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A

Abandonment option, 688
Accelerated depreciation, 551
Accounting:
changes and irregularities in,
177
financial institutions (see Banks)
goodwill amortization, 367-369,
465
inventory (LIFO/FIFO), 370-371
mergers and acquisitions, 465-467
statements (see Financial
statements)
Accounting information, and market
valuation, 366-371
Acquired intangibles. See Goodwill
and acquired intangibles
Acquisitions. See also Mergers and
acquisitions
bolt-on, 88
and conservation of value, 30-32
in corporate portfolio strategy,
419-420
effect on free cash flow, 157
multiples and, 319
vs. new product development, 25

Adjusted present value (APV)
model, 103, 104, 121-126, 734,
799, 802-803

Adobe Systems, 598-601

Agfa-Gevaert, 471-472

Airline industry, 171-173

Amazon.com, 5, 739

American International Group
(AIG), 10, 419

Anders, William A., 472

Anheuser-Busch InBev, 654-655

Apple, 69

Arbitrage pricing theory (APT),
259-260

Asian economies, 417

Asset health, 433

AT&T, 474, 486487

Automatic Data Processing, Inc.
(ADP), 67

Automotive industry, 62, 63-64

B
Baghai, Mehrdad, 83, 84
Balanced scorecard, 431

Balance sheets, 134-135. See also
Income statements

817



P1: OTA/XYZ

ind  JWBT300/Mckinsey

P2: ABC
June 12, 2010 13:4

818 INDEX

Banks, 765-789
economics of banking, 766-769
income sources for, 766-768
valuation complications, 780-787
convergence of forward interest
rates, 781-782
loan loss provisions, 782-783
multibusiness banks, 785-787
risk-weighted assets and equity
risk capital, 783-785
valuation principles, 769-780
analyzing and forecasting
equity cash flows, 771-772
discounting equity cash flows,
772-774
economic spread analysis,
776780
equity DCF method, 769-776
generic value driver tree, 772,
779
Beiersdorf, 87
Below-investment-grade debt, 264
Best Buy, 12
Best ownership, 417418
Beta:
estimating, 249-257
in emerging markets, 729-731
equity beta, 255-256
guidelines, 250
industry beta, 254-257
market portfolio, 252-254
measurement frequency, 252
measurement period, 251-252
smoothing, 257
unlevered, 256-257
levered, 810-811
Black, Fischer, 131, 398-399
Black-Scholes model of valuation,
289
Black-Scholes value, 286
Bloomberg financial terminals,
64
Blume’s estimator, 245
Bolt-on acquisitions, 88

Printer Name: Hamilton

Bonds:
government, 240-242
ratings, and yield to maturity
(YTM), 262-264
Boston Scientific, 561-562, 564-565
Bottom-up forecasting, 192-194
Brand, as competitve advantage, 64
Brealey, Richard, 27
Bubbles, market, 5-7, 401-407
credit (2007), 401, 416419
high-tech, 253, 254, 343, 401-403
housing, 3
Bulgari, 69
Business consolidating, 455
Business erosion, 491
Business governance, 415416
Business links, 414-415

