, 580
Treasury stock, 580
Treasury yield curve, role, 476-477
Treynor, Jack, 447
True return, 208
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Truth in Savings Act of 1991, 233-234
Turnover ratio, 244
indication, 257
TVA. See Tennessee Valley Authority
Tversky, Amos, 438-439
Two-asset portfolio, 427-428
example, 427
portfolio risk, measurement, 424
variance formula, 454
Two for one stock split, 137, 139
Two-parameter model, 422-423,
580
Two-year investment horizon,
478-479
Tyco, scandal, 185

UIT. See Unit investment trust
Unattractive provisions, inclusion,
473-474
Uncertainty, degree, 323, 326
Underlying
expected volatility, 373
market price, 373
term, usage, 29, 350, 580
Underlying asset, 29, 350, 580
Underwriting, 30
arrangements, types, 57
function, 57
syndicate, 57-58, 580
Uneven cash flows, 218¢
Unfunded retained risk; 194, 580
United Kingdom, f'inancial Services
Authority, 53
United States
accounting, contrast, 83-84
corporations
dividend payments, 141
foreign corporation joint ventures,
96
financial system, map, 38e
GDP, 38e
government debt, 40e
government-sponsored enterprise,
examples, 41e
securities markets, federal regulation,
25e

United States Postal Service (USPS),
government-owned corporation,
39-40
Unit investment trust (UIT), 49, 51,
580
Unknown interest rate, determination,
216-217
Unsystematic risk, 456-457
examples, 456
factors, 447, 580
Unvalued contract, 195, 580
Upward-sloping yield curve, 481-482,
485, 580
Useful life, 580
USPS. See United States 1*ostal Service
Utility curves, CAPM (ielationship),
453e
Utility function, 416-418, 580
illustraticn; 413e

Valuaiicn, fundamental principle, 4
ValiBcnd, 472

Value

addition, 112-114
creation, 114
sources, 126—-128
strategy, relationship, 124-128
strategy, relationship, 110-115
Value at risk (VaR), 436, 580. See also
Conditional value at risk
advantages, 436
Valued contract, 195, 581. See also
Unvalued contract
Value-oriented investment manager,
396
VaR. See Value at risk
Variance. See Random variable
semivariance, contrast, 435
Variation margin, 353, 581
absence, 358
Vertical common-size analysis, 581
example, 267e
Vertical common-size balance sheets,
268e
Vivendi Universal, earthquake damage
protection, 197
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Wachovia Securities, 56
Wages payable, 71
Wal-Mart Stores, Inc.
comparative advantage, 111
dividends, 135e
Walt Disney Company, bonds issuance,
16
Weak form. See Market efficiency
Wealth management, 6, 581
Working capital, 247, 581. See also Net
working capital
accounts, changes, 80, 82
change, 314-320
classification, 316
concept, 279
decisions, 115
World Bank, 60
WorldCom
expenses accounting, absence,
103
scandal, 185

Xerox, earnings restatement, 103

Yankee market, 581
example, 26
Yield. See Capital; Equivalent tavabie
yield
calculation, 232-233, 528
example, 236-237
compounding, 525

coupon rate/price, relationship,
519-520
estimate, 514
example, 527
interest rate, relationship, 232-238
investment return, 235
measure, 475, 524-532
ratio. See Muni-Treasury yield ratio
Yield curve, 221, 581
examples, 483e
observation, 482e¢
observed shapes, 477¢
spread, 581
Yield to call (YTC), 528-529
Yield to first call, 528
Yield-to-first call, 581
Yield to maturity (YTM), 525-527, 581
calculation, 27
current vic'd, rclationship, 526e
reinvestment risk, relationship,
S20-532
Yield t par call, 528
Wreld-to-par call, 581
Vield to worst, 529, 581

Zero-coupon bond, 517, 581
package, 522-523
valuation, 517
Zero-coupon security, issuance, 477
Zero-coupon Treasury security,
purchase, 478
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