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A
AB InBev (ABI), 446
Able Manufacturing, Inc., private company 

valuation case illustrations, 523–524, 
526–527, 551–553

Abnormal earnings, 468
Abnormal returns, 3
Above-market expenses, 522
Absolute valuation model, 18–20
Accounting:

estimates, 371n
residual income model and, 488–503

 Accumulated other comprehensive income 
(AOCI), 490, 493

Acquisitions, 5, 517, 529
Adams, Jill, 65
Add-back method, 307, 419
Adjusted beta, 247
Adjusted book value, 406, 546
Adjusted present value (APV), 298n
Adjustments, private company valuation and, 522
ADR ratio, 373
ADT Security Services, Inc., 104
Advertising and promotion (A&P) expenditure, 160
Aerospace industry, government purchases and, 

132–133
After-tax cost of capital, 302, 329
Afton Mines, 251
Agency issues, 515
Ahold, 168
AICPA, 554
AICPA Toolkit, Valuation of Privately-Held Equity 

Securities Issued as Compensation, 544n
Air France-KLM, 208–209
Airline industry:

assumptions and, 208–209
industry analysis and, 134–135

Alleghany Corporation (Y), 65, 67
Alpha, 3

Ex ante, 42
American Depositary Receipt (ADR), 373
American Gas Association (AGA), 12

American Institute of Certified Public 
Accountants (AICPA):

Assets Acquired in a Business Combination to Be 
Used in Research and Development Activities: 
A Focus on Software, Electronic Devices, and 
Pharmaceutical Industries

Consideration of Fraud in a Financial Statement 
Audit, 14

American Petroleum Institute (API), 12
American Society of Appraisers (ASA)
America Online (AOL), 542
Amortization, 419n
Analysts, communicating with, 6

Anheuser-Busch InBev (ABI), 104
Annual reports, 102, 104, 140
Apple, 193, 207
Appraisal Foundation, 539n

Identification of Contributory Assets and the 
Calculation of Economic Rents, 554

Aqua America Inc. (WTR), 250
Arbitrage pricing theory (APT), 68
Argentine pesos (ARS), 334
Arithmetic mean, 49, 51, 52–53
ASC 805, 519, 536n
ASC 820, 537, 537n
ASML Holdings NV, 105–106
Asset-based valuation, 520, 545–546
Assets:

holding companies, 169
nonearning, 427
nonoperating, 345–346, 521, 551n
turnover ratios, 281, 385
See also specific types of assets

AstraZeneca PLC (AZN), 370–371
AT&T (T), 96, 123
Auction rate securities, 519n
Audits/audit firms, 17, 428, 502
Australian and New Zealand Standard Industrial 

Classification (ANZSIC), 101
Average selling price (ASP), 195
Axis Manufacturing Company, Inc. (AXCI), 

residual income calculation, 465–466
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B
Baby boom, post WWII, 131
Backfilling, 56
Back-testing, 447
Baggai enterprises, dividend growth rate case 

illustration, 279–280
Balance sheet:

forecasted, 211, 221
modeling, 172–174
residual income valuation, 498

Baltika, company analysis, 180–184
Bank of Canada, 246
Bankruptcy, 517
Barclays PLC (BARC/BCS), book value case 

illustration, 404–407
Barra, 96
Based on fundamentals, 365n
Basic earnings per share, 369
BCe Inc. (BCe), dividend yield calculation, 

423–424
Benchmark, 5, 7, 384
Benchmark beta, 66, 67
Benchmark company, 67
Benchmark multiple, 34, 363, 364, 442
Benchmark P/e, 386, 394
Benchmark value:

mispricing and, 398
of the multiple, 364, 383, 385, 391

Benchmark weights, 21
Beta, 336. See also Benchmark beta; Historical beta
Beta-adjusted size premium, 75
Bias. See also Look-ahead bias
Bill-and-hold basis, 412
BIRR (Burmeister, Roll, and Ross) model, 74
Blockage factor, 26
Bloomberg L.P., 272
Bloomberg screen, 63, 63n
Blume adjustment, 62
Blume method, 64
Board of directors:

controlling ownership and, 25, 522
dividend policy, 232, 236, 237, 313
dividends and, 19
functions of
loans
turnover

Bombay Stock exchange (BSe) Sensex 30
Bonds:

convertible, 172, 369
emerging market, 79
indenture, 19
rate, 63

valuation, 19
yield plus risk premium (BYPRP) method,, 77

Bono, Steve, 335
Book value:

Book-to-market (B/M), 376
defined, 362
per share (BVPS), 240

Boston scientific, 119
Bottom-up forecasting approach, 18, 33, 151
Bottom-up investing, 18n
Bouvier, elaine, 269–271
Boyd Gaming Corp. (BYD), forward P/e 

calculations, 378–379
BP p.l.c. (BP), forward P/e case illustration, 

380–381
Brazilian reais (BRL), 335–336
Breakup value, 22
Bridgestone, 385
Brink’s Home Security, 103–104
Brokerage, 26n
Bubbles, stock market, 411
Buffett, Warren, 15
Bugg Properties, 471–472
Build-up method, 39, 47, 60, 75–79, 82
Business cycle, sensitivities, 94–95
Business-cycle influences, 372–373
Business cycle risk, 74
Business enterprise value (BeV), 538n
Business strategy, evaluation of, 6
Buy-side analysts, 26

C
Call options, 251, 538n
Cane Distribution, Inc., 303–304
Canon, Inc. (CAJ), 478–479
Capex, 218
Capital:

appreciation, 58, 59, 252, 422
budgeting, 298n
expenditures, 173
gains yield, 41, 252, 259
invested, 173
investment, 24, 105, 106, 112, 175, 176, 207, 

217, 218, 239, 281, 313, 432
leases, 468
market, 13, 24, 26, 60, 401, 423
structure, 330–332

Capital asset pricing model (CAPM), 60–68
beta, 61
beta estimation, public company, 62–66
beta estimation, thinly traded stocks/nonpublic 

companies, 66–68
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expanded, 528
global, 47
Gordon growth model, 247, 248, 249, 258, 

269, 270
justified P/S and, 415
one-period model, 53
private company valuation, 528, 530, 530n, 

531, 532, 558
required return on equity using, 64, 65, 67
residual income valuation, 470, 475
sensitivity analysis, 335
small companies and, 528