C

Cadbury Schweppes, 479-480
Campbell Soup Company, 23
Capital asset pricing model (CAPM),
237
beta, 249-257
emerging markets, 729-732
market risk premium, 242-249
risk-free rate, 240-242
Capital efficiency, 65
Capitalized expenses, 593-603
adjusting invested capital for,
598-599
adjusting NOPLAT for, 599-600
free cash flow (FCF) and, 600-601
other expenses suitable for,
601-602
research and development (R&D),
593-601
expensing vs. capitalization,
594-596
hypothetical example
(PharmaCo), 594-596
process for capitalizing, 597-600
ROIC and, 600-601
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Capital productivity, 432
Capital structure, 179-182, 489-524
complex, 269-270
credit ratings and, 498-506
coverage and size, 499-502
coverage vs. leverage and
solvency, 503-505
credit spreads, 502-503
market-based rating approach,
505-506
design of, 512-520
example of cash flow
projections, 515-518, 520
projection of funding surplus or
deficit, 513-514
tactical measures, 519-520
target capital structure
development, 514-518
and divestitures, 473
effective setting of, 497-498
effects on valuation, 207
estimating current, 266-268
financial engineering, 520-523 (see
also Financial engineering)
interest coverage, 180-181
leverage, 180-181, 494497
optimal, determining, 494-498
payout ratio, 182
P/E multiple distorted by,
327-328
reviewing, of comparable
companies, 268-269
signaling effects, 506-507
steps to managing, 506-512
raising additional funds,
508-509
cutting dividends, 508
issuing debt, 509
issuing equity, 508-509
redeeming excess funds,
509-512
debt repayment, 512
dividend increases, 509-510
share repurchases, 510-512
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transaction costs, 506-507
valuation metrics, 182
value trade-offs, 490-494
costs of business erosion and
bankruptcy, 491
costs of investor conflicts,
491-492
overview graph, 492
pecking-order theory, 493
reduction of corporate
overinvestment, 490-491
tax savings, 490
Capital turnover, and inflation,
611
Carlsberg, 654-655
Carve-outs, 384-385, 481, 482-486
Cash flow. See also Free cash flow
(FCF)
availability to investors, 157-158
in emerging markets, 719-721
nonoperating, 158-159
relationship to growth and ROIC,
19-21
Cash flow analysis, 498
Cash flow return on investment
(CFROI), 184-185
Cash flow risk, 36-39
CDOs. See Collateralized debt
obligations (CDOs)
Ciba-Geigy, 455-456
Cisco Systems, 454
Citigroup, 419
Coca-Cola, 69, 538, 554
Collateralized debt obligations
(CDOs), 33-35
Commercial health, 433
Company insight/foresight,
416417
Company ownership. See Corporate
portfolio strategy
Comparables, 130-131
Compass, 174-175
Compensation within companies,
443
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Competitive advantage, 6268
brand, 64
confusion about, 221-222
cost and capital efficiency
advantages, 65-68
customer lock-in, 64
economies of scale, 66-67
innovative business methods, 66
innovative products, 63
persistence of, 68—69
price premium advantages, 63—65
quality, 63-64
rational price discipline, 65
scalable product/process, 67-68
sources of, 62
unique resources, 66
Competitive Strategy (Porter), 61
Complex capital structures, 269-270
Comps, 179
Consensus EPS forecasts, 757-758
Conservation of value, 4, 5, 7-8,
26-35
and acquisitions, 30-32
and executive stock options, 27
and financial engineering, 32-35
foundations of principle, 27-28
managerial implications, 29-35
and share repurchases, 29-30
ConsuCo, 714-716, 719-720,
725-727,729-734, 736-739
ConsumerCo, 304-306, 308
Continuing value, estimating,
213-233
advanced formulas for, 230-231
discounted cash flow approaches:
aggressive growth formula,
227-228
convergence formula, 227
recommended formula for,
214-217
economic profit valuation
formula, 217-218
evaluating approaches to,
226-230

