AA rated yield curve, 177
Abnormal return, 129
Absolute return, 143
Accelerated sinking fund provision, 684-685
Accident, definition, 556
Account balance, 29f
deposit requirement, 38f
earnings, 37
Accounting
accrual method, usage, 470
income, adjustment, 470
irregularities, shareholder wealth maximization
(relationship), 300-301
Accounting Principles Board (APB) Opinion No.
19, 88
Accounting profit
economic profit, contrast, 294-295
revenue/cost difference, 294
Accounts
administration/collection, cost, 537, 538
analysis, 346, 349
collections, seasonal nature (estimate), 359
method, analysis, 346
monthly changes, analysis, 347t-3- 3¢
Accounts payable, 339
Accounts receivable, 333
analysis, assumption, 34C -341
carrying cost, 538
changes, 349
cost, 540
customer amount, 525
management, 77-78, 534-545
monitoring, 542-544
aging schedule, usage, 543
securitization, 545
turnover ratio, 77-78
Accredited investors, 127
Accrued interest, 228, 682
Acid-test ratio, 72
Active bond portfolio strategies, 711-716
classification, 711
Active funds, 140
Active portfolio strategy, information (usage), 581
Active return
data/calculation, 606t
equation, 605
Active strategy, approaches, 629

Index

Activity, 58
ratios, 77-79
summary, 79
Actual reserves, satisfaction, 135
Adjusted present value (APV), 512-517
calculation, 513, 514
disadvantage, 517
method, NPV method{cantrast), 514-515
illustration, 516t
usage, 515t-516t
ease, 515-517
Adjusted price converted price, 737-738
Adverse sti. =k price movements, hedging, 725
Advertisi~g « xpenditures, 75
After-vazzinterest, adjustment, 97
Ag(ncy costs, 298
reduction, 387
theoretical analysis, 94
Agency effect, 663
Agency Explanation, 307, 310-311
Agency MBS market, 675-676
Agency mortgage pass-through security, 676
exposure, 676
Agency relationship, 296-302
costs, 298
problems, 297-298
Aging of receivables, 339
Aging schedule, usage, 543
AIG, SEC accounting fraud charge, 571
Algorithmic trading (algo), 661, 663-664
usage, 664
All-equity financed project, value (calculation), 514
Allied Products Corporation (Annual Report
1991), 104
Allocation decisions, 629
All-or-nothing options, 760
Alpha
data/calculation, 606t
estimation, 619
Jensen measure, relationship, 619
measure, 619
Alternative electronic markets, 655-656
Alternative return measures, 608—-611
Alternative risk transfer (ART), 565, 569-572
components, 569
experts, argument, 571-572
market, self-insurance/single-parent captives, 571
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Alternative trading systems (ATS), 655
Amazon
adjusted cash flow, 90t
fiscal year results (2001), 90
seasonality, 337
American International Group (AIG), SEC enforce-
ment action, 571
American option, 195
American Stock Exchange (AMEX) (ASE), 650,
651
Amortization, 40. See also Loan amortization
noncash item, 83
Amortizing securities, 682-683
Analysis of accounts method, 346
Annual annuity, calculation, 500
Annual compounding
example, 24
quarterly compounding, contrast, 17f
Annual dollar coupon interest, 687-688
Annual fund operating expense, payment, 140
Annualized rate, 46
Annual percentage return (APR), 17
effective annual rate, contrast, 46—-49
equation, 47
translation, 18
Annual return. See Compound average annual
return
calculation, 616
Annuities, 28-34
deferral, present value, 39
factor. See Future value; Present value
future value, 31
multiplication, shortcut, 31
present value
calculation, 500
solution, 32
Annuity due
cash flows, 37
future value, 36, 37
present value, 37
calculation, 37-38
valuation, 36-37
Appreciation, annual rate, 22
APR. See Annual percentage return
APV. See Adjusted present value
Arbitrage
activity, 437
arguments, reliance, 270
opportunities, 270, 271
principle, 270-272
Arbitrage-free valuation approach, 230-231
Arbitrage pricing theory (APT) model, 270-279
formulation, 272-273
support, 273
Arbitrage profit
allowance, 193
capturing, 190-191
Arithmetic average (mean) rate of return, 611-612
interpretation, 612
method, 611t

percentage, 613
values, difference, 613
Arithmetic average return, 16
ART. See Alternative risk transfer
Arthur Andersen, justice obstruction, 300
Asking prices, 647
Asset allocation decision, 579
implementation
stock index futures, usage, 744-746
Treasury bond futures, usage, 744-746
Asset-backed securities, 53, 125, 674-675
debt instruments, 677
interest, payment, 681
loan pool, backing, 692
reference, 223
security type, 673
usage, 429
Asset management firms
accounts/clients, types, 138
financial sector, 131, 138-145
Asset pricing model
characteristics, 255-255
fine-tuning, 256
Asset pricing theaiy 260
Assets
acquisition, 459-460
backdt, deiivery, 724
bete 509-510
~cnsideration, 510-511
usage, 511-512
book value, 465
cash price, 192
class, focus, 593
correlations, importance, 594
cost, 271-272
depreciation, 462-463
covariance, calculation, 591
disposition, 460-462. See also Existing assets
expected cash flows, 462-466
efficient portfolio, 598f
expected return, 255
expenditures, 459-460
exposure, market perception, 54
feasible portfolio, 598f
liquidity, 402
management, 7, 78-79, 145, 149, 577
portfolio
allocation, 263
creation, 598-599
risk measurement, 592-593
price, public information reflection, 296
pricing, 200
theory, 255
purchase, 189-190
reduction, 386
return rate, 272
probability distribution, 592t
returns
correlation, impact. See Portfolio risk
risks, interaction, 260
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sale, 461-462
original cost, 463-464
tax basis, 462-466
selection, 7, 582
turnover, improvement, 66
types, 404
uncertain return, 587
unsystematic return, 272
valuation, 221, 255
steps, $1-52
value
appreciation, 461
loss, 395-396
variability, 266-267
Asset securitization, 417, 427-438
impact, 436
process, illustration, 429f
transaction, illustration, 428-430
Assets under management (AUM), 138
Asymmetric information, 119
As-you-like-it option, 758-760
Atlantic option, 195
ATS. See Alternative trading systems
At-the-money, 202
Auction market, 128, 646
Auction type/order driven market, 653
Authorities, 167
Automobile loan-backed securities, 677
Available-for-sale security, 568-569
Average annual return. See Compound average
annual return
Average collection period, measurement, 542
Average credit sales per day, 70
Average day’s cost of goods sold, 68-69
Average day’s purchases, 71
equation, 339
Average return. See Arithmetic average return;
Geometric average return

Backward-looking trackinz crror, 619-620
forward-looking tracking eiror, contrast, 607
Bad debts
estimate, 339
probability, 539
risk, 537
Balance, components, 14
Balanced scorecard, 365-369
company usage, 368
management tool, 365
measures, 366367
process, 366
purpose, 368
scorecard, usage, 368-369
Balance sheet. See Pro forma balance sheet
example, 59t
footnote, avoidance, 444
Balloon maturity, 684
Balloon payments, 42
Bankers’ acceptances, 124
Bankers’ bank, action, 157

Bank for International Settlement (BIS), study, 161
Banking Act (1933), 134n
Bank Insurance Fund (BIF), 135
Bank lending, linkage, 162
Bank loan-marketable securities, decision, 342
Bank loans, reduction, 355
Bankruptey
costs, 395-396
increase, 397
indirect costs, 395-396
prediction, cash flow analysis (importance), 104
probability-weighted costs, 513
Bankruptcy-remote entities, 432
Banks
customers, funds (procurement), 134
funding, 134-135
regulation, 135-136
services, 133-134
Barbell strategies, 713-714
Barrier options, 758-759
Base interest rate, 163
premium, 224-225
Basel Committee o1 Banking Supervision, 136
Basic cash flow; ¢onsideration, 91
Basic earning wawer ratio, 60, 63-64
Basis poirit value (BPV), 705
Basis.ri k, 727
exanination, 731
cuhedtution, 727
tasket options, 760
Pasket trades, 661
Batterymarch Financial Management, 629
Behavioral finance, 258-259
approach, 273-279
themes, 277
theorists, criticism, 276-279
theory, psychological approach, 278
Bell Atlantic
money managers, performance attribution
analysis, 621t
performance, 621
Benchmark, 579. See also Customized benchmarks
portfolio, 617
Benchmark interest rates, 54
Benchmark spot rate curve, 233
Benchmark zero-coupon rate curve, 233
Berkshire Hathaway, Inc., 629
Bermuda option, 195
Beta. See Assets
examination, 257
ratio estimate, 268
usage, 509-510
value, 604
Beta-adjusted equivalent market index units, calcu-
lation, 731-732
Beta-adjusted equivalent units, usage, 729
Beta estimates, 242
Beta of the portfolio relative to the index (BPI), 730
Beta relative to the futures contract (BIF), estima-
tion, 730
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Biased expectations theory, 175, 176
Bid-ask spreads, 701, 718. See also Small bid-ask
spreads
Bid quote, 128, 646
BIF. See Beta relative to the futures contract
Bill & Melinda Gates Foundation, 149
Binary options, 760
Binomial models, 235
Bird in the Hand Theory, 307, 308
Black, Fischer, 206
Black-Scholes option pricing model, 5, 771-773
Block trades, 661
Block transactions, facilitation, 648
Bloomberg, financial information, 231
“Blueprint for Regulatory Reform” (U.S. Depart-
ment of the Treasury), 121-122
Board of directors
cash distribution, 289
formation, 288
Bond-equivalent yield, 689, 693
Bondholders
investor type, 125
options, granting, 685
Bonding costs, 298
Bond portfolios
management, 669
applications, 740-744, 764-771
interest rate options, usage, 761-771
U.S. Treasury bonds/notes future contracts,
usage, 736-744
strategies. See Passive bond portfolio strategies;
Structured bond portfolio strategies
Bonds
calling, 683
cash flow, 225-226
cash flow estimation, 223
problems, 52-53
characteristics, 690
consideration, 51
coupon rate, 223
dollar price change, 7
dollar volatility, calculation, 741-742
embedded options, addition, 222, 419
valuation, 233-235
features, 679-686
impact. See Interest rate risk
funds, 140
indexes, 710-711
indexing, 716-718
investment, risks, 693-702
issuance, example, 425-426
issues
description, 680-681
expected liquidity, 168
interest payments, 427
market
sectors, 669-679
market, participation, 420
maturity, 679, 686—687
holding, 689

1

payment, provisions, 682—685
position risk, portfolio manager neutralization,
704-705
price
determination, 228
fluctuation, 694
sensitivity, 695
refunding, 683
sale, 688
example, 695
structure, 426f
term to maturity, 680
traded flat price, 682
U.S. dollar-denominated cash flows, 54
valuation, 221-235. See also Coupon payments
models, 221
volatility, hedging, 742
Book value. See Assets
limitation, 81
market value, contrast, §1
Booth, location, 651
Borrowers, loan rate, 222
Borrowing, dependeace, 100
Borrowing rates; \cnaing rates (differences),
193-194
Bottom-up anproach, top-down approach (con-
“rast),.629
BPI-57c Beta of the portfolio relative to the index
PTYVL.See Basis point value
tresk-even measure, 495-496
Preak-even point, 379
Break-even recovery price, 756
Brightpoint Inc., SEC enforcement action, 571
Broad-based bond market index, 717
Broad-based market index, 617, 710
Broad-based stock index, stock/sector groups,
722-723
Broad-based stock market index, 722
Brokerage commission, payment, 140
Brokers, 647
call rate, 659
commissions, 304
Budget
development, 332
perspective, 334
Budgeting, 328, 338-345. See also Capital; Opera-
tional budgeting
approval/authorization, 453
initiation, 334
process, 332-334. See also Company
relationship. See Financial planning; Strategy
Buffett, Warren, 149, 629
Bulldog bonds, 670
Bulldog market, 122n
Bullet maturity, 682
Bullet strategies, 713-714
Business
assets, deployment, 327
conduct regulator, 121
cycle, effects, 236
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decisions, investing/financing (involvement), 285

enterprise, forms, 286-291
entity, establishment, 319
establishment/acquisition, decision, 328
finance, 5
forms, 290-291
characteristics, 292t
interruption, 566
risk, 557
uncertainty, degree, 526
Business risk, 79, 451
increase, 401
limited liability, impact, 397
uncertainty, 378
Butterfly shift, 713
Buy-and-hold strategy, 632
Buyer, interest earning, 228
Buy hedge, 726
Buying on margin, 659
Buy limit order, 656
Buy stop order, 657
Buy-write strategy, 756

Calendar effects, 642
Callable bonds, 53, 166
bond issue, 222
call schedule, 690
capital gain, 687
price, 697
price-yield relationship, 706
illustration, 706f
security consideration, 419
valuation, 233
Call auction, 646
Call date. See First call date; First par cali date
Call futures options, 762t
Call money rate, 659
Call options, 195, 683
default right, 395
expiration date, 205
intrinsic value, 202
out-the-money am¢ ity /56
payout pattern, 752
price, equation, 204
profits/losses, 198f
purchase, 197-198, 750
example, 763-764
sale, 199, 750
writing, 199
profits/losses, 199f
Call price. See Sinking fund call price
Call provision, 166, 683-684
disadvantages, 696-697
Call risk, 696-697
Calls, sale, 750
Call schedule, 683-684, 690
Capacity Character Collateral Conditions (4 Cs),
541
Cap agreements, 209-211
interpretation, 210-211

Capital

budget limitation, 486, 502
absence, 498
budget proposal, 453
commitment, 643
expenditures, 455
investment, 449
amount, calculation, 295
decision, analysis, 469
loss, 461
generation, 687
markets, 3, 124-125
examination, 4-5
products, availability, 567
market value
calculation, 295
capital investment, comparison, 295
projects, authorization, 453
rationing
impact, absence, 502
relationship. See Int=rnl rate of return
recovery period, 495
spending, financiig sources, 100
supplier valie; 390t
total assers; -14¢
yield, sliai=holder return, 308

Capital asset pricing model (CAPM), 240,

2542270, 726
oiticisms, 273-279
dirivation, 258-269, 276

assumptions, 258-260
empirical analogue, 618
empirical tests, 269
form, usage, 269
formula, 257
method, basis, 518-519
tests, 269-270