Capital charge, 466
Capital expenditures, 525–526
Capital investments, 218
Capitalization of earnings method, 528
Capitalization rate, 251, 534
Capitalized cash flow (CCM) method, 527, 528, 

533–535, 549
Capitalized cash flow models, 299n
Capitalized income method, characterized, 528
Carlsberg, 190
Carl Zeiss Meditec AG (XeTRA: AFX),  

262–263
Carrefour SA (CA):

dividend discount model and, 242
input costs and, 188–189
justified P/e, 257–258

Carried interest, 545n
Cash:

excess, 345, 345n
expenditures, 307

Cash flow:
discount rate and, 45
discount rate selection in relation to, 82
estimation, 521–527
free (see Free cash flow)
meanings/contexts, 238
negative, 339
present value of
streams, 19, 299, 328, 347

Cash flow from operations (CFO), 297
Cash flow statement modeling, 172–174
Cash-generating unit, 517, 517n
Cash tax rate, 169
Catalysts, defined, 4
CFA Institute Code of ethics and Standards of 

Professional Conduct, 12
Clean surplus accounting:

book value of equity and, 240n
violations of, 489–497
See also Residual income valuation

Closed-end investment companies (CeICs), 545, 
549

Coca-Cola Bottling Company (COKe), dividend 
discount model case illustration, 236–238

Coefficients of determination, 68
Cognac industry, 209–223
Colgate-Palmolive Company, 400–401
Colorpak Ltd. (CKL), valuation indicators case 

illustration, 445
Company, levered, 297–298
Company analysis, 135–139

about, 148
cyclical/non-cyclical companies, 94–95
differentiation strategies, 135, 136
elements covered in, 136–139
industry analysis and, 92
industry sectors and, 98–99
low-cost strategy, 135
spreadsheet modeling, 139, 142

Company model, 209–223
company overview, 210–211
industry overview, 209–210
pro forma income statement, 211–217
segment financial information, 211

Company size, 521
Company-specific factors, 515–516
Company-specific risk, 528
Comparability with other companies, 374
Comparables, 383–395

P/B valuation, 408–410
peer-company multiples, 385–389
significance of, 363
terminal price based on, 397–398

Compensation
adjustment and, 522
share-based payments, 517

Compensation plans, 17
Competitive analysis, 8–10
Competitive strategy, 135
Compiled financial statements, 524
Compliance valuations, 518
Compound annual growth rate (CAGR), 197, 198
Compounding, 41, 52, 53
Comprehensive income, 477n, 488, 489–490
Compustat, 62
Conference calls, 13, 27, 148
Confidence risk, 74
Conglomerate discounts, 24
Consensus:

analyst estimates, 57, 59
expectations, 3, 57
forecasts, 107, 368, 389, 475
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Consideration, form of, 540
Continental AG, 385
Contingent consideration, 519n, 542
Continuing earnings, 370
Continuing residual income, 480
Continuing value of stock, 263
Control, private companies and, 516
Controlling equity, 24, 239
Controlling interest, 547
Control premium, 25, 539, 540,  

540n, 547
Cookie jar reserves, 502
Cooper Tire and Rubber (CTB), 385
Core earnings, 370
Corporate events, evaluation of, 5–6
Corporate income tax, 169, 217
Cost approach, 545
Cost leadership, 9
Cost of capital, 28, 39, 46, 109, 113n, 136, 

155, 255, 260, 273, 299, 302, 467. See also 
Weighted average cost of capital

Cost of debt, 42
Cost of equity (COe), 42, 465
Cost of goods sold (COGS):

about, 158–159
accounting choices and, 161n
in pro forma cash flow statement, 213
in pro forma income statement, 213

Cost projections, 190–192
company costs, 190–192
industry costs, 190

Country premium, 63, 79, 83
Country return, 333, 334
Country risk rating estimates, 63n
Country risk rating model, 80, 83
Country spread model, 79
Covariance, 48, 61
Coverage ratios, 385
CR Bard Inc. (BCR), P/S comparables approach, 

416–417
Cross-country comparisons, P/es in, 395–397
Cross-sectional regression, predicted P/e based 

on, 381–383
Cyclical businesses, 372
Cyclical companies, 94–95

D
Danone, 159–160
Debentures, 79
Debt:

beta and, 67
cost of, 529

ratio, 323
ratio (DR), 327

Declining growth rates, 269–271, 339–343
Default risk premium, 77, 78, 393
Deflation:, cost projections and, 190–192
Delacour, Françoise, 44–45
Demand, cannibalization tablets/PCs, 193–203
Demand-side analysis, 53, 53n, 59n
Depletion, 400, 418, 419, 419n
Depreciation:

capex, amortization and, 218
free cash flow valuation, 525

Development-stage companies, 516–517, 521
Diebold, Inc., revenue recognition case 

illustration, 412
Differentiation, 9
Digital imaging, 130
Diluted earnings per share, 369
Dilution, defined, 369n
Disclosure requirements, 29
Discounted abnormal earnings model, 468
Discounted cash flow (DCF) method, 527
Discounted cash flow (DCF) model:

about, 283–285
characterized, 19, 232, 546
free cash as basis for valuation, 223
Gordon growth model (see Gordon growth 

model)
multiples and, 365–366
terminal value and, 207
using specified, 203

Discounted dividend models (DDMs):
Gordon growth model (see Gordon growth 

model)
required return estimate using, 274–275

Discount rate:
acquisition context, 529
defined, 45
international stocks and, 334
private company valuation, 529–532
selection in relation to cash flows, 82

Discounts:
conglomerate, 24
lack of control (DLOCs), 548
lack of marketability (DLOMs), 549–554, 556
marketability, 25, 547
private company valuation, 546–553

Divestiture, 5
Dividend discount model (DDM):

characteristics of, 19
estimating a required return, 274–275
multiple holding periods, expression for, 242–244
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multistage, 276
single holding period, expression for, 241–242
spreadsheet (general) modeling, 272–274
three-stage, 267–272
two-stage, 261–263

Dividend displacement of earnings, 277, 423
Dividend(s):

cash, 332
cash flows and, 232
policies, 232, 236, 237, 313

Dodd, David L., 366
Doe, Jane, 551–553
Dow Jones Industrial Average/Index, 15, 96, 

373n, 384, 467
Drugstore chains, retail, 155–158
Due diligence, 27
DuPont (DD), stock valuation, 263–264
DuPont analysis, 489
DuPont formula, 280, 285
Duration, 53n
Duvall, James, 523, 524, 526, 527, 529, 534, 