Heineken (case study), 671-672
key value driver formula, 112-113
non-cash-flow approaches,
228-230
liquidation value, 229
multiples, 229
replacement cost, 229-230
pitfalls in, 224-226
subtleties of, 218
time frame for, 222-224
Conversion value, 287, 288
Convertibles
Black-Scholes value, 286
conversion value, 287
market value, 286
Cordis, 454
Corporate objectives, 10-12
Corporate portfolio strategy,
413427
acquisitions and divestitures,
419-420
best-owner life cycle, 417-418
constantly evolving portfolio of
businesses, 418-420
constructing a portfolio of
businesses, 420-424
diversification, 424-426
ownership and value creation,
414-417
Cost and capital efficiency
advantages, 65-68
economies of scale, 66-67
innovative business methods, 66
scalable product/process, 67-68
unique resources, 66
Cost efficiency, defined, 65
Cost of capital, 235-271. See also
Weighted average cost of capital
(WACCQ)
adjusting, 580-581
beta, 249-257, 260-261
capital structure, 266-270
complex capital structures,
269-270
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defined, 35
effect of diversification on, 35-36
estimating:
case study (Heineken), 663-671
in emerging markets, 727-736
in foreign currency, 626630
estimating cost of debt, 261-265
estimating cost of equity, 238-261
arbitrage pricing theory model
(APT), 259-260
capital asset pricing model
(CAPM), 239-257
Fama-French three-factor
model, 257-259
multibusiness companies,
309-310
target weights, 265-269
Cost of equity:
estimating, 238-261 (see also Cost
of capital, estimating cost of
equity)
alternatives to capital asset
pricing model (CAPM),
257-260
beta and, 260-261
capital asset pricing model
(CAPM), 239-257
beta, 249-257
market risk premium,
242-249
risk-free rate, 240-242
three factors of, 237-238
leverage and business risk impact,
775-776
levered, 808-810
unlevered, 122-125, 805-808
Cost of goods sold (COGS),
195-196
Costs, fixed vs. variable, 209
Cost savings estimation, 457460
Cost structure health, 433
Coughlin, Chris, 473
Country risk premium, 723-725,
734-736
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Coverage, and credit ratings,
499-502, 503-505
Credit bubble (2007), 401, 416419
Credit crisis. See Economic crisis
beginning in 2007
Credit health, 179-182
Credit markets:
difference from equity markets, 9
expansion of, 417418
Credit-rating analysis, 498
Credit ratios, 612
Cross-border valuations, 621. See also
Currency: foreign
Cross-listing, 376-379
Currency:
domestic, 621-626
effects on revenue growth, 175
foreign, 621-635
estimating cost of capital in,
626-630
financial statements, translating,
631-633
forecasting cash flows,
621-626
forward rate method, 622,
623-626
spot rate method, 622
purchasing power parity, 630
realized returns comparison,
627
risk, 630-631
share of equity returns, 628
stock market comparisons, 629
Customer lock-in, 64
CVS Caremark, 167-168
Cyclical companies, 755-763
forecasting for, 757-760
management implications,
761-763
share price behavior, 755-760
earnings forecasts, 757-758
market and DCF valuations,
756-757
valuation approach, 760-761
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D

Danaher, 426
Data, in forecasting, 189, 191-192

DCEF valuation. See Discounted cash

flow (DCF)
Debt:
below-investment-grade, 264
convertible, 522
debt-to-value ratios, 268-269
defined, 147
effect on cash flows, 28
enterprise DCF model, 116
equivalents, 204-205
estimating cost of, 261-265
issuing, 509
net debt, 238
off-balance-sheet financing,
575-576
repayment of, 512
valuing, 267, 282-284
Debt equivalents, 147, 267-268,
284-286
Debt financing, impact on TRS,
52-53
Decision tree analysis (DTA), 680,
692-697, 704-706
Deferral of investment option, 687,
691
Deferred taxes, 147-149, 205,
550-555
Dell computers, 66
Depreciation:
accelerated, 551
in forecasting, 196
DePuy, 454
Deutsche Telecom, 485
Diageo, 413414
Discounted cash flow (DCF),
41-42
alternatives to, 130-131, 277-278
approaches, 129-130
in banking, 769-771
cyclical companies, 756-757