Capital budgeting, 449

analysis, risk (incorporation), 506-523
decisions, 449

risk, incorporation, 517-519
evaluation techniques, 479-481
issues, 497-500
process, 452-454

stages, 452-454
projects, cash flows (estimation), 458-476
techniques, 479

usage, 503
technology, usage (justification), 504-506

Capital cost, 294, 397-399

adjustment, 518-519
calculation, 295, 508, 518
discount rate, 451
estimation, 511-512
marginal concept, 397
operating profit, comparison, 364
usage, 481
impact. See Single cost of capital

Capital expenditures

coverage ratio, 102
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Capital expenditures (Cont.)
measures, 335
Capital gain, 461, 464
income, taxation, 309
security maturation, 686
Capital gains taxation, 311
Capitalization rate, 239
Capital market line (CML), 262-266
balanced market condition/equilibrium, 266
illustration, 262f
optimal portfolio, relationship, 264f
risk premium, 265-266
Capital market theory, 3
examination, 4-5
Capital structure
adjustment, 399
agency, relationship, 399-400
alternative, 382t
change, 515
APV/NPV, relationship, 516t
decision making, 404
differences, 377-378
financial distress, relationship, 393-397
financial leverage, relationship, 381-384
impact. See Financial distress
industry variation, 400-401
observation, 401-402
optimum, theory/practice. See Optimal capital
structure
prescription, 403-404
proposal, 6
relationship. See Interest
taxes, relationship, 388-393
trade-off theory, 399
Captive finance companies, 133
Captive finance subsidiaries, 544-545
Captives, 570-571

Carry. See Cost of carry; Negative cary; Positive carry

Carryback, tax code (permissivn). 392
Carrying costs, 537, 546

estimation, 547

holding cost, comparison, 537-538
Cash

collections estimate, factors, 339

concept, usage, 89

management, 527-532

price, invoice price (difference), 536

securities, management, 526
Cash-and-carry trade, 190. See also Reverse cash-

and-carry trade

assumptions, 193

rate of return, 738
Cash balance plan, 144
Cash budget, 339-345

initiation, 346

interaction, 346
Cash conversion cycle (CCC), 71
Cash dividends

pattern, 306-307

receipt, 237

taxable income, 311
Cash flow analysis, 57
examination, 87-99
importance, 104
Cash flow interest coverage ratio, 83, 100-101
Cash flow return on investment (CFROI), 363
Cash flows, 221-222. See also Front-loaded cash
flows; Incremental cash flows; Interim cash
flows; Investments; Net cash flows; Operating
cash flows
adjustment, risk separation, 520
amount, compound factors (sum), 30
calculation, 87-88, 471
classification, 89-90
compounding, 26
deposit, 25
determination, 222
direct method, usage, 89
discounting
absence, 26
interest rates, usage 5z
discount rate, 229
estimation, 52-5+. 87/-88, 449
example, 45
generatior;a27
increase. 90
hedgt, 565
indirect method, usage, 89
i‘oimation, usage, 102-104
iritiation, 340
interest expense, relationship, 89
investor evaluation, 293
knowledge, 51
management forecasts sales, prediction, 335
matching strategy, 718
measurement, difficulty, 87-88
NPV, 491
occurrence, 12
operations, 342
pattern, 493, 540
perpetual stream, valuation, 34-35
present value
calculation, 27
multiple interest rates, usage, 27-28
probability distribution, 345
profile, generation, 188
projection, benefits (underestimation), 504
rearrangement, 417
risk, 451
seasonality, impact, 338-339
series
equal amount, 29
example, 26
future value, 24
intervals, regularity, 34-35
time value, 24-34
sources, 91
patterns, 91t
statement
example, 61t
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limitations, 88-93
reformatting, 92t
streams, valuation, 34
theoretical concept. See Free cash flow
time line representation, 25
time patterns, differences, 34-39
time period, 30
timing, 489
tranching, 676
translation. See Future cash flows
uncertainty, 12
simulation, relationship, 345f
usage, example, 24
usefulness. See Financial analysis
valuation, 34-39
yield, 692-693
bond-equivalent basis, 693
Cash flow to capital expenditures ratio, 102
Cash flow to debt, cash flow estimates (usage), 103f
Cash flow to debt ratio, 102
Cash inflows (CIFs), 486
calculation, 494, 615
comparison, 342
determination, 355
forecast, 3423
present value, calculation, 482, 485
statement, 339-340
Cash market, 126
price, 723, 733
value, 721
Cash obligation, avoidance (absence), 445
Cash-or-nothing options, 760
Cash outflows (COFs), 338, 486
calculation, 362, 494
comparison, 342
present value, calculation, 486
similarity, 362
statement, 339-340
Cash payments, anticipation, 204
Cash receipts, translationt; 329
Cash settlement confrasrs; 134
usage, 723
Cash taxes, 99
Cash use, cycle, 68
Cash value added (CVA), 363
Cash yield, 191
Casualty Actuarial Society (CAS), ERM definition,
559-560
Catastrophe, impact (stress testing), 562
Catastrophe-linked bonds (cat bonds), 570
Catastrophic control, ERM theme, 562
Catastrophic events, 562
Catastrophic risk management, 562
Catastrophic risk transfer alternatives, evaluation,
562
CCC. See Cash conversion cycle
CDOs. See Collateralized debt obligations
CDS. See Credit default swaps
Certainty equivalents, 520-521
NPV, 521

value, determination (unreliability), 521
Certificates of deposit (CDs), 123. See also Euro-
dollar CDs; Negotiable CDs
investment, 19-20
money market securities, 534t
time deposit example, 159
CFAR ratio, 102
CFROL. See Cash flow return on investment
Chaos theory, 633
Chapter 11 bankruptey, 395
Characteristic line, 268
Charting, proposition, 631-632
Chartists, 631
Cheapest-to-deliver (CTD) issue, 740
conversion factor, 744, 766
target yield, 742-743
usage, 765-769
Chemical hazard, 557
Chicago Board of Trade (CBO 1)
contracts, trading, 736
delivery guidelines, 729
issue term, specification, 737
Treasury bond fuwires contracts, delivery
months; 742
Chicago Pozia Options Exchange (CBOE), 748
Chief execuiive officers (CEOs), accountability, 301
Chief fihancial officers (CFOs)
acCountability, 301
company development, 369-370
role, 370
Chooser options, 759-760
CIFs. See Cash inflows
Circulating capital, 526
Clean price, 228, 682
Clearinghouse, role, 184
Client-imposed constraints, 580
Close corporation, 289
Closed-end funds, 139, 140
Closely held corporation, 289
Closing order, 657-658
CMBS. See Commercial mortgage-backed securities
CML. See Capital market line
CMOs. See Collateralized mortgage obligations
Coca-Cola, sales (increase), 337
COFs. See Cash outflows
Cognitive biases, 277
Coleco
bankruptcy, 335
sales forecast, 334-335
Collar, 754. See also Zero-cost collar
Collateral
pool, loan value, 434
senior-subordinate structure, 434-435
Collateralized debt obligations (CDOs), 676
Collateralized mortgage obligations (CMOs), 716
Collateral trust debentures, 675
Collection policies, 540-542
effectiveness, evaluation, 543
Combination instrument, 113
Commercial insurance policies, 566
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Commercial mortgage-backed securities (CMBS),
676677
Commercial mortgage loans, pool, 677
Commercial paper, 123
form, 420
money market securities, 534t
Committee of Sponsoring Organizations of the
Treadway Commission (COSO), ERM defini-
tion, 559
Commodity Credit Corporation, 673
Commodity Futures Trading Commission (CFTC),
119
Commodity swaps, 207-208
Common equity, changes (determination), 349
Common-size analysis, 84-86. See also Horizontal
common-size analysis; Vertical common-size
analysis
Common-size balance sheet, example, 85t
Common-size income statement, 85
example, 86t
Common stock
capital cost, 397-398
equity instrument, 112
fair value/theoretical value, 238
outstanding, 236
performance, achievement, 616-617
portfolio, 620-621
price, 223
purchase, 427
valuation, 235-246
Company
asset beta, usage, 511-512
balanced scorecard, usage, 368
borrowing/repayment promises, 376
budgeting process, 333f
capital cost
adjustment, 518-519
calculation, 364
capital project investment, ¢valuation, 450
capital structure, debt (;ropertion), 377
debt/equity financing; knowledge, 511
discounted cash flov: techniques, usage, 521
earnings, abundance, 376
goods/services, credit/demand, 539-540
marginal tax rate, knowledge, 511
operating cycle, 526
operating profit, calculation, 364
taxable income, 468-469
total cash flows, impact, 454
value, 450-451
change, 458
value, increase, 401
stock repurchase, impact, 313
WACC, 518-519
Company-specific risk, 267
Comparable-maturity Treasury issue, yield, 167
Comparable-maturity Treasury security, 224-225
Comparative advantage, 329
Compensation. See Executive compensation
Competitive advantage, 330-331

Competitive dealer quote-based system, 652
Competitive rivalry, 372
Competitors, terms, 540
Complementary projects, 457-458
Compliance, ERM objective, 561
Component cash flow changes, compilation,
472-473
Component percentage ratios, 80-81
Compound average annual return, 16
Compound factor, 18
sum, 31
Compound growth rate, 242
Compounding, 12
effect, rejection, 47
factors, sum, 30-31
frequency, 17-18
impact, 18
increase, 21
interest EAR, relation, 49
interest, earning, 28
periods, number, 14-15, 20, 46
determination, 2!
translation, 21
Compound opticringe/59
Comptrollerwithe Currency. See Office of the
Compt.oller of the Currency
Conditional'order, 656-657
Coriidence level, 621
purcentage, 622
Corsistent growth manager, 645
Constant discount rate, assumption, 239
Constant growth dividend discount model, 240-244
usage, problem, 243
Construction financing costs, 446
Construction phase, 442-445
Consumer price index (CPI), 145
Contingency planning, 562
Contingent cover, 572
Contingent ILNs, 572
Contingent insurance, 572
Contingent mandated projects, 456-457
Contingent projects, 457
Continuous compounding, 18-19
APR, 49
Continuous improvement, balanced scorecard
(impact), 369
Continuous market, 646
Continuous trading, 646
Contracting costs, reduction, 117-118
Contract of indemnity, 566
Contractors, all rights, 566
Contracts
buyer/seller, 181
risk/reward characteristics, 196
settlement, 739
Contractual due date, change (option), 53
Contrarian manager, 645
Contrarian strategy, 635
Contribution margin, 379
calculation, 537
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Conversion option, 225
Conversion provision, 166-167
Converted price
adjusted price, 737-738
calculation, 738
Convertible bonds, 53
bondholder right, 222
combination instrument, 113
issue, 685
securities consideration, 419
Convexity estimates, 702
Cookie jar reserves, setup, 572
Core risks, 557
Corporate bonds, 674-675
attribute, 675
examination, 52
issuance, 430-431
securing, 675
selection, 168
Corporate entities, taxes (classification), 318
Corporate financing decision, 375
Corporate income tax rates, 319-320
Corporate insurance policies, 566
Corporate plan, 143
Corporate scandals, regulations, 121
Corporate takeovers, theoretical analysis, 94
Corporations, 288-290. See also Professional
corporation
board of directors, formation, 288
bylaws, adoption, 288
characteristics, 292t
credit rating, 431-432
DRP participation, 304
exposure, 556
funds, creation, 308
investments, 53
investors, participation, 133
shares, buyback, 312
sole proprietorship/partnership, contrast, 289
stock repurchase, 312-215
tax considerations, 315-322
Correlation
importance. See Assets
relationship. See Portfolio
Correlation coefficient, values, 592
COSO. See Committee of Sponsoring Organiza-
tions of the Treadway Commission
Cost of carry (carry), 192
Cost of goods sold. See Average day’s cost of goods
sold
Costs, 537-538
Counterparties, 206
Counterparty risk, 187-188
Country
currency, value, 316
financial markets, classification, 122-123
Coupon bond, percentage, 229
Coupon income, YTM consideration, 689
Coupon interest, 717
issuer payments, 686

Coupon interest rate, 419
Coupon payments
bonds, valuation, 228
date, 672
reinvestment, 689
Coupon rates, 680-682
calculation, 423
examination, 694-695
reinvestment risk, degree, 690
Coupon reset, 53
formula, 707
Coupon stripping, 673
Covariance, 266, 591
correlation, relationship, 591-592
introduction, 588
structure
index model approximations, 601-604
model, necessity, 602
Coverage ratios, 81-83. See alse Capital expendi-
tures; Interest coverase, raio
Covered call strategy, 756f
Covered call writing strategy, 769-771
CPI-U. See U.S. City Average All Items Consumer
Price Index ‘c=ll Urban Consumers
Credit. Sez Munber of days of credit
analysis, 1ovolvement, 698
analysis (4 Cs), 541
coiizetion policies, relationship, 540-542
costs, 535-540
equation, 539
days, number, 542-543
events, 208
exposure, elements, 441-442
extension, 338
benefit, 535
costs, 544
effect, analysis, 539
reasons, 535
impact objective, 444-445
protection buyer, 208
protection seller, 208
rating, 697
receiving, 338
sales, change, 544
sources, availability, 446
terms, 540
analysis, 536
customer equitability, 540
revision, 536
watch, 700
Credit card receivable-backed securities, 677
Credit default risk, 697-698
Credit default swaps (CDS), 208
Credit enhancement, 432-435. See also External
credit enhancement; Internal credit enhance-
ment
overcollateralization, usage, 438
Creditors
market risk, 510-511
problems, 394-395
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Credit policies, 540
establishment/change, 544
liberalization, 538
setting, 541

Credit-related event, 208

Credit risk, 695, 697-700
exposures, 436-437
market perception, 164
reduction, 684

Credit sales per day, calculation, 542

Credit spreads, 165, 224
change, 715
risk, 697, 698-700
term structure, 233
usage, 232-233

Credit term structure, usage, 234t

Creditworthiness, evaluation, 541

Credit zero spreads, addition, 233

Cross hedging, 726-727
existence, 741

Crossing networks, 655

Cross-over discount rate, 485

CTD. See Cheapest-to-deliver

Currency denomination, 686

Currency risk, 317, 564-565, 701

Currency swaps, 207

Current assets, 455
accounts, change, 470
components, 525
firm investment, 526
listing, 66-67
management, 525
usage, 67

Current capital, 526

Current ratio, 58
equations, 72
indication, 72

Current value, translation, 12

Current year, definition, 59

Current yield, 687-688

Custodial costs, 734

Customers
bargaining power, 371
cash flow patterns, 540
creditworthiness, 541
trade credit, implicit cost, 538-539