540, 541, 543
Dynamic random access memory (DRAM), 116

E
early-stage development companies, 532
earnings:

dividend displacement of, 277
extremely low, 376
negative, 374–375
normalized, 204, 520n, 521–527
quality (see Quality of earnings analysis)
surprise, 437, 438–439
yield, 375, 376

earnings per share (ePS):
basic, 369
diluted, 369
method of comparables and, 363
normalized, 372
P/e’s and, 367
See also Price multiples

earnings retention rate, 276, 380
earnings retention ratio, 273, 277, 278
earnings yield, 375
eBIT (earnings before interest and taxes), 215, 

297, 323–324
eBITA (earnings before interest, taxes, and 

amortization), 432
eBITDA (earnings before interest, taxes, 

depreciation, and amortization), 297, 
329–330, 362, 538

economic profit, 468

economic sectors, 384
economic Value Added (eVA), 468–469, 503
economies of scale, 155
edwards-Bell-Ohlson (eBO) model, 468
effective tax rate, 169
efficient markets view, 58, 60, 274
efficient market theory, 2
e. I. DuPont de Nemours and Company (DD), 

263–264
eMC Corporation (eMC), enterprise value 

multiples case illustration, 430–431
emerging markets, 79
employee:

severance pay, 307
stock ownership plans (eSOPs), 517

employee stock ownership plan (eSOP), 517
energen (eGN), discounted dividend case 

illustration, 269–271
energy, information sources, 12n
energy Information Administration (eIA), 12
enron Corporation, 27
enterprise value (eV):

business enterprise value and, 538n
determining, 427
to sales, 433
See also enterprise value multiples

enterprise value multiples, 426–435
comparison with price multiples, 433–435
defined, 362, 426
denominators in, alternative, 432
enterprise value to sales, 433
eV/eBITDA, 426–431
other commonly used, 432
price multiples and, 433–435
rationale for using, 426

enterprise value to eBITDA (eV/eBITDA), 
426–431

based on forecasted fundamentals, 430
calculating eV/eBITDA, 427–430
determining enterprise value, 427
drawbacks to, 426
rationales for using, 426
valuation based on comparables, 430–431

enterprise value to sales (eV/S) ratio, 433
entry price, 519
equilibrium, 60–61
equinix (eQIX), 444
equity:

capital, 173, 251, 305, 320, 321, 321n, 322, 
364, 365n, 432, 464, 465, 466, 503, 550n

charge, 465–466
financing, 81, 529, 544n
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equity (continued)
index, 21, 48, 55, 57n, 58, 59, 61n, 63, 69, 

102, 384, 391, 440–441
market, 47, 48, 53, 57, 59, 61, 68, 76, 79, 82, 

96, 250, 260, 390–391, 392–393, 515
premium puzzle, 53n
risk model, 4
risk premium (see equity risk premium)

equity risk premium:
defined, 47
forward-looking estimates, 57–60
historical estimates, 48–56

espinosa, Carla, 325–326
estate tax, 518
european Aeronautic Defence and Space 

Company (eADS), 132–133
european Petroleum Industry Association 

(eUROPIA), 12
eurozone, 57
eV/eBITDA, 421, 451
everett, Jane, 307–308
Ex ante alpha, 42
Ex ante estimates, 57
excess cash, 345, 345n, 521
excess earnings method (eeM), 527, 528, 

535–536
exchange rate, 79, 153, 212
exchange-traded funds (eTFs), momentum 

valuation indicators and, 440–442
ex-dividend date, 246
exit price, 519
expanded CAPM, 513, 528
expected growth rate in real earnings per share 

(eGRePS), 59
expected growth rate in the P/e ratio (eGPe), 

59, 60
expected holding-period returns, 41
expected income component (eINC), 59, 60
expected inflation (eINFL), 59
expected return:

estimates, from intrinsic value estimates, 43–44
required rate of return and, 42–43

expenses:
above-market, 522
financing, 168

expenses. See specific types of expenditures
experience curve, 107
external influences, industry analysis, 129–135

case study, 134–135
demographic influences, 130–131
governmental influences, 131–132
macroeconomic influences, 129

social influences, 133–134
technological influences, 129–130

exxon Mobil Corporation (XOM), 438–439

F
Face value, 54, 371
Factor beta, 68
Factor risk premium, 68
Factors, 25n
Factor sensitivity, 68
Fair market value, 4, 518
Fairness opinions, 6
Fair value:

defined, 4n, 407n
financial reporting, 519
hierarchy, 537n
litigation, 519
residual income valuation, 498

Fama, eugene, 68–73, 383, 384n
Fama-French three-factor model (FFM), 68–73, 

383
Federal Reserve, 209, 391
Fed Model, 391–392, 392n, 393
Financial Conduct Authority (UK), 542
Financial information, quality of, 515
Financial modeling, 148–176

income statement modeling, 148–154
Financial ratios, 385
Financial reporting:

fair value and, 519
goodwill impairment, 517

Financial reports analysis, 10–11
historical performance, 10
information sources, 12–13

Financial risk, 234, 368
Financial services company, valuation of, 546
Financial statements:

compiled, 524
reviewed, 524

Financial Times Stock exchange (FTSe), Global 
Classification System, 384

Financial transaction, 539
Financing, private, 516–517
First-in, First-out (FIFO), 374
First-mover advantage, 263
Fiscal year, 377
Fitch, 78, 79
Five-factor BIRR model, 74
Fixed assets, 19, 167, 173n, 234n, 316, 325, 417, 

419n, 490, 535, 536, 536n
Fixed-rate perpetual preferred stock, 250
Focus, 9
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Forecasted fundamentals:
method based on, 365–366
P/B valuation, 407–408
P/e valuation, 379–383

Forecast horizon, 147, 224, 239, 240, 243, 463, 
480, 482, 483, 486, 504

Forecasting:
company performance, 17–18
long-term, 203–209

Foreign currency, 212, 490
Foreign exchanges, 212, 255
Forward dividend yield, 252
Forward-looking estimates:

characterized, 57
Gordon growth model, 57–58
macroeconomic model, 58–60
survey estimates, 60

