E1FTOC

09/02/2009

16:16:48  Page 7

Gontents

Preface

Valuations Are Important

Valuation Challenges: Which Techniques to Apply
Contributors

Chapter Summaries

CHAPTER 1
Two Frameworks for Understanding Valuation Moriox>
Benton E. Gup

Top-Down/Bottom-Up Analysis
Life Cycle

Firms

Conclusion

Notes

CHAPTER 2
The Value Edge: Reap the ~dvantage of Disciplined Techniques
William J. Hass anc-Shepherd G. Pryor [V

Valuation Liecisions Are Made Differently by Different People
Techniques of Communicating Value Can Demonstrate a
Commitment to Value Building
Analysts Beware: Once-Successful Public Companies Can
Lose Their Way
Incentive Compensation Techniques Based on Value Are Better
Valuation Techniques for Private Companies Are Also
More Data Driven
Estimates of Value May Differ Depending on Data Integrity
Finance Theory and Corporate Value
The Value Edge Begins at the Strategic Business Unit Level
The Waterfall of Value Identifies Value Creators and Destroyers
Better Valuation Frameworks Provide Discipline
The Value Journey Has Many Steps along the Way

Xvii
XVvil
xvii
XixX
XX

[EEGNTEN
O O OO\~

1

12

15

17
18

26
27
31
33
34
35
37

Vil



EIFTOC  09/02/2009 16:16:48  Page 8

viil CONTENTS
Acknowledgments 40
References 40

CHAPTER 3

Applying a Systems Mindset to Stock Valuation 43

Bartley J. Madden
Choice 1: A Systems Mindset 43
Choice 2: Firms’ Competitive Life Cycle 45
Choice 3: Inflation Adjustments and Economic Returns 49
Choice 4: Denominator Depends on the Numerator 50
Choice 5: Insights and Plausibility Judgments 56
Back to the Future 59
Searching for Failures and Successes 60
Conclusion 63
Notes 64
References 65

CHAPTER 4

Comparing Valuation Models 67

Thomas E. Copeland
Literature Review 68
Brief Description of the Valuation Models That

Are Compared 69
An Expert System That 1oes Valuation 71
Goodness of Fit: Inifiai Sample (1,395 Valuations,

1993 to0 2000) 77
Tests of DCE in a Holdout Sample (New Sample 2000-2008) 80
Convergence 1ests 82
Straw Mai. Horse Races (Comparison of Three Models) 86
Convergence 89
Conclusion 91
Notes 107
References 107

CHAPTER 5

Developing an Automated Discounted Gash Flow NModel 108
Robert J. Atra and Rawley Thomas
Models Examined 111
Data and Initial Parameterization 114

Measurement Principles 114



EIFTOC  09/02/2009 16:16:48  Page 9

Contents iX
Proprietary Models 127
Conclusion 130
Appendix: Academic Literature 130
Notes 132
References 133

CHAPTER 6

The Essence of Value-Based Finance 139

Roy E. Johnson

Introducing Value-Based Finance (a Transition from

Accounting to Economics) 137
Valuation Perspectives: Economic Profit and
Market Value Added 140
Valuation Perspectives: The Magnifier 147
Valuation Perspectives: Financial Drivers and
Value Profit Margin 154
Value Analysis: The Proper Focus 162
Note 171
CHAPTER 7
Residual Income and Stock Valuation Tecuainues:
Does It Matter Which One You Usef 172
Benton E. Gup and Gary K. Tayler
Economic Value Added (EVA) 173
Residual Income Merhod of Valuation 174
Abnormal Earnings Growth Model 175
Numerical Example of Rl and AEG 176
Conclusion 178
Notes 180
References 181
CHAPTER 8
Modern Tools for Valuation: Providing the Investment Community
with Better Tools for Investment Decisions 182
David Trainer
Identifying the Problem 186
What Drives Stock Market Valuation? 186
Our Valuation Methodology—Providing a Solution 187
Theory Meets Practice 191