Customized benchmarks, 711, 717

CVA. See Cash value added

Cyclical stock managers, 644

Dark pools, 656

Days payables outstanding (DPO), 71

Days sales in inventory (DSI), 69

Days sales outstanding (DSO), 70
measurement, 542

DDM. See Dividend discount model

Dealer ask prices, 717-718

Dealer market, 646

Dealer options, 196

Dealers, 647

value, 647-648
Debentures. See Collateral trust debentures
security type, 673
Debt
capital cost, 397-398
discipline, 400
equity, contrast, 375-378
expense, 75
interest, deduction, 511
leverage, 446
increase, 441
ratio, 376
statement, 383
relative costs, concern, 403
risk, reduction, 398
securities, 125
interest, 303
tax benefits, value, 513
Debt-equity ratio, 377
Debt financing, 435-436
benefits/costs, 400
dollar, association, 510
governance valrc; 387-388
increase, 389
knowledgc, 5171
role, 395
Debt fcr-stock exchange, 94
Dekivo.der, investor type, 125
Ditcinstruments, 674-675
euity instruments, contrast, 112-113
investment risk, 175-176
issuance, absence, 163-164
sale, 420
term to maturity, 679-680
Debt-like expenses, payment funds (availability),
82
Debt obligation
assumption, 386
issuance, 578
repayment, 427
usage, 510
value, 208
Debt principal repayment, after-tax basis payment,
82-83
Debt-to-assets ratio, 80. See also Total debt-to-
assets ratio
measure, 376
statement, 383
Debt-to-capital ratio, 377
Debt-to-equity ratio, 80
increase, 397
Decision making, economic principles (applica-
tion), 3
Default
impact, 695
right, 395
risk, 54, 224, 533
Default-free cash flow, discounting, 231
Default-free interest rates, 671
Default-free yield curve, 177
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Defensive investor
investment model, 638
strategy, 642
Deferred annuity
definition, 37
examination, 39
valuation, 37-39
Deferred call, 683
Deferred interest securities, 681
Defined benefit (DB) plan, 145, 579
Defined contribution (DC) plan, 144, 578-579
legal forms, 144
Degree of financial leverage (DFL), 381
equation, 385
Degree of leverage, 381

Degree of operating leverage (DOL), 378. See also

Profit

equation, 380

increase, 402

similarity, 385
Degree of total leverage (DTL), 381
Deliverable asset, knowledge, 194
Deliverable basket, 737
Deliverable issues, 739-740
Delivery date, 182
Delivery options, 739
Deloitte Sustainability Scorecard, 558
Delta Airlines, sales (increase), 337
Depository institutions

financial sector, 131, 133-136

funds, raising, 578
Deposits

contribution, 28-29

multiplication, 29

plan, 26

usage, example, 25
Depreciation

examples, 468-469

noncash item, 83

recapture, 461

U.S. Internal Revenue Code, 465
Derivative contracts, t;oes, 5
Derivative instruments, 126, 567

designation, 568-569

package, decomposition, 208

pricing/hedging, 417

treatment, 568
Derivative market, 126-127
Derivatives, 567-569

basics, 181

market, 126

risk transfer, 565

usage, 421
Derivative-type payoffs, 420
Designated Order Turnaround (DOT), 651
Designated reference, 210
DFL. See Degree of financial leverage
Digital options, 760
Directional effect, 637
Direct liability, limitation, 445

Direct method, usage, 89. See also Cash flows
Dirty price, 228
Disability insurance, insurance product, 137
Disclosure regulation, 118-119
embedding, 119
Discount cost, 536
Discounted basis, 123
Discounted cash flow
approach, 237-238
techniques, 481
application, 498-499
selection, 500-501
usage, 521
Discounted payback period, 480, 496-497
determination, 496
Discount factor, 21
example, 27
sum, 33
Discounting, 12. See also Exniected cash flows
factor, sum, 32
periods, 27
number, infinity, 34-35
requirement, 38
translation, 27
Discount perind, 536
Discountiar=s, 51, 135. See also Cross-over
diccourt rate
assviaption. See Constant discount rate
cuange, 162
summary, 242-243
usage, 481
Discounts, cost, 535-537
Discount window, 162
Discretionary cash flow, 91
Disposing assets, cash flow, 460
Disposition. See New investment
cash flow, 462-463
Distressed debt, 698
Distribution
function, 146
skew, 275f
Diversifiable risk, 267
factors, 256
Diversification
impact. See Nonsystematic risk
necessity, 315
realization, 117
usage, 116-117
Dividend discount model (DDM), 238. See also
Constant growth dividend discount model;
Finite life general dividend discount model;
Multiphase dividend discount model
inputs, requirement, 239-240
relative value, 240
usage, 235-246
Dividend Irrelevance Theory, 307-308
Dividend-paying stocks, prices (volatility), 308
Dividend rate, 724
Dividend reinvestment plan (DRP), 303-304
corporation participation, 304
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Dividends, 303-306
forecasting, 240
growth pattern, 243
growth rate, 241, 244
lowering, board of directors awareness, 310
measures, 235-237
payment, 241, 304
corporation reluctance, 307
impact. See Free cash flow
perspective, 307
question, 311
payout, 235, 238
equations, 303
ratio, 236-237
policies, 302-314
reducing/cutting, 310
stock prices, relationship, 237-238
yield, 235-236, 645, 733
shareholder return, 308
future dividends, relation, 236
Dividends per share, 235
equations, 236, 303
payment, 313
Dividends received, classification, 89
Dividends received deduction, usage, 309
DOL. See Degree of operating leverage
Dollar
duration, 704-705
computation, 705
value, reduction, 12
Dollar-denominated issue, 686
Dollar-for-dollar loss, 196
Dollar value of an 01 (DVO01), 705
Dollar-weighted (geometric) rate of return,
614-616
information, providing, 615-616
method, 611t
results, 614-615
Domestic bond market, 670
DOT. See Designated Ord¢r Tu:naround
Dow, Charles, 633
Dow Jones averages, ¢2.5-626
Dow Jones Index, 732
Dow Jones Industrial Average (DJIA), 626
stock market indexes, 634
stock market indicator, 627
Dow Jones MicroSector Indexes, 723
Dow Jones Sustainability Index (DJSI), 558
Dow Jones Transportation Average, 634
Downgrade, 700
Downgrade risk, 700
Downside protection, 752
Downside risk
measures, 590
portfolio manager concern, 752
Downward-sloping yield curve, 174
Dow theory strategies, 632
focus, 634
usage, 633-634
DPO. See Days payables outstanding

DRP. See Dividend reinvestment plan
DSI. See Days sales in inventory
DSO. See Days sales outstanding
DTL. See Degree of total leverage
Dual-currency issue, 686
Du Pont system, 63-66
application. See Microsoft Corporation
Duration, 702-704. See also Dollar; Effective dura-
tion; Macaulay duration; Modified duration;
Portfolio duration
calculation, illustration, 703
estimates, 702
yield curve shifts, relationship, 714-715
Duration-matching strategy, 718
Dutch auction, 312
DVO1. See Dollar value of an 01
Dynamic models. See Nonlinear dynamic models

EAR. See Effective annual rate
Earning power ratio. See B<sic.earning power ratio
Earnings
availability, 236
distribution, 382
equity share..¢
manipularion. 315
momertum growth manager, 645
quality, 100
spepLIse strategies, 638
Farnings before interest, taxes, depreciation, and
amortization (EBITDA), 88
Farnings before interest and taxes (EBIT), 60
components, 83
ratio, 75
usage, 82
Earnings per share (EPS), 383. See also Financing
decline, 307
example, 384t
impact. See Operating earnings
indifference point, 386-387
share prices, contrast, 294-295
ECNs. See Electronic communication networks
Economic agents, actions, 276
Economic analysis, 328
Economic conditions, impact, 507
Economic development bonds, 678
Economic gains, 555
Economic lives, 455
classifications, 455
project comparison, 499f
Economic modeling, 261
Economic models, development, 54
Economic order quantity (EOQ)
considerations, 550
equation, 548
model, 547-549
modification, 549
Economic profit, 364
accounting profit, contrast, 294-295
generation, 370-371
MVA, relationship, 365
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revenue/cost difference, 294
value-added measures, 363
Economic theories, attack, 274
Economic value added (EVA), 295, 363-365
estimation, elements, 364
Effective annual cost, 539
Effective annual rate (EAR), 47
annual percentage rate, contrast, 46—49
calculation, 48
example, 49
compounding frequency, contrast, 49
equation, 48
Effective duration, 705-707
Efficient frontier, 260
portfolio
inclusion, 600
set, 599
risk-free rate tangent, 262-263
Efficient markets, 129
share prices, relationship, 295-296
Efficient portfolio, 260, 596
assets, 598f
inclusion, 599f
construction, 582, 596-597
set, 584
usage, 597-599
Efficient set, 597
Electronic communication networks (ECNs), 655,
663-664
Electronic markets. See Alternative electronic
markets
Eli Lilly
beta estimate, 242
estimated price, 243
Embedded options, 167
addition. See Bonds
risks, 54
Employee involvement (EI), 550
philosophy, 5§50-551
Employee Retirement Inceme Sceurity Act of 1974
(ERISA), 144
Employee stock owneiship plans (ESOPs), 144
Ending inventory, 69
End-of-period cash flow, representation, 24, 27
Endowments, 149
Energy, hazard, 557
Engineering phase, 442
Enron, earnings inflation/debt hiding (accusations),
300
Enterprise
meaning, 560
SOA definition, 560
Enterprise risk management (ERM), 558-563
CAS definition, 559-560
COSO definition, 559
definitions, 559-560
objectives, 561
process, 561
themes, 560-561
Entrants, threat, 371, 372

Environmental hazard, 557
Environmental peril, 557
Environmental Protection Agency (EPA), 456
EOQ. See Economic order quantity
EPS. See Earnings per share
Equilibrium, existence, 273
Equilibrium pricing models, 255
Equity, 375
book value, market value (contrast), 81
cost, 513-514
debt, contrast, 375-378
financing, 288, 376
dollar, association, 510
knowledge, 511
funding source, cost, 438
instruments, debt instruments (contrast),
112-113
investment style, 644
manager, active strategy (naronit), 629
portfolio management, 625,755
index options, usag>, 71/-761
stock index futur=s, 1sage, 722-736
stock options; vsage, 747-761
relative costs,concern, 403
styles, €29
manage ment, 643-645
plain vanilla classification, 644
tyLes, 644-645
cuhegyles, 645
Cavity-linked structured notes, 425-427
Equivalent annual annuity method, usage, 499-500
Equivalent market index units, 729-730
calculation, 731
Equivalent taxable yield, 168
ERISA. See Employee Retirement Income Security
Act of 1974
ERM. See Enterprise risk management
ESOPs. See Employee stock ownership plans
Estimated cash flow, 87-88
discounting, 225-228
Eurobonds, 670
market, 670
Eurodollar, composition, 159
Eurodollar CDs, 123
Eurodollar deposits, money market securities, 534t
Euromarket, 123
European option, 195
EVA. See Economic value added
Event risk, 700
Ex ante tracking error, 607
Excess cash, storage, 533
Excess margin, withdrawal, 185
Excess reserves, difference, 135
Excess return, 618-619
Exchangeable bonds, 53
bondholder allowance, 685
Exchange Act. See Securities Act
Exchange-listed stocks, 654
Exchange markets, OTC secondary markets (con-
trast), 128-129
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Exchange-rate risk, 54
Exchange rates, 210
mispricing, 318
risk, 317, 701
system. See Fixed exchange rate system; Floating
exchange rate system
unit number, 316
Exchanges, 649-656. See also National exchanges;
Regional exchanges
Exchange-traded funds (ETFs), 140-141
Exchange-traded futures options, 762-764
Exchange-traded options, 747
Executive compensation, 298-300
performance, linkage (absence), 299-300
possibilities, 299
salary portion, 299
Exercise price, 195
Exercise style, 195
Exercise value, 209, 210
Existing assets, disposition, 466
Exotic equity options, usage, 760-761
Exotic options, 757-758
usage, impact, 761
Expansion projects, 456
Expectations theories, 175-176. See also Biased
expectations theory; Pure expectations theory
Expected cash flows, 691
discounting, 54-55
estimation, 5, 221
present value, 5
Expected dividend, 238
yield, 733
Expected future cash flows
discounting, 508
estimation, 51
present value, calculation, 52
Expected portfolio return, 263-2¢4
Expected rate of return, 751
Expected return, 285
term, usage, 587
usage, 259
Expected sale price, 2.8
Expected terminal price, 239
Expected volatility, 204
occurrence, 205
Expense ratio, 140
Expenses, change, 467-468
Expiration date, 195
Explicit costs, 662
Explicit trading costs, 661-662
Export-Import Bank of the United States, 673
Ex post return, 586
External credit enhancement, 432
External financing, usage, 90
Externalities, 302
External management, 144
internal management, combination, 144
External market, 122-123