Forward P/e:
calculating, 377–379
defined, 365, 368
trailing P/es and, 388

Franchise agreements, 10
Franchise-value approach, 256
Free cash flow (FCF):

analyst adjustments to CFO, 327
as basis for DCF valuation, 223
characterized, 296, 527–528
complicated capital structures and, 330–333
defining, 297–298
discounted cash flow method and, 527
distinguished from dividends and earnings, 

327–329
forecasting, 301–334
lack of control discounts and, 549
method, 533
present value of, 298–299
private company valuation, 525–526
sales and, 325
sales growth and, 325–326

Free cash flow to equity (FCFe):
characterized, 19, 238–239
computation from eBIT/eBITDA, 318–320
computing from free cash flow to the firm, 

312–318
defined, 238, 297
forecasting, 322–327
net income, mistake of using for, 329–330
present value of, 299
private company valuation, 525–526
sales forecasts and, 326
sensitivity analysis, 334–336
single-stage growth model, 301, 333–334

three-stage growth models, 343
two-stage growth model, 336–343
uses-of-free-cash-flow basis, 320–322

Free cash flow to the firm (FCFF):
characterized, 19
computation from eBIT/eBITDA, 318–320
computation from net income, 301–305
computation from statement of cash flows, 

305–307
computation of FCFe from, 312–318
defined, 238, 297
eBITDA, mistake of using for, 329–330
forecasting, 322–327
noncash charges, 307–312
preferred stock in capital structure, 330–331
present value of, 298–299
private company valuation, 525–527
sensitivity analysis, 334–335
single-stage growth model, 299–300
three-stage growth models, 343–345
two-stage growth model, 336–337
uses-of-free-cash-flow basis, 320–322
weighted average cost of capital and, 529

French, Kenneth, 68–73, 383, 384n
FTSe, 96, 384
Fundamentals:

defined, 5
peer-group comparison, 388–389
terminal price based on, 397
See also Forecasted fundamentals

Future cash flow, present values of the expected, 
244

G
GATX Corporation, 385
Generally accepted accounting principles (GAAP):

home-country, 502
income statement modeling and, 148
See also US Generally Accepted Accounting 

Principles (US GAAP)
General Motors (GM), 464
Geometric mean, 49, 51, 52–53
Getinge AB, price multiples case illustration, 

price-to-sales (P/S) ratios, 415–417
Gift tax, 518
Global Industry Classification System (GICS), 

93, 384, 385, 385n
Going concern, 4
Goodwill:

adjustments and, 436
defined, 404, 468
impairment, 371, 514, 517, 525, 536, 542
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Goodwill impairment tests, 517
Google, Inc., Gordon growth model case 

illustration, 255–256
Gordon growth model, 244–260

equation, 245–251
expected rate of return estimation with, 259
implications of, 252
implied dividend growth rate, 253–254
with negative growth, 251
present value of growth opportunities (PVGO), 

254–256
price-to-earnings (P/e) ratio, 256–258, 392, 

393, 398–399
required return estimate using, 259
sensitivity analysis, 250
share repurchases, 252–253

Governmental industry classification systems, 
100–101

Government bonds, 47, 392n, 470
Government debt, 48, 49, 53, 69, 233
Graham, Benjamin, 366
Gross domestic product (GDP):

defined, 246
growth rates, 246–247

Grossman-Stiglitz paradox, 2–3
Groupon (GRPN), 413–414
Growth capital expenditures, 173
Growth-cyclical label, 95n
Growth phase, 260
Growth rate:

declining, 269–271, 339–343
GDP, 246–247
implied dividend, 253–254
mature, 260
sustainable, 276–278

Guideline assets, 363
Guideline companies, 363
Guideline public companies, 528
Guideline public company method (GPCM), 

537, 539–542
Guideline transactions method (GTM), 537, 

542–544

H
Harmonic mean, 442–444
Hemscott Americas, 482
Henschel, Uwe, 337
Hewlett-Packard Company (HP), 104
High-liquidity stocks, 72
Historical beta, 62, 65, 247
Historical equity risk premia, 49
Historical P/e, 393–395

Historical valuation multiples, 206
HML, Fama-French model, 69
H-model, 265–267
Holding period return:

about, 40–41
realized and expected, 41

Honda Motor Company (HMC), historical P/e 
case illustration, 394

Hormel (HRL), dividend discount model case 
illustration, 236–238

Hoshino Distributors, dividend forecasting 
illustration, 282–283

Housing industry, baby boom and, 131
Human capital, 4, 118, 400
Hurdle rate, 545n
Hybrid forecasting approach, 151

I
Idiosyncratic risk, 68
Illiquidity discounts, 25
Impairment:

assessment, 514
book value and, 400
defined, 468
expense, 542
goodwill, 371, 467, 514, 517, 536, 542
loss, 407, 407n
testing, 4, 514

Income approach, 527–536 
about, 527–528
capitalized cash flow method, 533–535
excess earnings method, 535–536
forms of, 527
free cash flow method, 533
required rate of return and, 528–532

Income-based valuation, 520
Income statement, pro forma. See Pro forma 

income statement
Income statement modeling

balance sheet modeling and, 172–174
cash flow statement modeling and, 172–174
items, other, 172
non-operating costs, 167–171
operating costs, 154–167
revenue, 148–154

Income tax, corporate, 169
Income trust:

defined, 131
tax increases on, 132

Indian equity risk premium, 63n
Industrial Classification Benchmark (ICB), 384, 

385, 385n
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Industry:
competition in, determinants of, 109, 111
cyclicity of, 203
multiples, 390
risk premium, 528, 530
sectors, 539

Industry analysis:
about, 92, 106–107, 148
airline industry and, 134–135
classification systems and (see Industry 

classification systems)
competitive analysis and, 8–10
defined, 92
external influences (see external influences, 

industry analysis)
framework for, 108
identifying similar companies, 93–95
strategic analysis (see Strategic analysis)
uses of, 92–93
women in workforce and, 133–134

Industry Classification Benchmark (ICB),  
96–97

Industry classification systems, 96–106
commercial, 96
company classifications and, 98–99
concepts, review of, 99–100
global standard, 96
governmental, 100–101
Industry Classification Benchmark (ICB), 

96–97
peer group construction, 102–106
Russell global sectors (RGS), 96
sectors, representative, 97–98
strengths and weaknesses of, 101–102

Industry factors, 539–540
Inflation:

cost projections and, 190–192
input costs and, 191–192
P/es and, 395–397
rate, 33, 45, 53, 74, 87, 188, 227, 246, 395, 