General Notes on Stock Picking 195



EIFTOC  09/02/2009 16:16:48  Page 10

X CONTENTS

Appendix A: Definitions of Key Terms Used in Our

Valuation Models 210
Appendix B: How Our Dynamic Discounted Cash
Flow Model Works 215
Appendix C: Explanation of Risk/Reward Rating System 218
Appendix D: NOPAT, Invested Capital, and WACC
Calculations for Accenture 220
Notes 224
CHAPTER 9
The Economic Profit Approach to Securities Valuation 226
James L. Grant
Basics of Economic Profit Valuation 227
Economic Profit Models 228
Reconciliation of EVA Models 238
Cost of Capital Effects 239
Pricing Implications 240
EVA Accounting Adjustments 241
Invested Capital 243
EVA Application: JLG Dow Fundaiental 245
EVA Link to FCF Valuation 246
FCF Valuation: Horizon Year: 248
FCF Valuation: Residual Yeers 249
Summary 251
Notes 252
Reference 254
CHAPTER 10
Valuation for \anagers: Glosing the Gap hetween
Theory and Practice 255
Dennis N. Aust
Current Environment 257
Alternative Measures of Value Creation: A Quick Review 259
Conclusions 270
Note 272
References 272
CHAPTER 11
The LifeCycle Returns Valuation System 273

Rawley Thomas and Robert J. Atra



EIFTOC  09/02/2009 16:16:48  Page 11

Contents Xi
Converting Accounting Information to Economic Returns 274
Converting Economic Returns to Intrinsic Values 285
Converting Intrinsic Values to Investment Decisions 293
Summary 299
Appendix: Market Derived Discount Rates and

CAPM Beta Costs of Capital 300
Notes 302
References 303
CHAPTER 12
Morningstar's Approach to Equity Analysis and Security
Valuation 305
Pat Dorsey
Applying Economic Moats to Security Valuation 308
Intrinsic Value 317
Conclusion 331
CHAPTER 13
Valuing Real Options: Insights from CompeZit\ve Strategy 334
Andrew G. Sutherland and Jeffrey R. Williaiis
Overview of Option Pricing fc'r Tinancial Securities 335
Basic Option Pricing Applications for Real Assets 345
Advanced Option Pricing Applications for Real Assets 351
Conclusion and Future Tiesearch 365
Note 365
References 365
CHAPTER 14
GRAPES: A Theory of Stock Prices 367
Max Zavanelli
A Theory of Stock Prices 367
Arbitrage 370
The Beginning of All Things 371
The Model and System 376
GRAPES System for Valuing Companies 378
The Pricing of Risk 381
Appendix: Examples of McDonald’s and Wal-Mart 383
Notes 385

References 385



E1FTOC

09/02/2009

16:16:48  Page 12

Xii CONTENTS
CHAPTER 15
Portfolio Valuation: Challenges and Opportunities Using Automation 386
Randall Schostag
Background 386
Methods Adoption Implications 387
Accounting Pronouncements 389
SEC Guidance 390
Accounting Pronouncements and the FASB 391
XBRL Format 395
Emerging Best Practices 395
International Standards 397
Producing Portfolio Valuations 398
Using Automation in Valuations 400
Conclusion 411
Notes 412
References 415
CHAPTER 16
The Valuation of Health Care Professional F»ariices 417
Robert James Cimasi and Todd A. Zigran:.
Basic Economic Valuation Tenr<:s 417
The Value Pyramid 419
Buy or Build? Value as Incieinental Benefit 420
Standard of Value and 'i¢mise of Value 420
Valuation Adjustmenis for Risk 424
Classification of Assets and Determination of Goodwill 426
Impact of Compzutive Forces 429
Valuation Approaches, Methods, and Techniques 430
Analysis of Kisk 435
Level of Value: Discounts and Premiums 439
Conclusion 441
Notes 441
CHAPTER 17
Valuing Dental Practices 443
Stanley L. Pollock
Normalization 445
Fixed Asset Appraisal 448
Ratio Analysis 450
Trend Analysis 451