Face value, 680

Factors, 255. See also Risk factors
Fair value hedge, 568
Farm Equipment Asset Trust (FEAT), 431
SPE setup, 429
Farmers Housing Administration, 673-674
FASB. See Financial Accounting Standards Board
Feasibility study, preparation, 443
Feasible portfolio, 597-599
assets, 598f
inclusion, 599f
Feasible set, efficient set, 598
Feasible set of portfolios. See Portfolio
February-May-August-November (FMAN) expir-
ing options, 748
Federal agency securities, 673-674
Federal Agricultural Mortgage Corporation, 674
Federal Deposit Insurance Corporation (FDIC),
supervision, 135
Federal Farm Credit Banks, 132
Federal Farm Credit Systeri. 674
Federal Financing Bank | FF3), funds (raising), 132
Federal funds market, 135
Federal funds rate, 135, 161-162
Federal Home Zvan-Banks, 132, 674
System, 67
Federally reinted institutions, 673-674
Federal Open Market Committee (FOMC), 158
Fedcior Reserve Act, amendment (1977), 159
Fodesai Reserve Board
components, 157
supervision, 135
targets, short-term rate, 161-162
Federal Reserve (borrowing), discount window
facility (usage), 134
Federal Reserve District Banks, not-for-profit
institution responsibilities, 157
Federal Reserve System, 157-163
structure, 157-158
Federal Securities Act of 1964, 120t
Fédération Internationale de Football Association
(FIFA), cat bond issuance, 570
Feedback mechanism (establishment), balanced
scorecard (usage), 369
Fee income, generation, 148
Fidelity Magellan Funds, 629
Fiduciary duty, 298
FIFA. See Fédération Internationale de Football
Association
Fill-or-kill order, 657-658
Finance
defining, 3
mathematics, 11
specialty areas, 3
theoretical foundations, 3
theory, fully rational approach, 278
Financial Accounting Standards Board (FASB)
No. 133, 567
No. 149, 567
requirements, 401
Financial activities
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regulation, 118, 119
regulators, 118-122
Financial analysis
basis, 57
cash flows, usefulness, 99-104
Financial assets
creation, 115
economic functions, 112
trading, facilitation, 115
transformation, 115
valuing/pricing, 221
Financial condition, evaluation, 58-59
Financial decisions, concern, 285
Financial Derivatives: Actions Needed to Protect
the Financial System (U.S. GAO), 126
Financial distress, 376
capital structure, impact, 395-396
costs, 393-394
present value, 396
taxes, tradeoff, 403
direct/indirect costs, absence, 390
expected costs, PV, 513
increase, probability, 397
management concern, 396
relationship. See Capital structure
Financial economics, 3
Financial economic theory, 278, 583
Financial engineering, 417
definitions, 417
IAFE definition, 417-418
securities, design, 418
Financial flexibility, reduction, 400
Financial guarantee insurance, insurance procuct,
137
Financial guarantees, 566-567
Financial Industry Regulation Authority (FiINRA),
650
Financial institutions, regulation, 118, 119
Financial instruments, 112
categories, 112-113
Financial intermediaries. 4, r15-118
economic function, '17
role, 114
usage, examples, 115
Financial leverage, 58, 376. See also Degree of
financial leverage
increase, 66
examination, 437-438
market risk, relationship, 510-512
ratios, 79-84
summary, 83-84
usage, 80
relationship. See Capital structure
risk, relationship, 384-388
Financial management, 3, 285
explanation, 5-7
objective, 291-296
owner wealth, maximization (relationship), 296
Financial markets, 4, 113-114
classification, 122-130. See also Country

economic functions, 113
role, 114
sectors, 131
Financial mathematics, tools, 11
Financial model
constructions, 362
relationship set, 355
Financial modeling, 355, 362
Financial plan
creation, 332
formulation, 332
preparation, 443
Financial planning, 327. See also Long-term finan-
cial planning
budgeting, relationship, 331
importance, 332
resource allocation, 332
Financial ratio analysis, 57
examination, 58
usage, 86-87
Financial ratios
classification, 58
impact, 444
usage
concerr;, S5=57
probiens, 30-81
Financinl regulators, 4
Finaicwal restructuring, 148
odvising, 145, 147-148
“nancial risk, 79
assessment, 80
increase, 383
management, 417, 555
relationship. See Leverage
Financial slack, 404
Financial statements. See Pro forma financial
statements
Financial strategic plan, 6
Financial strategy, 327
Financial surety bond, 567
Financial system, 111
components, 4
Financial theory, 54
branch, criticism, 258-259
Financing
alternatives, EPS, 385t
cost, 191, 733
decisions, implications, 296
expenses, adjustment, 97
long-term sources (mix), 328
method, 47
selection, 385
Finished goods, sale (availability), 545
Finite insurance, 571-572
Finite life general dividend discount model,
238-240
illustration, 239
inputs, requirement, 239-240
FINRA. See Financial Industry Regulation Author-
ity
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Firing, threat, 300
Firm
capital cost, estimation, 398
capital structure, 6
commitment underwriting, 146
current asset investment, factors, 526
operating cycle, 526
projects, risk, 397
risk management, 7
risk policy, specification, 562-563
target capital structure, 398
First call date, 683
First-generation OTC options, 757
First par call date, 683-684
First-priority lien, 675
Fitch Ratings, 165, 675, 697
Five Forces. See Porter’s Five Forces
Fixed asset turnover ratio, 78-79
Fixed charge coverage ratio, 82
Fixed charges, consideration, 82-83
Fixed costs, relationship. See Leverage
Fixed exchange rate system, 316
Fixed income debentures, derivatives (linkage),
419-420
Fixed income instruments, 112-113
Fixed-income securities, 419
Fixed interest rate, usage, 42
Fixed principal securities, 671
Fixed rate bonds
market, 681
spread duration, 707
underwriting, 424
Flat yield, variation, 174-175
Flat yield curve, 174
Flexible budget, 345
Flexible EXchange Options (FLEX), 747, 749
Flexible Treasury futures options, 72
Floating exchange rate system, 3 6. See also Man-
aged floating exchange rate system
Floating interest rate, 206
Floating rate bond marle: 651-682
Floating rate loan, requirements, 43
Floating rate securities, 53
bonds, reference, 681
cap, 696
duration, 707-708
interest rate risk, 696
price, fluctuation, 696
Floor agreements, 209-211
interpretation, 210-211
FOMC. See Federal Open Market Committee
Ford Motor Company, JIT development, 549-550
Forecasted sales
basis, 352
usage, 340
Forecasting
importance, 336-337
regression analysis, usage, 335-336
Foreign bond market, 670
Foreign currency

exposure, 568-569
purchase/sale, 317
usage, 316-318
Foreign investors, financial sector, 131, 149-150
Foreign market, 122
Foreign participants
government regulation, 119
regulation, 118
Foreign tax credit, 320
Forward contracts, 5, 181-194
difference, 187
features, 187-188
pricing, basics, 188-194
usage, 317
Forward-looking tracking error, backward-looking
tracking error (contrast), 607
Forward market, 317
Forward rates, 169-173
question, 173
Foundations, 149
401(k) plans, 144
Four-cash-flow ordinzry 2nnuity, present value
(determination). 28
Frame dependeiice; 278
Frame indepeaderce, 278
Framing. behavioral finance theme, 277-278
France, cominercial enterprises, 319
Frasik ussell Company, 627
Fice eash flow, 94-95. See also Negative free cash
flow; Net free cash flow; Positive free cash
flow
availability, 399
calculation, 95-97
reduction, dividends payment (impact), 310-311
reinvestment, question, 311
theory, 94
usage, 387
Free cash flow, theoretical concept, 88
Frictions, 261
Front-loaded cash flows, 495
FTSE4Good indexes, 558
Full price, 228, 682
Fully amortization loan, 40, 43
Fundamental analysis. See Traditional fundamental
analysis
strategies, basis, 638-641
technical analysis, contrast, 629-630
Funded retained risk, 564
Funding
costs, reduction (potential), 430-432
sources
cost, 438
diversification, 432
Funds
acquisition, concern, 285
internal generation, 402
long-term sources, 397-398
Future cash flows
benefits, 506
expectations, 293
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projection, 237
series, present value (determination), 26
translation, 11
uncertainty sources, impact, 507
understatement, 505
Future earnings, forecasts, 581
Futures
leveraging aspect, 187
market, leverage, 187
portfolio, 735
position, 730
price, 182
convergence, 734
Futures contracts, 5, 181-194. See also Most dis-
tant futures contract; Nearby futures contract;
Next futures contract
expense, 735-736
features, 181-187
legal agreement, 181
options, differences, 196-197
pricing, basics, 188-194
profit/loss, 183f
put option, 762
sale, 186
settlement date, 192
volatility, 728
Futures options, 761-762
popularity, reasons, 764
pricing models, 771-773
trading mechanics, 763-764
Future value
annuity factor, 30
calculation, 32, 36
capture, 238
computation, 20
contribution, 31
determination, 13-20
equation, 12, 13
rearrangement, 30
multiple rates, 19-20
present value
contrast, 48
relation, 15
time line, 25f

General and refunding mortgage bonds, 675
General Electric, dividends (payment), 23
General partner, limited partner (relationship), 287
General partnerships, 287

characteristics, 292t
General Services Administration, 674
Geometric average return, 16
Geometric mean return, 612
Germany, commercial enterprises, 319
GIC. See Guaranteed investment contract
Glass-Steagall Act (1933), 134n
Global banking, impact, 134
Global bonds, 670

market, 670
Global Reporting Initiative (GRI), 558

Golden parachutes, 297
Goods/services
credit/demand, 539-540
price elasticity, 539
Good until canceled order, 658
Governance value, 400
Government National Mortgage Association, 674
RMBS issuance, 675-676
Government-owned corporations, 131
Governments, financial sector, 131-132
Government-sponsored enterprises (GSEs), 132,
674
Graham, Benjamin, 630, 638
defensive investor strategy, 642
Great Depression, 121
Greenspan, Alan, 126
GRI. See Global Reporting Initiative
Gross domestic product (GDP), 336
Gross profit margin, 74
Gross spread, 146
Growth rate, 16
Growth stock managcrs, 544
GSEs. See Governinent-sponsored enterprises
Guaranteed inrestinent contract (GIC), 16, 578
account, §7Y
inclusizi. 137
Guide 1o Using the Value Line Investment Survey
(Melue Line), 88

Jazard
definition, 556
examples, 557
Health insurance, insurance product, 136
Hedge, 569. See also Buy hedge; Cash flows; Fair
value hedge; Long hedge; Sell hedge; Short hedge
analysis, 730-731
providing, 640
ratio, 727-732
calculation, 741-744
determination, 766767
removal, 731
term, problem, 142
Hedgeable rates, 173
Hedged position, return, 726
Hedged stock portfolio, effectiveness (determina-
tion), 726727
Hedge funds, 141-143, 578
evaluation, 143
Financial Services Authority definition, 142
management fee structure, 143
term, usage, 142
Hedge Funds, Leverage, and the Lessons of Long-
Term Capital Management (President’s Work-
ing Group on Financial Markets), 141-142
Hedging, 317, 725, 741-744
comparison, 769t
futures options, usage, 766f
involvement, 727
Hershey Foods, publicly held corporation, 289
Heuristic-driven biases, 277
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Heuristics

behavioral finance theme, 277

errors, 278
High-credit-quality entities, 188
High-expected-return stocks, purchase, 639
High grade, 165
High-grade issuer, difference, 675
High-yield bonds, 698
Historical data, usage, 335
Historical returns, impact, 712-713
Holding costs, 546

carrying cost, comparison, 537-538
Holding period return, 586
Homogeneous expectations assumption, 596
Horizontal common-size analysis, 84
Hostile takeovers, 297
Households, financial sector, 131
Hulbert, Mark, 632
Human hazard, 557
Humped yield curve, 175
Hurdle rate, 481

simplicity, 504

usage, 488
Hybrid markets, 648
Hybrid pension plan, 144-145
Hybrid securities, 419
Hyundai Motor Finance Company (HMFC),

establishment, 545

TAFE. See International Association of Financial
Engineers
ILNSs. See Insurance-linked notes
Impact cost. See Transactions
Implicit costs, 662-663
impact, 294
Implicit trading costs, 662
Implied repo rate, 738
Income
deductions, excess, 391
distribution, 389-390
taxation shield, 390-521
Income statement. Sec Pr¢ torma income statement
example, 60t
sales proportion, restatement, 85
Income taxes, 318
classification, 89
Incorporation, articles, 288-289
Incremental cash flows, 458-459. See also Projects
Indebtedness, instrument, 112
Indemnifications, 440
Indemnity, contract, 566
Independent directors, 289
Independent projects, 457
Index duration, 707-708
Indexed funds, 140
Indexed inverse floater, 424
Indexed portfolio
construction, 732-736
deviation, 717
Indexes, types, 627

Index futures. See Stock index futures
Indexing. See Bonds
criticism, 716-717
Index model, approximations, 601-604
Index options, 747
examination, 748-749
usage. See Equity
Indifference curve, 262
illustration, 584f
usage, 583-584
utility function, 602f
Indirect method, usage, 89. See also Cash flows
Indirect taxes, 318
Individually managed account, 143
Individually sponsored plan, 143
Industrial revenue bonds, 678
Inefficient markets, 278
Inflation
adjustment, 672-673
expected rate, 163
risk, 701-702
Inflation-adjusted prii cipal, 672
Information asymitetry, 111
Information processing costs, reduction, 117-118
Informationiado, 619-622
calculation, itlustration, 620
data/:alaation, 606t
equaiion, 620
Jzitiol Cash, requirement (absence), 191
taitfal cash flows, usage, 504
Taitial margin, 184
absence, 189
requirement, 659-660
Initial public offering (IPO), 100
Inside information, definition (absence), 130n
Inside market, 647
Insider directors, 288-289
Insider trading, 119
Insider Trading and Securities Fraud Enforcement
Act (1988), 120t
Insider Trading Sanctions Act (1984), 120t
Institutional investors
amount/timing, concern, 578
bond purchase, 425
components, 578
trading arrangement, 660-661
Institutional Shareholders Services Sustainability
Risk Reports, 558
Instrument of indebtedness, 112
Insurance. See Traditional insurance
cost, 753
policies, 440. See also Commercial insurance
policies; Corporate insurance policies
premium, 565
providers, creditworthiness (rating agency deci-
sion), 433
wrap, 567
Insurance companies, 578
financial sector, 131, 136-138
types, 137-138
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Insurance-linked notes (ILNs), 569-570
Insured municipal bonds, 678-679
Intangible assets
inclusion, 78
representation, 111-112
Intelligent Investor (Graham), 638
Intensity effect, 637
Interbank yield curve, 177
Intercompany transactions/transfer prices, 322
Interest
amount, calculation, 40
calculation, 33
compounding, 14
illustration, 15f
deductibility
benefit, 390
capital structure, relationship, 388-390
deduction, 393
expense, 321
cash flows, relationship, 89
payment, 389
taxability, 167-168, 225
tax shield, 390-391
value, reduction, 392
Interest-bearing debt, 377
Interest-bearing instruments, 185
Interest coverage ratio, 81-82. See also Cash flow
interest coverage ratio