397
risk, 74

Inflation-adjusted values, 333
Inflation risk, 74
Information, quality of, 515
Information resources:

for competitive analysis, 12–13
for energy analysts, 12n
press releases, 12, 13, 501

Inguigiatto, Bob, 259
Initial public offering (IPO), 6, 517, 547
In perpetuity, 247, 249, 255, 281, 482, 483

Institute of Business Appraisers, 518n
Institutional Investor, 80
Institutional investors, 25, 241, 437, 445
Intangible assets, 10, 302, 400, 404, 419n, 468, 

498–501, 561. See also Goodwill; Patents
Intel Corporation (NASDAQ-GS:INTC),  

6–7
Intellectual property, 10
Interest:

carried, 545n
expense, 168
income, 167, 217, 305
minority, 427
rate risk, 54

Internal rate of return (IRR), 46, 259
International accounting standards (IAS), IAS 38, 

536n
International Business Machines (IBM) case 

illustrations:
cost of equity, 78
dividend discount model, 268, 274
forward P/e calculations, 377–378
ROe, PRAT formula and, 280–281
weighted average cost of capital, 81

International energy Agency (IeA), 12
International Federation of Accountants, 

international standards on Auditing 240, The 
Auditor’s Responsibility to Consider Fraud and 
Error in an Audit of Financial Statements, 14

International Financial Reporting Standards 
(IFRS), 148, 407, 435–436, 488, 502, 514, 
517, 519n, 553

International Glossary of Business Valuation 
Terms (IGBVT), 518n, 521, 521n, 539

International Standard Industrial Classification of 
all economic Activities (ISIC), 100

International stocks, 334
International Valuation Standards (IVS), 554
International Valuation Standards Council 

(IVSC), 518, 518n
Valuation of Intangible Assets, 554

Internet bubble, 390
Internet stocks, 390, 411
Intrinsic value, 2–4, 45, 519
Inventory:

methods (see First-in, first-out (FIFO); Last-in, 
first-out (LIFO))

turnover, 172, 173
Inverse price ratio:

defined, 375
price ratios and, 376

Invested capital, 173
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Investment:
balances, 521
capital, 218
held to maturity, 407
horizon, 4, 243, 244
management firms, 26, 28, 261
value, 5
value, fair market value vs., 4–5

Investment value, 519
Investors, short-term, 515–516
IPRD Practice Aid, 554
ISIC, 100

J
Johnson & Johnson, Inc. (JNJ):

dividend discount model case illustrations, 275
US stent market, 119

Jones, Charles, 344–345
Justified price multiples:

defined, 365
method of comparables and, 365–366
P/B, 365–366
P/e, 257–258

K
Kansas City Southern Preferred 4% (KSU-P), 251
Key person discounts, 550
Kim, Roberta, 248
Koninklijke Philips electronics N.V. (PHG)

L
Lam Research, 105–106
Larsen, Janet, 447–449
Larsen & Toubro Ltd., returns case illustration, 

62–64
Last-in, first-out (LIFO), 374, 498
Law of one price, 364
Leading dividend yield, 423
Leading P/es, 368
Leases, 468
Leiderman, William, 425
Leverage, 332
Leveraged buyout, 5
Leverage ratios, 385
Licenses, 10
Life-cycle stage, industry, 107
Life-cycle stage, private companies, 515
Lindt, 192
Liquidation value, 4
Liquidity:

private companies and, 516
ratios, 385

Liquidity events, timing of, 547
Litigation, fair value and, 519
Litigation-related valuations, 518
Livent, Inc., 16–17
Long-term forecasting, 203–209
Look-ahead bias, 447
L’Oréal, 160–162

M
Macroeconomic factor models, 74
Macy’s Inc., Gordon growth model case 

illustration, 255–256
Maia, Mario, 445
Maintenance capital expenditures, 173
Majority shareholder, 520
Management:

cash flow forecasts and, 525
discussion and analysis (MD&A), 12
overlap of shareholders and, 515
quality/depth of, 515
turnover, 17, 137

Market:
capitalization, 36, 69, 70, 75, 76, 391, 423, 443
conditions, 4, 80, 340, 558
efficiency, 3
price, 3
risk, 53, 55, 56, 68, 70, 425
share, 9, 18, 25, 151–152, 158, 159, 188, 205, 

223, 334, 339
Marketability discounts, 25, 547
Marketable assets, 24
Marketable securities, 298, 298n, 320, 345,  

348, 407
Market approach methods, 537–544

guideline public company method, 539–542
guideline transactions method, 542–544
prior transaction method, 544

Market-based valuation, 520. See also enterprise 
value multiples; Price multiples

Market capitalization, 36, 69, 70, 75, 76, 391, 
429, 443, 465

Market expectations, inferring, 5, 6–7
Market timing risk, 74
Market value (MV):

characterized, 546
defined, 518–519

Market value added (MVA), 469
Market value of invested capital (MVIC), 538, 

538n
Marshall, Alfred, 464, 464n
Matrix price estimates, 427n
Mattern, Hans, 262–263
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Mature companies, 260
Mature growth phase, 398–399
McDonald’s Corp., Gordon growth model case 

illustration, 255–256
Mean, 48, 49, 51, 51n, 52–53
Mean reversion, 206
Median, 67, 345n
Mergers, 5
Merrill Lynch Institutional Factor Survey, 25, 241, 

367, 399, 410, 417, 422
Method based on forecasted fundamentals, 365–366
Method of comparables, 363–364
Microsoft (MSFT):

cannibalization, tablets/PCs, 193–203
NTM P/e example, 377
returns case illustration, 44–45

Microsoft excel, TReND formula, 204
Middlesex Water Company (MSeX), 248–249
Minority interest, 427
Minority shareholders, 552n
Mispricing, perceived, 3
Misvaluation, 394
Model. See Company model
Molodovsky effect, 372, 372n
Momentum indicators, 362–363, 437–442
Mondale enterprises, growth rate case illustration, 

279–280
Mondelez International, 190
Moody’s Investors Service, 78, 79
Moore’s law, 129
Morningstar, 62
Mortgage-backed securities, 19n
Moving average, 440
MSCI:

Barra, 96
World Index, 61

Multicollinearity, 382, 383
Multifactor models:

characterized, 68
Fama-French model, 383
macroeconomic and statistical, 74

Multistage dividend discount model:
characterized, 260–261
H-model, 265–267
spreadsheet modeling, 272–274
three-stage dividend discount model, 267–272
two-stage dividend discount model, 261–264
valuing a non-dividend-paying company, 