drivers of cash flow and value,
17-27
enterprise discounted cash flow,
103-117
equity method vs. enterprise
method, 769
in nonoperating asset valuation,
275-278
process, with extreme inflation,
612-617
valuation models (see also specific
models)
adjusted present value (APV),
103, 104, 121-126, 799,
802-803
capital cash flow, 126-127
economic profit, 117-121
enterprise discounted cash flow,
104-117
equity cash flow, 127-129
overview, 104
Discount rate, 35. See also Cost of
capital
Distinctive skills, 415
Distress costs, 121
Distressed companies, 283-284
Diversification:
effect on cost of capital, 35-36
in portfolio of businesses, 424426
Divestitures, 469-488
barriers to, 479
conflict of interest and, 474
in corporate portfolio strategy,
419-420
costs of, 473-475
deciding on, 477-480
earnings dilution from, 471
effect on free cash flow, 157
executive resistance to, 475-477
exit prices, 475
financing/fiscal changes, 478-479
pricing/asset liquidity, 479-480
research into, 471-472
spin-offs, 473, 474-475
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transaction structure choice,
480-486
carve-outs, 481, 482486
initial public offerings (IPOs),
481
joint ventures, 481
private vs. public transactions,
480-481
spin-offs, 481-482
split-offs, 481
tracking stock, 481, 486
trade sales, 480
value creation from, 471-477
Dividends:
cutting, 508
increasing, 509-510, 519
paying out extraordinary, 519
Dot-com bubble, 253, 254, 343
Double-counting, 273-275
Dual listings, 385-387
DuPont, 587-591

E

Earnings per share (EPS):
effect of acquisition on, 13
and investor communications,
535-539
East Asia financial crisis of 1990s, 8
Eastman Kodak, 566-567
EBay, 5, 59-60
EBIT (earnings before interest and
taxes), 150, 328-329, 565
EBITA (earnings before interest,
taxes, and amortization of
acquired intangibles), 48,
149-150, 180-181, 565. See also
Multiples
EV/EBITA, 315-316, 323-325
EBITDA (earnings before interest,
taxes, depreciation, and
amortization), 150, 180-181,
320-321. See also Multiples
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EBITDAR (earnings before interest,
taxes, depreciation,
amortization, and rental
expense), 180-181. See also
Multiples

Economic crisis beginning in 2007, 3,
7-10, 253, 314, 343, 401, 416419,
766

Economic profit:

defined, 792

discounted free cash flow
equivalence, 795-797

and key value driver formula,
791-793

valuation models based on,
103-104, 117-121

Economic-spread analysis, 776-780

Economies of scale, 66—67

Efficient markets, 28, 397-410

investors in, 398—406
classification of investors,
415-417
informed investors, 399-400
noise traders, 400
managerial implications,
419-422
intrinsic value, 419-420
investor communications,
420-421
price deviations, 421422
managers and, 397-398
Emerging markets, 713-740
adjusted present value (APV),
734
calculating and interpreting
results, 736739
ConsuCo, 714-716, 719-720,
725-727,729-734, 736-739
economic assumptions for,
717-719
estimating cost of capital,
727-736
after-tax cost of debt, 732-733
cost of equity, 729-732
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Emerging markets (Continued )
beta, 729-731
market risk premium,
731-732
risk-free rate, 729
country risk premium, 723-725,
734-736
fundamental assumptions,
727-729
weighted average cost of capital
(WACC), 733-734
exchange rate movements,
717-718
forecasting cash flows, 719-721
historical analysis, 714-716
incorporating risk in valuation,
721-727
business-as-usual vs. downside
scenario, 725-727
country risk premium DCF
approach, 723-725
scenario DCF approach,
721-725,736
Emotions, effect on market values,
381-384
Employee stakeholders, 11
Employee stock options, 116,
288-290
Enterprise discounted cash flow,
103-117, 799-802
four steps of, 105-106
Home Depot, 107
multibusiness company, 106
nonequity claims, identifying/
valuing, 115-116
nonoperating assets,
identifying /valuing, 115
operations valuation, 108-114
single-business company, 105
valuing equity, 117
Enterprise value:
calculating, 273, 797
converting to equity value,
274-275, 582-583
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converting to value per share,
273-293
defined, 105
effect of capital structure on,
495-496
EPS. See Earnings per share (EPS)
Equity:
defined, 147
equivalents, 204-205
issuing, 508-509
tax penalty on, 777
valuing (enterprise DCF model),
117
valuing (target weights), 268
Equity cash flow (valuation model),
127-129
banks, 769-776
overview, 104-105
Equity equivalents, 147-149
Equity markets:
difference from credit markets,
9
financial crises and, 9-10
and ROIC/growth, 339-345
Equity risk capital, 776
Equity value, calculating, 273-293
convertible debt, 286-288
debt, 282284
debt equivalents, 284-286
employee stock options, 288-290
hybrid securities, 286290
minority interests, 290-291
nonequity claims, 104, 275, 283,
285
operating leases, 284
postretirement liabilities,
284-285
securitized receivables, 284
EV/EBITA (enterprise value to
earnings before interest, taxes,
and amortization), 130,
315-316
Excess capacity, reducing, 453
Excess cash, 145, 275-276
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Executive stock options, 27
Exercise value approach, 289
Expectations:
decomposing total returns to
shareholders (TRS), 50-54
and total returns to shareholders
(TRS), 363-367
treadmill analogy, 45-50, 55-57
understanding, 54-55
Expedia, 737-738