Interest EAR, compounding frequency (contrast), 49

Interest income
classification, 89
tax treatment, 164
Interest on accumulated interest, 13
Interest on interest, 13
Interest-paying deposit, 578
Interest-rate linked structured notes, 423-4235
Interest rate options, usage. See Beiid portfolios
Interest rate risk, 436-437, 533
bond features, impact, 694=595
elimination, 702
measurement, 702-71¢
usage, 693-696
Interest rates. See Multiple interest rates; Single
interest rates
appropriateness, determination, 223-225
calculation, 46-51
conversion, 47
determination, 22-23, 52, 54, 155
Federal Reserve System, impact, 157-163
theories, 155-157
usage, 221
equations, 164
expectations strategies, 711-712
expected volatility, 223
impact, 507
inclusion, 160
investments, investment time (relationship), 28
multiple rates, 19-20
period, identification, 18
prevalence, 421

price, inverse relationship, 693-694
solution, 22-23
structure, 155, 163-168
swaps, 206-207
term structure, 4, 168-178
economic theories, 175-176
shape, determinants, 173-175
Interest tax shield, economic benefits, 435
Interim cash flows, 193
reinvestment, 686
Intermarket spread swaps, 715
Intermediate targets, 160
variables, 160-161
Intermediate-term bonds, maturity, 679-680
Internal controls, usage, 559
Internal credit enhancement, 432
advantages, 435
Internal management, 144
external management, combiration, 144
Internal rate of return (IRR), 59, 480, 487-491.
See also Modified internal rate of return;
Multiple rates of retarn
capital rationing, -elationship, 489-490
method, 614
illustzaricr, £11¢
mutually «xclusive projects, relationship,
<88-189
yicia, comparison, 488
Jziezinational Association of Financial Engineers
(IAFE), 417
Titernational bond market, 670
International conditions, impact, 507
International financial management, consider-
ations, 314-322
International market, 123
In-the-money, 202
Intrinsic value, 202-203
Inventory. See Number of days of inventory
changes, 349
contractual agreements, satisfaction, 546
costs, 546-547. See also Total inventory cost
days, number, 552
holding
costs, 546
reasons, 545-546
management, 77, 545-553
models, 547-551
monitoring, 552-553
turnover, calculation, 552
turnover ratio, 77
interpretation, 553
Inverse floaters, 423
cap, 424
investor ownership, 424-425
Inverted yield curve, 174
Investing style, 644
Investment Advisers Act (1940), 120t
Investment banking
activities, components, 145
firms, classification, 145
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Investment Company Act (1940), 120t
Investment-grade bonds, 165, 698
Investment-grade corporate sector, 675
Investment grade sector, 698
Investment management, 3, 577
activities, 7
examination, 7-8
principles, 8
strategies, 722
Investment-oriented products, 578
insurance product, 137
Investments
advisory fees, 140
banks, financial sector, 131, 145-149
cash conversion, 71
cash flows, 459-462
present value, 458-459
consideration, 35
decisions, 450-452
economic impact, 278
making, 508
disposition. See New investment
future cash flows, generation, 506
horizon, 171. See also Single-period investment
horizon
assumption. See One-period investment
horizon
income, 16
IRR, 50
management
principles, 577
process, 577-582
objectives
classification, 578-579
setting, 7, 577-579
opportunities, 382
number, 452-453
options, 519-520
timeline, 487f
performance, measuren.*ni/ex aluation, 7
policy
client-imposed constraints, 580
establishment, 7, 579-581
regulatory constraints, 580-581
tax considerations, 581
present value, example, 14
profile, 483-485
examination, 488
example, 484f, 485f
projects, classification, 454-458
return, 50, 487
classification, 456
risk. See Bonds
classification, 455-457
screening/selection, 452-453
strategy, 327-328
strategy, selection, 7
tax consequences, 460
value
appreciation, 22

doubling, 23
increase, 17
yields, 50-51
Investors, 112
asset class, focus, 593
equity, 184
funds, obtaining, 114
indifference curve, 262-263
interest rate questions, 223-224
motivation, 420-422
objectives, 577
risk/return preferences, 601
semiannual interest payments, 689
Invoice price, 738
cash price, difference, 536
IPO. See Initial public offering
IRR. See Internal rate of return
Issuers
credit analysis, involvement, ¢98
creditworthiness, perceni'ony 224
definition, 112
Issues, expected liquicity: 225

January-April-Te!y-Cctober (JAJO) expiring
optians;. /48
Jensen, Michaer, 618
Jensen Tndev, 617, 618-619
Jobs-& Growth Tax Relief Reconciliation Act
(2003), 309n
wincdy owned projects, reasons, 441
Ibint ventures, 291
Jump risk, 700
Junior issues, protection, 675
Junk bonds, 698
Just-in-time (JIT)
considerations, 551
coordination strategy, 550
development, 549-550
EL impact, 550-551
goal, 550
inventory, 549-551
management strategy, 551
TQC, impact, 550

Kellogg, dividends payment, 306-307

Key drivers, measures, 368

Keynes, John Maynard, 156, 276

Key performance indicators (KPIs), 366
selection, 367

Key rate durations, 715

Knock-in options, 758

Knock-out options, 758

Krispy Kreme Doughnuts
cash flows (1997-2006), 101f
income (1997-2006), 101f

Kurtosis, illustration, 275f

Ladder strategies, 713-714
Large-capitalization investors, 644
Last dividend, 242
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Lattice model, usage, 233
Law of one price, 270, 318
Lead time, 549
LEAPS. See Long-Term Equity Anticipation Securi-
ties
LeBaron, Dean, 629
Legal peril, 557
Lehman Brothers indexes, 710-711
Lehman Brothers U.S. Aggregate Index, sectors,
670t
Lenders, 443
funds, obtaining, 114
Lending rates, borrowing rates (differences),
193-194
Letter of credit (LOC), 567
Leverage. See Degree of operating leverage
concept, 378-381
demonstration, 378-379
creation, 635
degree, 381f
effect, 385-387
financial flexibility, relationship, 387
financial risk, relationship, 380-381
fixed costs, relationship, 380f
operating risk, relationship, 378-380
potential, 721
Leveraged buyouts (LBOs), 147-148
Leveraged portfolio, 263
Liability
amount, 16
definition, 578
Liability-driven objectives, 578
Liability-driven strategies, 716
Liability insurance, 566
insurance product, 137
Life and health (L&H) companies, 137-:153
Life insurance
companies, investment-oriented products, 578
insurance product, 136
Limited liability, role, 394-325
Limited liability compa=y.(LLC), 290-291
tax characteristics, 291
Limited partner, general partner (relationship), 287
Limited partnerships, 287
Limit order book, 651
Limit orders, 646, 651. See also Buy limit order;
Sell limit order; Stop-limit order
placement, 656
Linear payoff, 196. See also Nonlinear payoff
Linkage, 161
Liquidity, 58, 113
buffer, 640-641
examination, 66—74
maintenance, opportunity cost, 156-157
measures, 72-73
needs, reduction, 71
operating cycle, relationship, 68
premium, 176
providing, 647-648
ratios, 73-74

risk, 54, 168, 533, 700-701
supply, 646
theory, 176
Liquidity preference theory, 4, 155-157
Listed equity options, features, 747-749
Listed options, 747
risk/return characteristics, 749-751
Loanable funds
importance, 156
theory, 4, 155-156
Loan amortization, 34, 40-45
balloon payment, usage, 43f
change, 42f
table, 41t
Loans
consideration, 40
interest payment, 34
payments
recalculation, 43
solution, 40, 42
principal, remainder. <2f
LOC. See Letter of crodit
London Interbanl: Qffered Rate (LIBOR), 43, 123,
423
curve, 177
dependence, 207
excess, 210, 423-424
ozcanonth LIBOR, 424, 696
= ference rate, 206, 208-209
six-month LIBOR, 696
Long call position, 197
Longer-term loans, making, 116
Long futures, 182
Long hedge, 725-726
Long-only managers, 635
Long position, 182
Long put position, 199
profit/loss profile, 200
Long-run planning, 332
Long-short positions, 640
Long-term assets, investment evaluation, 480
Long-term bond rating systems/symbols, summary,
699t
Long-term bonds, 679-680
Long-term capital
focus, 377
necessity, 355
Long-term care insurance, insurance product, 137
Long-term debt
changes, 349
ratings, 698
reduction, 355
Long-Term Equity Anticipation Securities (LEAPS),
747,749
Long-term financial instruments, 124-125
Long-term financial planning, 352, 355
Long-term investment, 455
Long-term planning, 332
analysis of accounts, 358t-359t
example, 356t-357t
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Long-term projects, role, 454

Long-term reversal effect, 636

Long-term take-out financing, 443
Long-term Treasuries, yield, 174-175
Lookback options, 759

Losers, 635

Low-capitalization stocks, purchase, 608
Low-expected-return stocks, shorting, 639
Low latency, 664

Low-P/E manager, 645
Low-price-earnings-ratio effect, 641

Low price-earnings ratio strategies, 638—639
Low-price-earnings-ratio strategy, 642
Lump-sum payments, 42

Lynch, Peter, 629

M1, definition, 158
M2, definition, 158
M3, definition, 159
Macaulay, Frederick, 705
Macaulay duration, 705-707
MACRS asset
depreciation, 474
basis, 465
tax basis, 465
Magnitude effect, 637
Maintenance margin, 185
requirement, 660
Managed floating exchange rate system, 316
Management
forecasts, 336-337
long-term plan, 355
performance, evaluation, 328
Management fee
payment, 140
structure. See Hedge funds
Managers
assistance, financial planning ({mpact), 332
motivation, 298-300

semistrong form, 130
strong form, 130
weak form, 129-130
Market-if-touched order, 657
Market index units, usage, 729
Market-makers, 647
deals, 652
shares, 662
Market makers, impact, 758
Market-neutral long-short strategy, 639-641
creation, 640
Market overreaction hypothesis, 637
Market overreaction strategies, 632
Market portfolio, 257
meaning, 643
reference, 265
variance, 266
Market risk, 261
aversion, 54
beta, measurement, 509- 510
compensation, 518
financial leverage, r=lationship, 510-512
judgments, 522
premium, 242
adjustozene, S1§
reflection. 517-518
Marl-ets
azonaly, 129
stzategies, 641-642
capitalization, 625
compensation, 54
conditions, impact, 507
convention, adoption, 688-689
cycles, types, 634
interest rates, rise, 694
long-term movement, 634
orders, 646, 651, 656
participants, 131-150
derivatives, importance, 126

Mandated projects, 456. J2¢ also Contingent man-
dated projects; Refivaceive mandated projects

Mandelbrot, Benoit, 276

March-June-September-December (MJSD) expiring

price efficiency, 582

price inefficiency, weak form, 633
solution, 302

stability regulator, 121

options, 748
Margin. See Buying on margin
requirements, 184-186
transactions, 659-660
Marginal tax rate, 391
increase, 401
knowledge, 511
percentage, 398
Marine hull, property/acts, 566
Maritime Administration, 674
Marketable securities, 403
management, 526
risk, relationship, 533
types, 534
Market-clearing price, determination, 646
Market efficiency, 129-130
forms, 4

structure. See Order-driven market structure;
Quote-driven market structure
surveys, 336
timing, 620-621
turn, occurrence, 634
Market segmentation theory, 177
Market-timing, 648
Market-to-market procedure, illustration, 186
Market value, equity value, 81
Market value added (MVA), 295
economic profit, relationship, 365
value-added measures, 363
Markowitz, Harry, 7, 259, 278, 590
Markowitz diversification
impact, 595
strategy, concern, 594
Markowitz efficient portfolio, 260
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Mark-to-market requirements, 189
Marshall, Alfred, 364
Mars Inc., closely held corporation, 289
Master limited partnership, 290
Matador market, 122n
Maturing principal, 717
Maturity, 679-680
date, 683
intermediation, 116
value, 680
MBS. See Mortgage-backed securities
Mean, usage, 259
Mean-variance analysis, 259, 583
Mean-variance efficient portfolio, 597
Mean-variance portfolio analysis, 259, 583
Mechanical hazard, 557
Medium-term notes, 125
form, 420
notes, contrast, 125
Mental account, maintenance, 277-278
Merchant banking, 145
Mergers and acquisitions (M&As), 145, 147-148
mania (1980s), 297-298
Merrill Lynch, indexes, 710
Microsoft Corporation
Du Pont system, application, 67f
stock, price, 585
Miller, Merton, 6, 307-308, 375
Minimum effective sale price, calculation, 770-771
Minimum interest rate, 224
investor requirement, 223
MIRR. See Modified internal rate of return
Model act, statute, 289
Model Business Corporations Act, 289
Modeling risk, 221
Modern portfolio theory (MPT), 259
portfolio risk, focus, 560
Modified duration, 705-707
Modified internal rate of retiiin (MIRR), 480
calculation, 492-494
criteria, usage, 498
example, 494f
yield, 491-494
Modigliani, Franco, 6, 307-308, 375
Momentum portfolios, 636
turnover, 636
Momentum strategies, 632
usage, 635-637
Monetary aggregates, 160
Monetary policy
effectiveness, 161
goals, 159-160
implementation, policy tools, 161-163
Money
balance, holding (trade-off), 156-157
borrowing risk, compensation, 13
borrowing time, compensation, 13
issuance, 157
lending, example, 12
management, 7, 577

managers, performance attribution analysis, 621t
supply, definition, 158-159
time value, 3, 393
consideration, 480
impact. See Options
importance, 11-13
risk, separation, 520
Money market, 123-129
deposit account, 159
funds, 124, 140
instruments, 679
mutual fund, 159
securities, 534t
trading, 679
Money purchase pension plans, 144
Monitoring costs, 298, 310
Monte Carlo simulation model, 233-234
Monte Carlo valuation model, 235
Monthly cash budget, examnie, 343t-344t
Moody’s Investors Service. 16, 675, 697
Moody’s Perspective 1987-.002: Securitization and
its Effect on the Cret Strength of Companies
(Moody’s), 457
Mortgage-backed ecurities (MBS), 53, 222, 675.
See also ammercial mortgage-backed securi-
ties; eridential mortgage-backed securities
interdst, payment, 681
lear pool, backing, 692
cuarket, 718
security type, 673
Mortgage pools, 675
Most distant futures contract, 183
MPT. See Modern portfolio theory
Multifactor risk model, 607
Multi-index market models, 604
Multiline insurance, 572
Multinational firms, 315-316
Multiphase dividend discount model, 244-246
Multiple discount rates, usage, 226-227
Multiple interest rates, 225
Multiple interest rates, usage, 27-28
Multiple internal rates of return, 490-491
example, 491f
Multiple step-up note, 681
Municipal bonds, 669, 677-679
credit enhancement, 678-679
issuers, 677
market, indexes, 711
securities, 167
tax-exempt feature, 225
Municipal securities, 669
Mutual funds
open-end funds, 139
problems, 140
reference, 124
Mutually exclusive projects, 457, 502
evaluation, 489
problem, 490
relationship. See Internal rate of return
MVA. See Market value added
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Narrow-based index, 722
National Association of Securities Dealers Auto-
mated Quotations System (NASDAQ), 648
Capital Market Issues, 652
NASDAQ-listed OTC stocks, 654
NYSE, contrast, 653
stock market, 652-653
monitoring, 649-650
National Association of Securities Dealers Auto-
mated Quotations System National Market
(NNM), 652, 654
National best bid and offer (NBBO), 647, 656
National exchanges, 650-651
Nationality factor, 422
National Railroad Passenger Corporation (Amtrak),
government-owned corporation, 131-132
Natural buyers, 646
Natural logarithm
base, 49
function, 23
Naturals, 646
Natural sellers, 646
NBBO. See National best bid and offer
NCFs. See Net cash flows
Nearby futures contract, 183
Negative carry, 192
Negative convexity, 706
Negative earnings surprise, 638
Negative events, short-term trading responses, 637
Negative free cash flow, 95
Neglected-firm effect, 641, 642
Negotiable CDs, 123
Net asset value (NAV), 138-139
change, 139
computation, 701
trading at a discount/premium, 140
Net cash flows (NCFs), 474-474
Net financing cost, 192
Net free cash flow (NFCF), 2799
Net income
equation, 64-65
noncash expenses, adduion, 87-88
Net operating cycle, 71
Net operating loss, 391
Net present value (NPV), 480. See also Static NPV,
Strategic NPV
advantage, 517
calculation, 482-483
capital budgeting technique, 363
example, 515t-516t
indications, 483
method, APV method (contrast), 514-515
illustration, 516t
PI technique, comparison, 500, 502
present value calculation, 482
profile, 483
imposition, 484
technique, advantages/disadvantages, 501t-502t
usage, 481-485
Net profit margin, 76