264–265
Multistage models:

dividend discount model, 276
residual income valuation, 480–484

N
Nasdaq Global Select Market (NASDAQ-GS), 6n
Negative cash flow, 339
Negative earnings, 375
Nestlé, 190, 191–192
Net operating profit after taxes (NOPAT), 466
Net operating profit less adjusted taxes 

(NOPLAT), 173
Net present value (NPV), 254–255
Next 12 months P/e (NTM P/e), 377
Nextera energy, Inc. (Nee), expected rate of 

return, 259
No-growth company, 255
No-growth value per share, 255
Nokia Corporation (NOK):

clean surplus illustration, 490, 491, 493
price multiples case illustration, 490

Nominal GDP growth, 151
Noncallable fixed-rate perpetual preferred  

stock, 231
Non-cash charges, 307–312
Noncash consideration, 542
Noncontrolling equity interest, 547, 548,  

549, 556
Non-cyclical companies, 94–95
Non-dividend-paying companies/stocks, valuing, 

264–265
Nonearning assets, 427
Nonoperating assets:

defined, 521
firm value and, 345–346
minority interest and, 551n

Non-operating costs, 167–171
about, 167
corporate income tax, 169
financing expenses, 168

Non–publicly traded companies. See Private 
company valuation

Nonrecurring events, 13
Nonrecurring items, 369–372, 501
Nonstationarity, 48, 57
Normalized earnings:

defined, 204, 521
for private companies, 521–527

Normalized P/e, 368
Normalized tax rate, 169
Normal/normalized earnings per share, 372
Noronha, Vishal, 339–341
North American Industry Classification System 

(NAICS), 101
Novo Nordisk, analysis of revenue, 149–151
NYSe Composite, 62

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



590 Index

bind 590 24 September 2015 5:25 PM

O
Obsolescence, 238
Occidental Petroleum (OXY), 20
Off-balance-sheet financing, 14
Oil and gas industry, 11–12, 12n. See also specific 

company
Operating costs, 154–167

analysis of, example, 162–167
competitors vs., example, 160–162
cost of good sold, 158–159
modeling, approaches to, 155–158

Opportunity cost, 239–240, 465
Opportunity cost of capital, 255, 260, 273
Option pricing theory, 538n
Orderly liquidation value, 4, 546
Original equipment manufacturers (OeMs), 22
Other comprehensive income (OCI), 477n, 

489–490, 493–497
Ownership transactions, 240n, 409n, 473, 504

P
Paid-in capital, 314, 349, 428
Pairs trading, 21
Par value, 251, 538n
Pastor-Stambaugh model (PSM), 39
Patents, 107, 263, 400, 404, 561
Peer-company multiples, 385–389
Pensions, 425, 436
Perpetual preferred stock, 250–251
Perpetuity:

calculation, 207
defined, 251
valuation, 485–486
See also In perpetuity

Persistence factor, 483
Persistence level, 479, 484
Persistent earnings, 370
Personal computer (PC) industry:

tablets, cannibalization and, 193–203
See also specific company

P/e-to-growth (PeG) ratio, 387–388
Petrobas (PBR), valuation case illustration, 

335–336
Petroleo Brasileiro (PBR), free cash flow valuation 

case illustration, 335–336
Physical property, 10
Pitts Corporation, free cash flow valuation case 

illustration, 314–318
Porter’s five forces, 210, 224
Portfolio discounts, 550
Positive free cash flow, 260, 503
PRAT formula, 280–281

Preferred stock, 250–251
Premise of value, defined, 518n
Premiums, 546–553
Present value (PV):

free cash flow to equity, 299
free cash flow to the firm, 298–299
free cash flow valuation, 298–299
terminal value and, 338

Present value models:
characteristics of, 19
expected cash flow streams, 235–241
future cash flows, 233–235

Present value of growth opportunities (PVGO), 
254–256

Price momentum, 439
Price multiples:

benchmark, 34, 363, 364, 442
defined, 362
enterprise value multiples and, 433–435
international considerations, 435–437
justified, 365–366
price-to-book value (P/B), 399–410
price-to-cash flow (P/CF), 417–422
price-to-dividends and dividend yield, 422–425
price-to-earnings (P/e), 366–399
price-to-sales (P/S), 410–417
terminal, 397–398

Price ratios:
inverse price ratios and, 376
See also specific ratio

Price-to-book value (P/B), 399–410
based on forecasted fundamentals, 407–408
determining book value, 401–407
valuation using comparables, 408–410

Price-to-cash flow, 417–422
accounting methods and, 418–419
based on forecasted fundamentals, 421
characterized, 417
determining cash flow, 419–421
drawbacks of, 418
rationale for using, 417
valuation based on comparables, 422

Price-to-dividend yield (P/D) ratio, 422–425
based on forecasted fundamentals, 424
calculating dividend yield, 423–424
characterized, 422
drawbacks of, 423
Gordon growth model and, 256–258
valuation based on comparables, 424–425

Price-to-earnings (P/e) ratio:
calculating, 377–379
chief variations of, 366
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cross-country comparisons, 395–397
defined, 367–368
earnings per share and, 367
forward, 368
Gordon growth model and, 398–399
historical, 393–395
inflation and, 395–397
key idea behind, 449
leading, 368
next 12 months (NTM P/e), 377
normalized, 368
predicted, 381–383
prospective, 368
trailing, 368, 369–376
valuation using comparables

Price to eBITDA (P/eBITDA), 421, 451
Price-to-sales (P/S) ratio, 410–417

based on forecasted fundamentals, 414–416
calculating, 411
characterized, 410
drawbacks of, 410
revenue recognition, 411–414
valuation based on comparables, 416–417

Principal business activity, 93
Prior transaction method (PTM), 537, 544, 544n
Private businesses, appraisals of, 6. See also Private 

company valuation
Private company valuation:

asset-based approach, 520, 545–546
build-up approach, 528–529
cash flow estimation, 521–527
discounts, 546–553
income approach, 520, 527–536
market approach, 520, 537–544
normal/normalized earnings, 521–527
premiums, 546–553
public company valuation compared with, 

514–516
standards and practices, 553–554

Private financing, 516–517
Private market value, 22
Profitability ratios, 385
Profit margin, 12, 135, 139, 176, 260, 278, 279, 