F

Failure, risk of, 25
Fama, Eugene, 373, 400
Fama-French three-factor model,
257-259, 260
FCE. See Free cash flow (FCF)
Financial Accounting Standards
Board (FASB) rules, 27
Financial crises:
East Asia, 8
economic crisis beginning in 2007,
3,7-10, 33-35, 253, 314, 343,
401, 416-419, 766
and equity markets, 9-10
and excessive leverage, 8-9
high-tech (dot-com) bubble, 5, 343,
401-403
savings and loan industry, 5
Financial distress. See Business
erosion
Financial engineering, 32-35,
520-523
defined, 520
derivative instruments, 521
off-balance-sheet financing,
521-523
Financial institutions. See Banks
Financial statements. See also Balance
sheets; Income statements
business unit, 304-310
emerging markets, 714-716
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in forecasting, 189-190
Heineken (case study), 640-650
reorganizing, 108, 133-164
case study (Home Depot/
Lowe’s), 139-159
key concepts, 133-138
translating for foreign currencies,
631-633, 634
Financing, sources of, 146
Flexibility, 679-711
classifying in terms of real
options, 686689
managing, 687
recognizing, 686—-687
structuring, 687
valuation examples, 698-710
valuation methods:
compared, 680, 693-697
decision tree analysis (DTA),
680, 692-697, 704-706
real option valuation (ROV),
680, 690-692, 698-703,
706-710
risk-neutral valuation, 691-692,
693-697
underlying risk, 693-696
valuation process, four-step,
697-703
value and, 681-686
Follow-on (compound) option,
688
Ford Motor Company, 522
Forecasting, 187-212, 657-660
components of a good model,
188-190
costs, fixed vs. variable and,
209
cyclical companies, 757-760
with extreme inflation, 612-617
forecast ratios, 189
inflation and, 209-211
length/detail determination,
187-189, 218-221
mechanics of, 190-208
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Forecasting (Continued )
step 1 (prepare/analyze
historical financials),
191-192
step 2 (revenue forecasting),
192-194
step 3 (income statement
forecasting), 194-201
step 4 (invested capital and
nonoperating assets
forecast), 201-205
step 5 (investor funds
forecasting), 205-207
step 6 (ROIC and FCF
calculating), 208
nonfinancial operating drivers,
208
Foreign currency. See Currency:
foreign
Fortis, 419
France Telecom, 483, 485, 504
Free cash flow (FCF). See also Cash
flow
calculating, 154-157, 648-650
and capitalized expenses, 600-601
defined, 4041, 108, 134, 137
discounted economic profit
equivalence, 795-797
in forecasting, 190, 208
key concepts, 137-138
projecting, 110-112
and weighted average cost of
capital (WACC), 799-802
French, Kenneth, 400