Net working capital
change, 472
cushion, 74
Net working capital-to-sales ratio, 72-73
equation, 73
New cash flow, computation (worksheet), 475t
New investment, disposition, 464-466
New products/markets, 456
company consideration, 468
New York Stock Exchange (NYSE), 129, 650, 651
continuous auction order-driven system, 648
NASDAQ, contrast, 653
Next futures contract, 183
NFCE. See Net free cash flow
Nike, seasonal sales, 337
NNM. See National Association of Securities Deal-
ers Automated Quotations System National
Market
Noncash expenses, net income (addition), 87-88
Noncash items, inclusion. &3
Noncash-paying security Biack-Scholes model, 772
Noncore risks, 557
Non-discounted cash flow techniques, usefulness,
500
Nondiversifiahi= risk factors, 256
Nondividéni'-paying stocks, prices (volatility), 308
Nondollar-denominated issue, 686
Noricr:change indexes, 628t
Munfinancial corporations, financial sector, 131,
132-133
Mon-financial risk, 556
Noninterest-bearing account, usage, 135
Nonintermediated markets, naturals (involvement),
646-647
Noninvestment-grade bonds, 165
Noninvestment-grade corporate sector, 675
Noninvestment-grade sector, 698
Nonliability driven objectives, 578
Nonlinear dynamic models, 633
Nonlinear payoff, 197
Nonmortgage assets, 677
Non-NASDAQ OTC stocks, 654
Nonparallel yield curve shifts, 712-713
Nonprofit organizations, financial sector, 131, 149
Nonsystematic risk, 267
reduction, diversification (impact), 267-268
Non-Treasury bonds, risk premium, 230
Non-Treasury issue, expected liquidity, 164
Non-Treasury securities, 225
cash flow (discounting), spot rate (usage), 233
credit term structure (usage), theoretical value
(calculation), 234t
investment, 232
Treasury securities, risk premium, 163-165
valuation, 232-233
Non-U.S. corporations, securities issuance, 122
Normal distribution, 274
Normal yield curve, 174
North American Free Trade Agreement (NAFTA),
315-316
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Noteholder, investor type, 125
Notes, medium-term note (contrast), 125
Notional amount, 206
equation, 209
usage, example, 207
Notional coupon, 736
Notional principal amount, 206
NPV. See Net present value
Number of days of credit, 70
ratio, 542-543
Number of days of inventory, 69
ratio, 552
Number of days of purchases, 71
NutraSweet, competitive advantage, 330

Observability, 161
Obsolescence, 455
Occupational Health and Safety Agency (OSHA),
456
OCE. See Operating cash flows
Odd lot, 658
Off-balance sheet
objectives, 445
obligations, 136
Offer quote, 128, 646
Off-exchange markets, 655-656
Office of the Comptroller of the Currency, 158
supervision, 135
Office rent/lease expenses, 75
Offshore bond market, 670
Offshore market, 123
OneChicago, trading, 723
144A security, 420
One-period investment horizon, assumptioriy. 25 i
Open-end funds, 139
usage, 141
Opening order, 657-658
Open interest, 184
Open market operations, 162
Open market purchases, 212
Open order, 658
Operating cash flows (OCY), 89, 466-474. See also
Projects
change, 474, 482
consideration, 91
estimates, 466
Operating cycle, 68-71. See also Net operating
cycle
equation, 70
length, measurement, 68
Operating earnings
EPS, usage, 386f
fixed/variable costs, impact, 380-381
Operating expenses, 75
payment. See Annual fund operating expense
Operating leverage. See Degree of operating lever-
age
Operating performance, 57
evaluation, 58-59
gross profit margin, relationship, 75-76

operating profit margin, relationship, 75-76
Operating profit
calculation, 295
capital cost, comparison, 295
margin, 65
equations, 75
Operating profit, capital cost (comparison), 364
Operating risk, 451, 558
relationship. See Leverage
Operating targets, 160
variables, 160-161
Operational budgeting, 332
Operational peril, 557
Operations, 442
cash flows, usage, 504
cash inflows/outflows, 362
total cost, 506
Operations, ERM objective, 561
Opportunity costs, 456, 662-6¢3
consideration, 467
Optimal capital structur>
explanations, 402-103
theory/practice 420403
Optimal portfeiia, 400
illustratiomn; 244 f
selecticii. S0Uf, 602f
set, 584
Optitnication, approach, 717
Cprion-adjusted duration, 707
ntion-free bonds, 222
price-yield relationship, 706f
Option-free non-Treasury security, valuation, 233
Option price
amount loss, 195-196
components, 202-206
factors, 204-205
summary, 204t
Options, 194-206
buyer, option exercise, 202
contracts, 5
features, 194-196
futures contracts, differences, 196-197
inclusion, 224-225
life, 205
management
applications, 761
strategies, 755
owners, option exercise, 53
position
profit/loss profile (change), time value of
money (impact), 750
value, realization, 203
pricing models, 205-206
risk/return characteristics, 197-201
strike price, 204
time to expiration, 204, 205
time value, 203
trading, 196
Options on physicals, 761
pricing models, 771-773
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Order-driven markets, 646-647
quote-driven markets, contrast, 648-649
structure, 128
Ordering cost, 546
Orderly market, maintenance, 651
Orders, types, 656-658
Ordinary annuity, 30
future value, calculations, 32, 36
present value, determination. See Four-cash-flow
ordinary annuity
Ordinary taxable income, reduction, 462
Oriental Land Co., cat bonds, 570
Original loan, amount (example), 47
Originator, 428
Out-of-pocket costs, 403
Out-of-the-money, 202
Out-of-the-money option, 752
Output contracts, 440
Outside directors, 289
Overcollateralization, 322-434
usage, 438
Overreaction hypothesis, 636-637
Over-the-counter Bulletin Board (OTCBB), 654
Over-the-counter (OTC) contracts, 206
Over-the-counter (OTC) derivatives, 208
importance, 126
Over-the-counter (OTC) equity options, features,
757-761
Over-the-counter (OTC) issues, 627
Over-the-counter (OTC) market, 649-656
elements, 317
options trade, 196
quote-driven markets, 648
usage, 652-653
Over-the-counter (OTC) options, 747. Sec ais0
First-generation OTC options; Second-genera-
tion OTC options
cost, 196
Over-the-counter (OTC) seceiidary markets,
exchange markets (ciatiasy), 128-129
Overweighting, 608
Overwrite strategy, 754
Owners
economic well-being, measure, 293
equity, 375
net income, calculation, 388, 389
wealth, maximization, 296, 450-452

Parallel yield curve shift assumption, 708
Paretian distribution. See Stable Paretian distribu-
tion
Partners, complementary skills/economic goals,
441
Partnerships, 287-288. See also General partner-
ship; Master limited partnership
corporations, contrast, 289
drawbacks, 288
life, limitation, 287
Partnership shares, equity instrument, 112
Par value, 680

Passive bond portfolio strategies, 716-718
Passive funds (indexed funds), 140
Passive portfolio strategy, expectational input, 581
Passive strategies, 643
Paulson, Henry M., 118, 121
Payback duration. See Postpayback duration
Payback method, usage, 496
Payback period, 480, 495-496. See also Dis-
counted payback period
analysis, break-even measure, 495-496
investment risk, 496
shortness, 497
usage, problems, 503
Pay-now-choose-later option, 759-760
Payoff period, 495
P/B. See Price-to-book value per share
Pecking order, 403
Pennies, adoption, 664
Pension funds, 143-145, 578
Pension plans
sponsor, 615
types, 578-579
P/E ratio. See Pricc-oarnings ratio
Percent-of-salesiethod, 352
Perfect hedge; 725
absence, /32
refar(nce, 741
Perfees market, existence, 307-308
Peearinance
attribution analysis, 608, 621
example, 621t
attribution models, 620-622
dimensions, strategy (relation), 367f
evaluation, 362-369, 582, 607-622
usage, 616-619
executive compensation, linkage (absence),
299-300
funds, 141
indicators, 367t
measurement, 582, 607-616
shares, 299
Peril
definition, 556
types, 556-557
Periodic coupon interest payments, 686
Period notation, usage, 24
Perpetuity, 34
valuation, 34-35
Perquisites (perks), 297
Physical commodities, 207
Physical deterioration, 455
Physical peril, 557
Physicals, options, 761
PI. See Profitability index
Pink Sheets, 654
Plain-vanilla bond offering, 421-422
Plain-vanilla bond structures, 419
Planning. See Long-run planning; Long-term
planning
process, evaluation, 328
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Plant and equipment
changes, 349
corporate investments, 53
investment, 526
Political hurdles, reduction, 315
Political peril, 557
Porter, Michael, 371
Porter’s Five Forces, 371f
Portfolio
active return, 605
assets, consideration, 586
beta, 604, 618
hedge ratio, relationship, 727-728
creation, 271
design methodologies, 717
distributions, 609-610
diversification, 593-596
expected return, 597t
measurement, 585-587
feasible set, 597
hedging, 730
interest rate risk, control, 740-741
management, 7, 577
listed equity options, usage, 751-756
options, usage, 757
stock index futures, usage, 721
Treasury futures contracts, usage, 721
market value, 614
return
arithmetic/time-weighted average returns, 613
characteristics, 259
equation, 610, 618
expression, 609
risky assets, expected return, 587-588
selection, focus, 259
standard deviation, 266, 604-605
illustration, 597t
strategy, selection, 581-582
theory, usage, 583
tracking error, 605
discovery, 605
value, comparison, 735t
variance, 264
volatility, 604-605
ratio, 727
weight, solution, 265
Portfolio duration, 708-710
alteration, 712
calculation, example, 709t
computation, 708
contribution, 709-710
illustration, 709t
Portfolio M, 265
Portfolio of risks, 560
Portfolio risk
asset returns, correlation (impact), 595-596
characteristics, 259
correlation, relationship, 594-595
measurement, 588-593
Portfolio selection theory, 7-8, 259, 582-604

concepts, 582-585
contribution, 593
examination, 259
validity, 260
Position, liquidation, 182-184
Positive carry, 192
Positive earnings surprise, 638
Positive free cash flow, 95
Positively sloped yield curve, 173
Post, location, 651
Post auditing, 328
Postcompletion audit, 454
Postpayback duration, 495-496
PPP. See Purchasing power parity
Predicted tracking error, 607
Preferencing, 648
Preferred dividends, perception, 97-98
Preferred habitat theory, 176
Preferred shareholders, preference, 237
Preferred stock
capital cost, 397-398
dividends, after-tax bagis payment, 82-83
money market ‘iistrnment, 124
representatieis, 120
Premium,referance, 209
Premium bonds, dependence, 690
Prentiuin protection options, 572
Premay.ble securities, price-yield securities, 706
Prevayments, 222, 684
options, 684
rate, 692
risk, 696-697
speed, 692
Present value, 293. See also Adjusted present value
annuity factor, 30
calculation, 33
calculation, 39, 226, 482
determination, 20-22
equation, 12-13, 20
example, 22f, 27
formula, 227
future value
contrast, 48
relation, 15
substitution, 33
sum, 26
Present value of a basis point (PVBP), 743
Price, interest rates (inverse relationship), 693-694
Price discovery, 113, 749n
Price-earnings ratio (P/E ratio), 239, 581
consideration, 639
strategies, 638—639
Price momentum strategy, 635
Price reversal strategy, 635
Price risk, basis risk (substitution), 727
Price stability, goal, 160
Price-to-book value per share (P/B) ratio, 644—645
Price value of a basis point (PV01), 705
Price-weighting average, 626
Pricing efficiency, 632-633
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Pricing model, derivation, 724
Primary market, 127-128
Prime brokerage services, 145, 148-149
Principal, 680
characteristic, 40
fixed amount, 419
maturity, 717
payment
maturity date, 222
reset, 53
reduction, 33
repayment, 40, 42
contractual due date, change (option), 53
Principals, 647
Prior year, definition, 59
Private equity funds, series, 148
Private Export Funding Corporation, 674
Private placement, 420
market, 127-128
Private placements. See Traditional private place-
ments
Private plan, 143
Private Securities Litigation Reform Act (1995),
120t
Probability distribution, 276
example, 588t
management development, 345
Process estimation, 449
Procter & Gamble
adjusted cash flow, 90t
bonds
protective put buying strategy, 765-769
sale price, 742-743
cash flow, examination, 89-90
depreciation/amortization, 96
free cash flow, calculation, 98t
losses, 567n
par value, hedge, 745t, 768t. 770+
portfolio manager hedging; 765
position, hedge, 742
property, plant, and 2acipment (2002), 96
Production
peril, 556
Production costs, changes, 467
Professional corporation, 290
Profit
realization, 198
sensitivity, DOL measure, 379
Profitability, 58
ratios, 74-77
summary, 76-77
Profitability index (PI), 480, 485-486
NPV method, comparison, 500, 502
technique, advantages/disadvantages, 501t-502t
value, 486
Profit margins
ratios, 74
reduction, 63
Pro forma balance sheet, 346, 349
example, 350t-351t