281, 334, 411, 414, 414n, 416, 558
Pro forma balance sheet, 211
Pro forma cash flow statement, 211–217

capital investments, 218
construction of, 217–223
corporate income tax forecast, 217
cost of good sold, 213
depreciation, 218
forecasted cash flow statement, 219–221

historical and projected, consolidated, 213–215
non-operating expenses, 216–217
operating profit, 215–216
private company example, 526–527
revenue forecast, 211–212
selling, general, and administrative expenses, 213
working capital forecasts/development, 

218–219
Pro forma income statement, 211–217

corporate income tax forecast, 217
cost of good sold, 213
debt position, 217
financial costs and income, 217
historical and projected, consolidated, 213–215
non-operating expenses, 216–217
operating profit by division, 215–216
revenue forecast, 211–212
selling, general, and administrative expenses, 213

Projection risk, 529
Property, plant, and equipment (PP&e), 173
Property tax, 518
Prospective P/e, 368
Put options, 550, 556

Q
Quality of earnings analysis:

components of, 13
indicators of, 14
warning signs, 15, 16–17

Quantitative analysts, 26

R
Rational efficient markets formulation, 3
Real estate:

baby boom and, 131
private company valuation and, 522

Real estate investment trusts (ReITs), 545, 549
Real options, 256
Reasonableness, 540
Regression, cross-sectional, 381–383
Regression to the mean, 249
Regulation FD, 12–13
Regulatory agencies, 13
Related-party transactions, 17
Relative spread investing, 21
Relative-strength indicators, 439, 440–442
Relative valuation models, 20–22
Relative value investing, 21
Reliant Home Furnishings, free cash flow 

valuation case illustration, 344–345
Rémy Cointreau Group, 209–223
Repayment risk, 538n
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Reporting unit, 517, 517n
Re-pricings, 55
Required rate of return:

build-up approach, 528–529
capital asset pricing model and, 528
case study, 44–45
cost of debt and, 529
defined, 41
discount rates and, 529
private company valuation, 528–532
relative debt availability, 529

Required return. See Required rate of return
Required return on equity:

build-up method estimates, 75–79
capital asset pricing model (CAPM), 60–68
international issues, 79–80
multifactor models, 68–74

Research and development (R&D) expenditures, 
500–501

Research reports:
contents of, 28–29
format of, 30–31
responsibilities for, 32
sample, 29–30

Residual earnings, principal drivers of, 489
Residual income, 464–469

assumptions concerning, 504
calculation of, 465–467
characteristics of, 464–465
characterized, 365n
commercial implementations, 468–469
defined, 239
in equity valuation, 467–468
valuation (see Residual income valuation)

Residual income method, 527
Residual income model, 19
Residual income valuation, 469–484

accounting considerations, 488–503, 501–502
adjustments, incorporation of, 495–497
clean surplus relationships, violations of, 

489–497
guidelines, broad, 487–488
intangible assets, 498–501
international considerations, 488–503
multistage, 480–484
nonrecurring items, 501
overview, 464
perpetuity valuation, 485–486
persistence, 479, 483, 484
in relation to other approaches, 484–488
stock, common shares of, 365n, 503
strengths and weaknesses of, 485, 504

Restricted stock, 6, 517, 549, 549n, 550, 556
Retained earnings. See earnings: retention
Rethinking the Equity Risk Premium, 60
Return on assets (ROA), 278, 388n, 469
Return on capital employed (ROCe), 173
Return on equity (ROe):

company analysis and, 139
dividend discount model, 277n
dividend displacement of earnings and, 277n
dividend growth rate and, 278–279, 280
market value of equity and, 255n
reinvested earnings and, 277
use sector, 482

Return on invested capital (ROIC), 173, 224, 
467n

Return on investment, 40–46
Reuters Company Research, 385
Revenue(s):

analysis of, example, 149–151, 152–154
bottom-up modeling approach, 152
forecasts, 211–212
hybrid modeling approach, 152
income statement modeling, 148–154
top-down modeling approach, 151–152

Reversion to the mean, 249
Reviewed financial statements, 524
Risk:

projection, 529
repayment, 538n
See also specific types of risk

Risk-free rate, 42, 336
Rite Aid, 155–158
RMRF, Fama-French model, 69
Rosato, Diana, 481–482
R-squared (R2), 68
Russell 3000
Russell Global Sectors (RGS), 93, 96
Russell Investments, 96
Russian beer market, company analysis, 180–184
Ryanair Holdings PLC (RYA), free cash flow 

valuation case illustration, 311–312

S
SAP AG (SAP), clean surplus illustration, 490, 

491, 492, 493
Savings and loan crisis, 553
Scaled earnings surprise, 437
Scenario analysis, 174–176
Screening, 447–449
Seagate Technology (STX), enterprise value 

multiples case illustration, 430–431
Sector, 93
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Securities and exchange Commission (SeC):
6-K form, 12
8-K report, 12n
10-Q form, 12
lack of control discounts, 548
Rule 10b-18, 236n
Rule 144, 549, 549n
Staff Accounting Bulletin No. 101, 412, 412n
Staff Accounting Bulletin No. 104, 412

Securities laws, violation of, 27
Selling, general, and administrative (SGA) 

expenses:
about, 159–160
accounting choices and, 161n
normalized earnings adjustments and, 523
pro forma cash flow statement, 213
pro forma income statement, 213
staffing and, 156

Sell-side analysts, 26
Semiconductor industry, 105–106
Sensex (BSe Sensex Index), 55–56
Sensitivity analysis, 25, 174–176, 250, 334–335
Severance pay, 307
Share-based payments, 6, 517
Share count, 172
Shareholder agreements, 516
Shareholders:

communicating with, 6
controlling or sole, 522, 552n
majority, 520
minority, 552n

Share repurchases, 252–253
Shorting stocks, 72
Short-term investors, 515–516
Sindhuh enterprises, free cash flow valuation case 

illustration, 339–341
Singer–Terhaar method, 61
Situational adjustments, 25
Size of company, 515
Size premiums, 528
Skewness, 376
SMB (small minus big), Fama-French model, 69
Smith, David, 470–471
Smith, John, 523–524, 551–553
Smith & Nephew PLC, P/S comparables 

approach, 416–417
Soft drink market, 116
Sonoco Products Company (SON), 247
Sovereign bond yield, 79
Spin-offs, 5
Spreadsheet modeling:

company analysis and, 139, 142

dividend discount model, 272–274
forecasting dividends, 282–283

Standard & Poor’s (S&P):
BSe Sensex Index (Sensex), 55–56
Depositary Receipt, 440–442
GICS and, 96