EIFTOC  09/02/2009 16:16:48  Page 13

Contents Xiii
USPAP Standards 452
Summary 471
Notes 472
References 473

CHAPTER 18

Measures of Discount for Lack of Marketahility and Liquidity 474
Ashok Abbott
Publicly Traded Equivalent Value 474
Discounts for lack of Marketability and Discount for
lack of Liquidity 475
Benchmarking Methods 477
Empirical Studies 480
Liquidity as a Pricing Factor 482
Distinction between Holding Period and Liquidaticn
Period 484
Quantitative Approaches based on CAPM and
Time Value 485
Historical Market Liquidity Statistics 487
Price Pressure and Market failure 489
Measuring Asset Liquidity 492
Application of Time/Volatility (Option) Models to
Discount for Lack Of Fiquidity 495
Three Option based Madels 497
Black-Scholes put‘REF) 497
Average Price Asian Put (AAP) 498
Look Back Pui (1.BP) 499
Conclusions 504
References 505
CHAPTER 19
An Economic View of the Impact of Human Capital on Firm
Performance and Valuation 508
Mark C. Ubelhart
Creating and Standardizing Metrics 509
Predicting Future Financial Results 510
Organizational Decomposition 513
Mathematical Models Guiding Practical Action 522
Note 524

Reference 524



E1FTOC

09/02/2009

16:16:48  Page 14

Xiv CONTENTS
CHAPTER 20
EBITDA: Down but Not Out 925
Arjan J. Brouwer and Benton E. Gup
What Is EBITDA? 526
Who Uses EBITDA and Why? 527
EBITDA in Financial Reporting 531
EBITDA in Europe 533
Impact on the U.S. Capital Market 537
The Reporting Performance Project 538
Conclusions 540
Notes 540
References 542
CHAPTER 21
Optimizing the Value of Investor Relations 944
William F. Mahoney
Investor Relations as a Service Function 545
The Investment Relations Officer as the Resident Investment
Market Expert 547
Building Investor Respect as Well 548
It’s All about Information of Vaiue 548
The Information Advantage 549
Working with One Key Iiivestor at a Time 549
Working with the Priraary Investors 551
What It Takes to Do tiie Job 553
Identifying the Iniormation That Determines Intrinsic Value 554
Focus on the Vaiue Drivers 555
Linking Tptrinsic Value to Stock Price 555
Numerous Vital Lessons from This Book 556
Wrapping It Up 557
Note 558
References 558
CHAPTER 22
Lower Risk and Higher Returns: Linking Stable Paretian
Distributions and Discounted Cash Flow 099
Rawley Thomas, Dandan Yang, and Robert J. Atra
Background 560
Intrinsic Values and Distributions 564
Automated Valuation Models 565



E1FTOC

09/02/2009

16:16:48  Page 15

Contents Xv
Research Design and Empirical Results 566
Conclusion 573
Appendix A: Synthesizing the LifeCycle Framework 575
Appendix B: Technical Note—Ranges of Bounded Rationality 577
Notes 579
References 581

CHAPTER 23

Common Themes and Differences: Debates and Associated Issues
Facing the Profession 883
Rawley Thomas
Does Intrinsic Value Have Any Meaning? 587
Methodologies: Mark to Market, Mark to Model 589
Illiquidity Crises and Market Meltdowns: Effect on
Quantitative Strategies 591
Discounted Cash Flow Methodologies 592

Appendix A: Financial Management Associ.tion: Practitioner

Demand Driven Academic Research Inriative (FMA PDDARI) 596

Appendix B: Examples of Assumption: and Theories
Deserving Debate and Empiricai“Quantification
References

About the Editors

Ahout the Contributors

Index

598
601

603
605
619



EIFTOC  09/02/2009 16:16:48  Page 16