Pro forma financial statements, 346-352

example, 353t-354t, 360t-361t

Pro forma income statement, 346, 349

Pro forma statements, creation (method), 352
Program trades, 661

Projected net income, 53

Project finance, 438

essence, 440-441

Project financing, 417, 438-446

appeal, 439
benefits, 445-446
credit exposures, 441-443
credit terms, 446
definition, 439-441
disincentives, 446
elements, 443-444
goal, 440

initiating party, 440
interest costs, 446
success, 440

Project risk, 507-509

assessment, 521-523
consideration, 51?2
measurement; N 2-509

Projects

capital o t, 513-514
CAPM.nethod, basis, 517-518
casin Llow
aralysis, simplifications, 476
consideration, 490-491
cost reduction, 456
debt, liability, 445
dependence classification, 457-458
economic lives, comparison, 499f
future cash flows, 479
proposal, 506
incremental cash flows, 458
independence, assumption, 522
market risk
analysis, importance, 509
measurement, 509-512
OCE, 458
risk-free return, 517
scale differences, 497-498
selection, objective criterion, 480
stand-alone risk, 508
term, usage, 449
total risk, 508
tracking, 453-454
unequal lives, 498-500

Promoter, 440
Property and casualty (P&C)

companies, 137-138
insurance, insurance product, 136-137

Property damage, 566
Proprietor, liability, 286
Prop trading, 147
Protective put, 751-753

buying strategy
comparison, 769t
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futures options, usage, 764-769
hedge, table creation, 767-768
strategy, minimum effective sale price (calcula-

tion), 770-771
Protective put strategy
graphical depiction, 754f, 755f
profitability, 753
Proxy statements, 300
Prudential regulator, 121
Public corporation, 289
Publicly held corporation, 289
Public market, issuance, 127
Public pension funds, 132
Public plan, 143
Purchases. See Number of days of purchases
days, number (equations), 339
Purchasing power parity (PPP), 318
Purchasing power risk, 701-702
Pure expectations theory, 175-176
Pure financial guarantee, 566-567
Pure order-driven market, 646
Pure-play
company, financial data (example), 512
reference, 512
usage, 511-512
Putable bonds, 53, 166
bond issue, 222
securities consideration, 419
Put-call parity relationship, 203-204
Put futures options, 762t
Put options, 195, 224
cost, 767-768
price, equation, 203
profits/losses, 201f
purchase, 199-200

protective put, impact, 752
writing/selling, 200-201

profits/losses, 201f

Put price, 223

Put provision, 166

Puts, sale, 750

PVO01. See Price value of abasis point
PVBP. See Present value of a basis point

Quality option, 738-739

Quality spread, 224

Quantitative analysis, 57

Quarterly compounding, annual compounding

(contrast), 17f

Quick ratio, 72

Quote-driven markets, 646, 647-648
order-driven markets, contrast, 648-649
structure, 128

Rainbow options, 759

Rate anticipation swaps, 712
Rate duration, 714-715

Rate reduction bonds, 677
Rating agencies, 165, 224, 697
Rating arbitrage, 438

Rating migration table, 700
Rating transition matrix, 700
Rating transition table, 700
Rational asset pricing theories, 636
Rational investors, asset trading, 270-271
Ratios
analysis, 100-102. See also Financial ratio analysis
classification, 58
Raw material, usage, 545
Real estate, cash flows, 53
Real interest rate, 163
Real options, 519-520
value, incorporation, 505
Real options valuation (ROV), 519-520
consideration, 520
Recapture depreciation, 464-465
Receivables
aging, 339
installment sales, 427
Recovery price. See Break-tver recovery price
Redemption value, 680,
Reference entity, 208
Reference interestiate, 210
Reference rate 24
example, 422-424
Refined ecor omic value added (REVA), 363
Refund ng riortgage bonds, 675
Refuning protection, 684
Petunaing provision, 683-684
“legional exchanges, 652
Flegression analysis, usage, 335-336, 619
Regression determination, coefficient, 729
Regression estimation, 728
Regression line, 335
Regulated investment companies (RICs), 138-140
costs, types, 140
types, 139
Regulation. See Banks; Disclosure regulation;
Financial activities; Financial institutions;
Foreign participants
degree, variation, 118
forms, 118
T, 660
U, 660
Regulatory constraints, 580
Regulatory hurdles, reduction, 315
Reinvestment income, 687
Reinvestment rate
assumption, 489
understanding, 491-492
percentage, 493
Reinvestment risk
degree, 690
exposure, 696—697
Reinvestments, assumptions, 489
Relative market capitalization, 643
Relative return, 143
Relative systematic risk, measurement, 618
Relative value, assessment, 240
Rembrandt market, 122n
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Reoffering price, 146
Replacement projects, 456
Reporting, ERM objective, 561
Repurchase agreement (repo), 123-124, 148
interest rate (repo rate), 124
Repurchase price, 124
Required rate of return (RRR), 451
compensation, 507
usage, 481
Required reserves
deposit, 135
ratio, change, 162
Required return
bias, 504-505
simplicity, 504
stipulation, 269
Reserve funds, 435
Reserve ratios, 135
Reset frequency, 707
Reset rate, 45t
Residential mortgage-backed securities (RMBS),
675-676
Residual decision, 308, 342
Residual loss, 298
Residual risk, 267
Resources
access, 315
allocation, inclusion. See Strategic plan
Responsiveness, 161
Restricted stock grants, 299
Retained earnings
book value, availability, 377
changes, 349

Retained risk, 564. See also Funded retaine’i =ick;

Unfunded retained risk
Retention risk, 570
Retroactive mandated projects, 456-457
Return
annualizing, 616
calculation, illustration; 609
distribution, 275-274
tails, 274
enhancement strategies, 755-756
explanation, 16
measures, alternatives, 608-611
ratios, analysis, 64
source, 63
Return on assets (ROA), 383
assumptions, 385t
ratio, 60, 64
equations, 61-62, 65
Return on equity (ROE)
decomposition, 66
ratio, 62
breakdown, 65-66
Return on investment (ROI), 58
ratio, 60-66
Return-requirement objective, client satisfaction,
716-717
Reuters, financial information, 231

REVA. See Refined economic value added
Revenue bonds, 678
Revenues, change, 467
Reverse cash-and-carry trade, 191
assumptions, 193
Reverse floaters, 423
Reverse inquiry, 422
Reward-to-risk ratio, 620
Risk. See Credit risk; Portfolio risk
adjustment, 617
appetite, 563
classification, 557
compensation, 517
control, ERM theme, 562
corporate level usage, 556
definitions, 555-558, 588
exposure, hedging, 704-705
factors, 255
finance, 564
hedging, ability, 421
incorporation. See Capita' pudgeting
certainty equivalcnt approach, 520-521
management, 562-565
responsibiliv;y dclegation, 555
strategice. 7S1-/54
marketprice, 266
measare, 274-276
scaadard deviation, usage, 588-592
variance, usage, 588-592
minimization, 741
money, time value (separation), 520
neutralization, 563-565
perception, increase, 558
periods, lenders, 443
phases, 441-442
portfolio, 560
preferences, incorporation, 520
quantity, 266
reduction, diversification (usage), 116-117

relationship. See Financial leverage; Marketable

securities

retention, 563

tolerance, 563

transfer, 563, 565-572

vehicles/instruments, 565

uncertainty, degree, 285, 506-507
Risk-adjusted rate, 517-519
Risk-averse investors, 260-261, 263
Risk-based capital requirements, 136
Risk-free asset

absence, 263

existence, 261

variability, absence, 265

variance, 264-265
Risk-free assets, risky assets (contrast), 585
Risk-free interest rate, excess, 557
Risk-free rate, 242, 256

absence, 262

equation, 618

expected return, equivalence, 257
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Risk-free return, 256
assumption, 517
Riskless arbitrage, 190
Riskless asset, 585
Risk management culture
ERM theme, 562
SOA definition, 562
Risk-management vehicles, 418
Risk premium, 164, 256. See also Non-Treasury
securities
addition, 230, 232
calculation, 257
default risk, impact, 164-165
economic meaning, 265-266
Risk-return combinations, 584
Risk/return combinations, availability (absence),
418
Risk-reward tranching, 436
Risky assets
portfolio
expected return, 587-588
selection, 596-601
risk-free assets, contrast, 585
RMBS. See Residential mortgage-backed securities
“Role of the CFO Today and Beyond” (Financial
Executives International Canada survey), 370
Round lot, 658
ROV. See Real options valuation
RRR. See Required rate of return
Rule 144A. See Securities and Exchange Commis-
sion
Rule busters, 421
Rural Electrification Administration, 674
Rural Telephone Bank, 674
Russell indexes, 627-628

Safety stock, 549
Sales
charge, one-time charge, 149
estimates, cash receiptsi/trans.ation), 339
force, inquiry, 421-42.2
forecasting, 334-357
GDP, impact, 336
measure, 335
prices, change (absence), 537
risk, 451, 557-558
Salomon Brothers, indexes, 710
Samurai market, 122n
Sarbanes-Oxley Act (2002), 120t
passage, 301
securities laws response, 300
Savings balance, value (change), 16
Savings deposit, 159
Scale differences, 497-498
Scheduled principal repayment, 40
Schering-Plough
beta estimate, 242
estimated price, 243
Schlitz Brewing Company, comparative advantage
(problem), 331

Scholes, Myron, 206
Sears, renovation plan, 332-334
Seasonal considerations, 337-338
Seasonality, impact, 338-339
Secondary market, 128-129
price, determination. See Shares
Second-generation OTC options, 757-761
Securities
analysis, 620-621
basket, 194
cost, 662-663
duration, estimation, 703
finance services, 145, 148-149
lending transaction, 148
margin purchase, 640-641
markets, federal regulation, 120t
maturity, 713
private placement, 145, 147
public offering, 145, 146-147
reference, 112
sale, 658
selection strategies, 71/-716
stripping, 230
trading, 145,147
underwritineg, 127
Securities’Act (1933), 120t, 127, 649
Securiti=s and Exchange Commission (SEC)
filinoe, 563
vegriations, 649
Rule 144A, 127-128, 147, 420n
trades, monitoring, 119
Securities Exchange Act (1934), 120t, 127, 659
Securities Investor Protection Act (1970), 120t
Securities Litigation Uniform Standards Act (1998),
120t
Securitization
cheap funding, 437
funding costs, relationship, 435-438
Securitization transaction, 429. See also Assets
complexity, 429
expense, 432
usage, reasons, 430—432
Security Analysis (Graham), 630
Security market line (SML), 268-269
Self-insurance captives, 571
Self-regulating organizations (SROs), 649-650
Seller, interest earning, 228
Sell hedge, 725
Selling group, assembly, 147
Sell limit order, 646
Sell stop order, 657
Semiannual cash flows, valuation, 227
Semiannual compounding, 21
Semiannual coupon payment, 222
Semiannual discount rate, 227
Semiannual inflation rate, 672
Semistrong form efficient, 129
Semivariance, 590
Senior bond classes, 430
Senior-subordinate structure, 430, 434-435
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Sensitivity adjustment, 728
Sensitivity analysis, involvement, 342, 345
Separately managed accounts, 143
Separate Trading of Registered Interest and Princi-
pal of Securities (STRIPS), 673
Serial bonds, 682
Services, goods/services, 539-540
Servicing, involvement, 428
Settlement date, 182, 228. See also Futures
contracts
knowledge, 194
Settlement price, 184-185
SFAS. See Statement of Financial Accounting
Standards
Shareholders, 288
equity, market value, 293
fee, RIC cost, 140
future cash flows, 235
return, 308
tax rates, differences, 312-313
wealth maximization
accounting irregularities, relationship,
300-301
social responsibility, relationship, 301-302
Shareholder value added (SVA), 363
Share prices
earnings per share, contrast, 294-295
efficient markets, relationship, 295-296
stock distributions/splits, announcement, 306
Shares
issuance, 139
absence, 140
secondary market price, determination, 147
Sharpe, William, 618
Sharpe Index, 617, 618
Shirking, 297
Shock rates, 702-703
Short futures, 182
Short hedge, 725-726
Short position, 182
Short put position, 200
Short selling, 194, 656-659
margin practices, 660
Short-term borrowing, impossibility, 533
Short-term construction lenders, 443
Short-term debt, 349
Short-term financing, 333
Short-term investment decisions, 455
Short-term lending, preference, 443
Short-term obligations, satisfaction, 67
cushion, availability, 72-73
Short-term reversal effect, 636
Short-term risk-free interest rate, 204, 205
Short-term trading responses, 637
Short-term Treasuries, yield, 174-175
Signaling Explanation, 307, 310
Simple filter rules profitability, study, 635
Simple filter rules strategies, 632
usage, 634-635
Simple interest, earning, 13