G

Gartner Group, 533

General Dynamics, 472

General Electric (GE), 22, 56, 439

Generally accepted accounting
principles, U.S., 366-367

General Mills, 413-414

General Motors (GM), 522
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Gillette, 454
Global Industry Classification
Standard (GICS) system, 325
Goodwill amortization, 367-369,
465
Goodwill and acquired intangibles,
143-144, 156
in forecasting, 204
in Heineken case study, 647-648,
650
in ROIC analysis, 166-168
Goodwill impairments, 565-566
Google, 358
Governance of businesses, 415-416
Graham, John, 265
Gross cash flow, 155-156
Growth. See also Market value: and
ROIC/growth; Revenue growth
from acquisitions, 88-89
across industries, 94-96
components of, 82, 84
continuing value and, 216
decay analysis, 97-98
defined, 40
distribution of growth rates, 95
effects of inflation on, 611
empirical analysis of, 92-99
forecasting, 97
in Fortune 50 companies, 98
growth trajectories, Wal-Mart and
eBay, 91
growth trends, 93-94
Heineken (case study), 652654
interaction between ROIC and,
17-23,25-26
portfolio treadmill, 92
from product market growth,
85-88
real revenue growth vs. real GDP
growth, 93-94
relationship to ROIC and cash
flow, 19-21
relationship with ROIC and value,
345-350
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sustaining, 89-92, 97-99
value creation and, 85-89
variation in, 90, 96
Growth companies. See High-growth
companies
Growth strategies, 86-88
Growth trends, 93-94

H

Hasbro, 287, 289-290
Health insurance industry, 67
Hedging risk, 38-39
Heineken (case study), 637676
calculating and interpreting
results
aggressive-acquisition scenario,
675-676
business-as-usual scenario,
672-675
DCEF valuation, 673
economic profit valuation, 673
enterprise value, 674
operating-improvement
scenario, 675
value of equity, 674
company background, 637
estimating continuing value,
671-672
estimating cost of capital, 663-671
capital structure, 666-670
cost of debt, 670
cost of equity, 670-671
economic profit forecast, 666
free cash flow (FCF) forecast,
665
invested-capital forecast, 664
financial statement reorganizing,
640-650
balance sheet, 647-648
calculating NOPLAT, 642-647
free cash flow (FCF) statement,
648-650
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historical balance sheets, 641
income statements, 640, 642—-647
invested-capital calculation,
646, 647-648
forecasting performance, 655-663
balance sheet forecast
assumptions, 659
check for reasonableness,
661-663
creating scenarios, 656
forecast balance sheet, 662
forecast income statement, 661
income statement forecast
assumptions, 658
midterm, 660-661
NOPLAT forecast, 663
short-term, 657-660
historical performance analysis,
650-655
growth and ROIC analysis,
652-654
pro forma adjustment for
acquisitions, 651
stock market comparisons,
654-655
industry developments, 638-640
Heineken, N.V., 39
Heinz, HJ, 239-240
High-growth companies, 741-753
uncertainty of, 741-742
valuation methods, 741
valuation process, 732-741
Amazon.com, 739
assessing reasonableness, 736
estimating operating margin,
capital intensity, and ROIC,
736737
scenario development, 739-741
scenario weighting, 741
sizing market, 734-736
starting from future viewpoint,
732-734
working backward to current
performance, 739
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High-tech bubble (2000), 401403
Historical performance analysis:
credit health and capital structure,
179-182
DCF-based models, 108-110
forecasting and, 189, 190, 191-192
guidelines, 185
Heineken, 650-655
growth and ROIC analysis,
652-654
pro forma adjustment for
acquisitions, 651
stock market comparisons,
654-655
Home Depot/Lowe’s, 138-144,
148-153, 155, 160, 166-167,
169-171, 178-179, 180-181,
183-184
revenue growth, 173-179
ROIC, 166-173
ROIC alternatives, 182-185
Historical risk premiums, 242-247
Historical trends:
five economic eras:
carefree sixties (1960-1968),
342
great inflation (1968-1982), 342
leveraging and credit crisis
(2004-2008), 343
return to normalcy (1982-1996),
342
technology bubble and burst
(1996-2004), 343
Home Depot:
and shareholder expectations,
54-55
valuation frameworks, 106-112,
117-121, 127-129
Home Depot/Lowe’s, 257
beta, 249-250, 256
computing invested capital,
139-144
computing total funds invested,
144-149
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Fama-French three-factor model,
258-259
historical performance analysis,
138-144, 148-155, 160,
166-167, 169-171, 178-181,
183-184
multiples for valuation, 313-314
NOPLAT, 149-159
ROIC, 166-167
ROIC tree, 169
WACC calculation, 238
yield to maturity (YTM), 262
Hotel industry, 32
Housing market bubble and crash, 3,
7-8,34,418-419
Hybrid financing, 522
Hybrid securities, 147, 286-290