Standard & Poor’s, as information resource, 96
Standard & Poor’s 500 Index (S&P 500):

Composite Index, 390
exchange-traded funds and, 440–442

Standard deviation, 49, 51, 56, 382, 437
Standard error, 49
Standardized unexpected earnings (SUe), 438–439
Standard of value, 518
Stationarity assumption, 48
Statistical Classification of economic Activities 

in the european Community (NACe), 
100–101

Statistical multifactor models, 74
Statutory tax rate, 169
Stavos, edward, 404–407
Stock:

forecasting prices, 244
international, 334
preferred, 250–251
private companies and, 516
repayment risk and, 538n
residual income model and, 503
restricted, 6, 549, 549n, 550, 556
screening, 5
terminal value of, 263

Stock market bubbles, 411
Stock Practice Aid, 538n, 554
Stora enso Oyj, price multiples case illustration, 

433
STOXX europe 50 index, 440–442
Straight-line depreciation (STD), 418
Strategic analysis, 109–128

barriers to entry, 111–113
competition, determinants of, 109, 111
competition in, determinants of, 109–128
industry capacity, 116–118
industry comparison, 125–128
industry concentration, 113–116
industry life-cycle, 119–124
market share stability, 118–119
price competition, 124–125
value and, 110

Strategic groups, 107
Strategic transaction, 539
Structured notes, 19n
Substitutes, threat of, 111
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Sumargo, Robert, 475
Sum-of-the-parts valuation, 22–23
Supply-side estimates, 53
Survivorship bias, 54
Swing factors, 142
Synergies, 542

T
Tablets, PCs and, 193–203
Taiwan Semiconductor Manufacturing Company 

(TSM), case illustrations:
price multiples, 373–374
residual income, 481–482

Taiwan Stock exchange, 373, 481
Takeovers, 328
Tangible assets, 527n, 535, 536, 545, 554
Tangible book value per share, 404
Target price, 28, 45
Taxation:

estate, 518
gift, 518
private companies and, 516
property tax, 518, 523
tax reporting, 518

Tax rates:
estimates, 170–171
types of, 169

Technical indicators, 437
Technological developments, 192–203
TechnoSchaft, free cash flow valuation case 

illustration, 337–338
10-K data, 22, 23
Terminal price multiples, 397–398
Terminal share price, 244
Terminal stock value, 263
Terminal value (TV), 205, 338
Thinly traded stocks, 66–68
Thomson First Call, 368n
Threat of substitutes, 111
3M, 204–206
Three-stage valuation model:

dividend discount model, 267–272
free cash flow valuation, 343–345

TIC/eBITDA, 431
Time horizon risk, 74
Time Warner Corporation, 542
Tobacco consumption, 133
Tobin’s q, 478, 478n
Top-down forecasting approach, 151
Top-down investing, 18n
Torino, Flavio, 341–343
Total invested capital (TIC), 174

Toyota Motor Corporation (TYO), forward P/e 
case illustration, 381

Trailing dividend yield, 423
Trailing P/e, 369–376

business cycle influences, 372–373
comparables, 374
defined, 368
low/no/negative earnings, 374–376
nonrecurring items, 369–372

Transition phase, 260
Treasury bonds (T-bonds), 392
Treasury inflation protected securities (TIPS), 59
TReND formula, Microsoft excel, 204
Trice, Harry, 257
Turnover ratios, 385
Two-stage valuation model:

dividend discount model, 261–263
free cash flow (FCF), 336–343

U
Uncertainty, 3
Underlying earnings, 370
Unexpected earnings, 437
Unger, Jan, 380–381
Uniform Standards of Professional Appraisal 

Practice (USPAP), 553–554, 554n
Unilever:

gross margins and, 191
operating costs and, 162–167

United Kingdom:
beer market in, 177–178
cash dividends and, 235
equity markets, 57
Gordon growth model estimates, 57
share repurchases and, 236
size and book-to-market premiums, 68n
tobacco consumption in, 133

United States:
cash dividends and, 235
equity markets, 57
share repurchases and, 236
size and book-to-market premiums, 68n

US Generally Accepted Accounting Principles 
(US GAAP):

impairment and, 407, 514, 517, 517n
income statement modeling and, 148
international considerations, 435–437
residual income valuation and, 488, 489, 490
third parties and, 553

US treasury securities, 440–442
Utilities Select Sector SPDR (XLU)
Utility holding companies, 250
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V
Valuation, inputs, 223
Valuation, overview:

private companies and, 516–518
process, components of, 7–8
understanding the business, 8–17

Valuation indicators, 442–449
harmonic mean, 442–444
multiple, using, 444–447
screening, 447–449

Valuation model:
absolute, 18–20
relative, 20–22
selection factors, 18–25
sum-of-the-parts, 22–23
total equity, 22–24

Value, definitions of, 518, 520, 555
Value investing, 367n
Value Line, 368, 390, 393
Value of growth, 254
Variance, 48
Venture capital investors, 516–517
Verizon Communications (VZ) peer-company 

multiples, 386–387
Vinci SA (DG), H-model case illustration, 266–267
Visibility, 244
Volatility, 382
Volkswagon Ag (VOW), 438–439

W
Walgreens, 155–158
Weeramantry, Thomas, 44–45

Weighted average cost of capital (WACC):
defined, 80
formula for, 299
free cash flow and, 297, 344–345, 526, 529, 

533–534
private company valuation, 344–345

Weighted harmonic mean, 443
Welch Corporation, free cash to the firm case 

illustration, 330–332
Werks, Medina, 341–343
Western Digital Corporation (WDC), enterprise 

value case illustrations, 427–431
Weyerhaeuser (WY), 20
Williams, Joel, 247
Williams, John Burr, 232, 244
Women, workforce and, 133–134
Working capital projections, 172–173
World Bank, 100
Write-downs, 307, 371, 371n, 373

Y
Yang Co., 272–273
Yardeni Model, 392–393
Yield curve, 51, 53, 87
Yield to maturity (YTM), 53
Yoh, Joseph, 478–479
YPF Sociedad Anonima (YPF), 334

Z
Zacks Investment Research, 248
Zero earnings, 375
Zero-income companies, 410
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