Simulation
analysis, 345
cash flow uncertainty, relationship, 234f
Single cost of capital, usage (impact), 521-522
Single-index market model, 603-604
Single-index performance evaluation measures,
617-619
Single interest rates, 225
Single-parent captives, 571
Single-period investment horizon, 261
Single-period portfolio return, measurement,
585-587
Single step-up note, 681
Sinking fund call price, 685
Sinking fund provision, 683, 684-685. See also
Accelerated sinking fund provision
Small bid-ask spreads, 701
Small Business Administration, 674
loan-backed securities, 677
Small-capitalization firms. iaovitoring, 641
Small-capitalization mai agers, 644
Small Cap Market, 62
Small-firm effect. 511
strategy, 641
Smith, Adaru; 276
SML. See'Security market line
Social peril 557
Sociai osponsibility, shareholder wealth maximiza-
tion (relationship), 301-302
Saciety of Actuaries (SOA), enterprise definition,
560
Sole proprietorships, 286-287
characteristics, 292t
corporations, contrast, 289
income report, 287
Soros, George, 141
Sovereign entity, involvement, 444
Specialist status, loss, 653
Specialized market index, 717
Special-purpose entity (SPE), 428-429
Special purpose service system district, 678
Special-purpose vehicle (SPV), 428-429, 545
Spitzer, Eliot, 571
Sponsor, 440
Sponsored projects, reasons, 441
Spot market, 126
value, 721
Spot rates, 169-173. See also U.S. Treasury spot
rates
usage, 233
Spread, 164. See also Credit; Quality spread
duration, 700, 707-708. See also Fixed rate
bonds
SROs. See Self-regulating organizations
Stable Paretian distribution, 276
Stakeholders, 301-302
communication, 562
wealth maximization, 302
Stand-alone risk, 508
Standard deviation, 259
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equation, 589
limitations, 274-276
products, 591
usage, 588-592
Standard & Poor’s 100 index (OEX), 748
Standard & Poor’s 500 index (SPX), 748
Standard & Poor’s 500 (S&P50)
cash index, 731-732
futures contract, 731-732
dollar value, 723
futures index, 733
performance, 425-426
return, comparison, 616-617
stock market indicator, 627
Standard & Poor’s Corporation, 165, 675, 697
Starting dividend, 242
Start-up phase, 442-445
Statement of cash flows, limitation, 88-93
Statement of Financial Accounting Standards
(SFAS), No. 95, 89
Static NPV, 520
Steep yield curve, 174
Step-up notes, 681. See also Multiple step-up note;
Single step-up note
Stock appreciation right, 299
Stock index futures
applications, 724-736
contract, dollar value, 723
features, 722-723
pricing, 723-724
usage, 721. See also Asset allocation decision;
Equity
Stock market. See U.S. stock market
index, 625-626
indicators, 625-628
pricing inefficiency, 641
strategies, 631-642
structures, 649f
types, 646-649
upward movements, co'trol, 034
Stock market crash (1929, i¢gulation, 121
Stock options, 299, 747
examination, 748
usage. See Equity
Stock-out
allowance, 549
increase, 552
Stock prices
dividends, relationship, 237-238
movements, hedging, 725
reduction, 304-305
weighting, 625
Stocks
direct purchase, 735
distribution, 304-306
announcement, 306
dividends
declaration, 305
motivation, investor determination, 305-306
payment, 302-303

equal weighting, 625
expected sale price, 238
funds, 140
high expected returns, purchase, 640
indexes, OTC options, 762
mispricing, 240
ownership, 299
performance
achievement. See Common stock
empirical findings, 636
portfolio, risk control, 725
pricing, passive strategies, 643
replacement strategy, 736
repurchases, 311-314
impact, 313
reasons, 312-313
S&P record, 314
return rate, probability distribution, 588t
shares
distribution, 304
issuance, 386
short-selling, 636
splits, 302-303
announceriicnis-306
motivarieis, iavestor determination, 305-306
stocl dividend, comparison, 305
termination date, 753
vaication, 237-238
models, 221
value, 299
Scop-limit order, 657
Stop order, 656-657. See also Buy stop order; Sell
stop order
dangers, 657
Strategic ERM objective, 561
Strategic goals, continuation, 369
Strategic NPV, 520
Strategic plan, 327
resource allocation, inclusion, 331
Strategic risk management, ERM theme, 562
Strategy. See Financial strategy; Investments
action plan, 327
budgeting, relationship, 329f
performance dimensions, relation, 367f
value
addition, 330-331
creation, relationship, 369-372
relationship, 328-331
Stress testing, 562
Strike price, 195
calculation, 766f
Stripped MBS, 676, 716
Stripped Treasury securities, 673
Stripping, 230
STRIPS. See Separate Trading of Registered Interest
and Principal of Securities
Strong form efficient, 129
Structural arbitrage, 436-437
principle, 437
Structured bond portfolio strategies, 716, 718
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Structured finance, 418
risk transfer, 565
Structured insurance, 569
Structured notes, 419
creation, 419, 422
steps, 422
examples, 423-427
payoffs, 421
usage, 421
Structured portfolio strategies, 581-582
Structured settlements, insurance product, 137
Student loan-backed securities, 677
Subordinate bond classes, 430
Subperiod return, 610
average, calculation, 610-616
averaging methods, 611t
unweighted average, 611
Substitutes, threat, 371, 372
Substitution swap, 715-716
Summation notation, usage, 28
Suppliers
bargaining power, 371
capital value, 390t
cost, 394
Supranational institution, 149-150
Sustainability
concept, prominence, 558
risk, 557-558
SVA. See Shareholder value added
Swap option, 738-739
Swap rate yield curve, 177-178
Swaps, 206-209
agreements, counterparties, 207
contract, expiration, 424
counterparty, 420
curve, 177
definition, 420n
interpretation, 208-209
types, 206-208
Symmetric risk/reward rel:ticnsnip, 196-197
Syndicated bank loan, 1.8
Systematic portfolio rick, 267f
Systematic risk, 256, 261
defining, 266-267
factors, 256
acceptance, 270
excess return, 273
measure, 257. See also Relative systematic risk
unsystematic risk, relationship, 266-268

Taft-Hartley plan, 143
Take-and-pay contract, 445n
Take-or-pay contract, 445n
Take-out financing. See Long-term take-out financ-
ing
Takeover defense, 399-400
Tangible assets
inclusion, 78
value, 111-112
Targeted block repurchase, 312

Taxable bond, selection, 168
Taxable income
determination, 320-322
generation, 393
insufficiency, 391-392
Taxable municipal bonds, 678
Tax-backed debt obligations, 678
Tax clientele, reference, 309
Taxes
basis, 460
havens, 320
impact, 507
Tax-Preference Explanation, 307, 309-310
Tax Reform Act of 1986, 320
Tax-related cash outflow, reduction, 469
Tax Relief and Health Care Act (2006), 309n
Tax shield, 391, 461. See also Unused tax shields
TCO. See Total cost ownership
Technical analysis
description, 632-633
fundamental analysis. cor trast, 629-630
usage, 630
Technical approaciics, 632
Technology aczes; 215
Tender offer; 12
Tennesses v-lley Authority (TVA), 673
bonds, 1ssuance, 680
govainment-owned corporation, 131
Teoninal price, 238. See also Expected terminal
price
Terminal value, 493
-term investment
Term loan schedule, 44t—45t
Term structure. See Interest rates
shape, determinants, 173-175
Term to maturity, 679
Theoretical futures price, 191
calculation, 723
examination, 192-194
Theoretical option price, derivation, 205-206
Theory fishing, 278-279
Theory of portfolio selection. See Portfolio selec-
tion theory
Thin capitalization, 321
Third-party guarantees, 433
Three-stage DDM, 245
Three-stage dividend growth models, 235
Three-stage growth models, 245-246
Time deposit, 159
Time premium, 203
Times interest-covered ratio, 81
Time value. See Cash flows
Time-weighted (geometric) rate of return, 612-613
method, 611t
results, 614-615
values, 613
Timing costs, 662
Timing short-term factor trends, 620-621
TIPS. See Treasury Inflation Protected Securities
Tokyo Disneyland (cat bonds), 570
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Tootsie Roll Industries, dividend payment, 306-307
Top-down approach, bottom-up approach (con-
trast), 629
Top of the book, 647
Total assets to shareholders’ equity, ratio, 65-66
Total asset turnover ratio, 78
Total capital expenditures, 95
Total cost, equation, 548
Total cost ownership (TCO), concept (proposal),
505-506
Total debt-to-assets ratio, 80
Total inventory cost, 546-547
Total quality control (TQC), 550
Total risk, 267, 508
Toyota Motor Corporation
JIT implementation, 549-550
securities trading, 122
Toyota Motor Credit Corporation, 570
TQC. See Total quality control
Tracking error, 604-607. See also Ex ante tracking
error; Predicted tracking error
contrast, 607
distribution, 605
risk, 732
Trade credit
cost, 538
implicit cost, 538-539
insurance, 566
Traded flat price, 682
Trade-off theory, capital structure (relationship),
401-402
Trades
opportunity cost, 662-663
timing cost, 662
Trading
costs, 661-663. See also Explicit traaing costs;
Implicit trading costs
mechanics, 656-664
Trading at a discount, 140
Trading at a premium, 147
Traditional fundament~i ¢nalysis, 630
Traditional insurance, usage, 565-567
Traditional private placements, 128
Tranches, 429
Tranching. See Cash flows; Risk-reward tranching
Transactions
costs, 194, 661-663, 721
ignoring, 197
reduction, 113, 736
impact cost, 662
level, increase, 470
structuring, usage, 418
Transfer fees, 662
Transfer prices, 322
impact, example, 323t
Transportation contracts, 440
Treasury bills. See U.S. Treasury bills
Treasury bonds. See U.S. Treasury bonds
Treasury Inflation Protected Securities (TIPS), 53,
672-673

Trend analysis, usage, 562
Trends, types, 634
Treynor, Jack, 617
Treynor Index, 617-618
True market portfolio, 269
True return, 16
Truth in Savings Act (1991), 46
Turnkey operating project, credit risk, 443
Turnover ratios. See Accounts receivable; Fixed
asset turnover ratio; Total asset turnover ratio
examination, 64
TVA. See Tennessee Valley Authority
Two-asset portfolio
assets, inclusion, 596-597
portfolio risk, measurement, 590-591
Two-stage dividend growth, 235
Two-stage growth, 244-245
Two-stock portfolio, return (variance), 594

Uncertainty
degree, 479, 526
handling, 559
source, 507
Underlying, 182, :19¢
cash pavmerts. andcipation, 205
expectea volatility, 205
market price, 204
Unde=i; ing asset, market price, 204
Underlying index, dollar value, 748
Underpriced stocks, selection, 616-617
Underwriting. See Securities
standards, 428
syndicate, 146
Unequal lives, 498-500
Uneven cash flows
series, future value, 25f
value, determination, 29
Unfunded retained risk, 564
Unique return, 619
Unique risk, 267
United States Postal Service (USPS), government-
owned corporation, 131-132
Unit trust, 139n
Unlisted market, 654
Unlisted stocks, market, 653-654
Unperturbed price, 662
Unsecured debt, 675
Unsystematic portfolio risk, 267f
Unsystematic risk
acceptance, 273
designation, 267
factors, 256
systematic risk, relationship, 266-268
Unused debt capacity, 403
Unused tax shields, 391-393
Upgrade, 700
Upside exposure, 752
Upstairs dealers, 648
Upward-sloping yield curve, 173
distinction, 174
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U.S. Aggregate Index, 669
sectors. See Lehman Brothers U.S. Aggregate
Index
U.S. City Average All Items Consumer Price Index
for All Urban Consumers (CPI-U), 672
U.S. companies, revenues, 338f
U.S. corporations
dividends payment, 307
quarterly revenues, 337
U.S. Department of the Treasury, securities issu-
ance, 256
U.S. dollar-denominated cash flows, 54
U.S. Federal Reserve System, role, 155
U.S. government bonds, 671
U.S. International Banking Facilities, dollar depos-
its, 123
U.S. regulatory structure, potential changes,
121-122
U.S. stock market, 649-656
big picture, 650f
indexes, 626t
U.S. Treasury bills (T-bills), 123, 671
money market securities, 534t
portfolio, 735
yield, 733
U.S. Treasury bonds
cash flows, 52
contracts, usage, 736—744
futures
comparison, 769t
usage. See Asset allocation decision
futures contract
CTD issue, 765
delivery process, 737
pricing, 739-740
U.S. Treasury futures contracts, usage. 721
U.S. Treasury futures options, Blackodel, 773
U.S. Treasury notes, 671
contracts, usage, 736—744
futures contracts, priciriy, 739-740
U.S. Treasury securities; 671-6/3
cash flows, 52, 229
options valuation, Black-Scholes model,
771-773
theoretical value, determination, 232t
traditional approach/arbitrage-free approach,
comparison, 231t
types, 671-673
yield, 242
U.S. Treasury spot rates, 170
usage, 231. See also Valuation
Useful life, 455
Utility function, 583-584
usage, 602f
Utility functions, estimation (inability), 601

Valuation
multiple discount rates, usage, 226-227
principles, 51-55
process, 5

traditional approach, 229-230
Treasury spot rates, usage, 231-233
Value
addition, 330-331. See also Strategy
manager, price concern, 645
relationship. See Strategy
Value creation, 331
management attention, 372
sources, 370-372
Valued contract, 565-566
Value Line Composite Index, 625-626
issues, coverage, 627
Value Line Investment Survey, 242
Value-weighted index, 626
Variable, forecast, 336
Variance
equation, 589
limitations, 274-276
square root, 259
usage, 588-592
Variance minimization anptoach, 717
Variation margin, 18
absence, 189
examination; 155186
Veasey, Noriian, 556
Verizon Coromunications, performance, 621
Vertical common-size analysis, 84
Visibie markets, 663-664

Vages, cash outflows, 341
\7al-Mart Stores, Inc.
cash flows, 93f
greeters, comparative advantage, 329
revenues/operating profit/net income, 93f
Walt Disney Company
bonds, issuance, 680
sales, increase, 337
Washington Metropolitan Area Transit Authority, 674
Weak form efficient, 129
Wealth management, 7
Weighted average cost of capital (WACC), usage,
514-51S5, 518-519
Weighted covariance, 590-591
Weirton Steel, cash flow to debt, 103f
Wild-card option, 739
Wilshire Associates, 627
Wilshire indices, 627-628
Winners, 635
Working capital, 67
asset collection, 449
benefits, 526
change, 470-472
concept, 88-89
decisions, evaluation, 525
Work-in-process, 545
inventory, 546
Worldcom, expense accounting (failure), 300
Wyeth
beta estimate, 242
estimated price, 243



Index

n

Xerox, earnings restatement, 300

Yankee market, 122
Yield curve, 169, 680. See also Downward-sloping
yield curve; Inverted yield curve; Positively
sloped yield curve; Swap rate yield curve;
Upward-sloping yield curve
flattening, 712-713
shapes, observation, 170f
shift, 712. See also Nonparallel yield curve shifts
assumption. See Parallel yield curve shift
assumption
relationship. See Duration
types, 712-713
spread, 169
steepening, 712-713
steepness, 174
strategies, 712-715
types, 713-714
Yields. See Investments
calculation, 46-51
illustration, 766f
procedure, 691
comparison, 46
enhancement, potential, 420-421
interest rate, relation, 50
IRR, comparison, 488
manager, 645

measures, 686—-693
requirement, 239
six-month yield, 51
Yield spread strategies, 715
Yield to call, 690-691
return sources, consideration, 691
Yield to first call, 690
Yield to maturity (YIM), 51, 688-690
realization, 689-690
Yield to put, 691-692
Yield to refunding, 690
Yield to worst, 692

Zero-cost collar, 754

Zero-coupon bonds, 229, 685
disadvantage, 681
issuance, 230
package, perspective, 230
periodic coupon payments, ahsence, 681
usage, 233
valuation, 228

Zero-coupon instrum’nts, 086—687
exception, 687

Zero-coupon seeurity, issuance, 170

Zero-couporirezsury security, 673
investmet, 172
spot ‘ate, -xample, 170-171

Zerca:estment, riskless profit (realization), 190
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