1BM, 12, 453-454
IFRS (International Financial
Reporting Standards), 366-367
Immelt, Jeffrey, 56
Income-smoothing provisions, 163
Income statements, 194-201, 561-562
Increasing returns to scale, 5-6, 59
Index membership, 374-376
Industry structure, 60-62
Inflation, 605-619
in developed economies,
historical, 606
distortion of financial indicators,
611-612
effect of passing on to customers,
607-611
extreme, historical analysis of,
611-612
and financial projections, 612-617
in forecasting, 209-211
and lower value creation, 605-611
1968-1982, 342
Influence of stakeholders, 417
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Information Rules: A Strategic Guide to
the Network Economy (Shapiro
and Varian), 6
Informed investors, 399—400
ING Groep, 419
Initial public offerings (IPOs), 481
Innovation, history of, 6-7
Innovative business methods, 65
Innovative products, 63
Interest, minority, 147
Interest coverage, 499-502,
503-505
Interest coverage ratio, 180-181
Interest expense/income, 198-199
Interest tax shield (ITS), 265
Internet revolution, 5-7
Intrinsic investors, 416, 417-418,
420-421, 531-539
Intrinsic value, 419-420, 526-529
Invested capital:
adjusting for capitalized expenses,
598-599
case illustration (Home
Depot/Lowe’s), 139
defined, 40, 108, 134
estimating, 309
example of, 136
forecasting, 201-205
investments in, 156-157
key concepts, 134-135
market vs. book, 168
Investment rate, defined, 40
Investments:
gross, 155-156
illiquid, 252
option to defer, 682-683, 687
Investor behavior, 382-384
Investor communications, 525-540
case examples (disguised)
Chemco, 527-529
PharmaCo, 529
earnings guidance, 535-539
intrinsic value vs. market value,
526-529

INDEX 829

transparency, 531-535
understanding investor base,
529-531
Investor conflicts, cost of, 491-493
Investor funds, forecasting, 205-207
Investors:
classification of, 415-417, 529-531
informed investors, 399-400
intrinsic, 416, 417-418, 420421,
531-539
mechanical, 417
model of stock market, 399402
noise traders, 400
traders, 416-417

J

Japanese financial crisis, 8
Johnson & Johnson, 30-31, 69, 454
Joint ventures, 481

K

Kaplan, Robert, 431

Key value driver formula, 42,
112-113

Kohl’s, 23

Kothari, S. P, 260

L

Leases, operating. See Operating
leases
Lehman Brothers, 9, 419
Leverage, 180-181
and beta, 810-811
capital structure and credit
ratings, 498-506
and cost of equity, 805-810
costs and benefits of, 490-494
drawbacks of, 503-504
excessive, 8-9
importance of, 494-497
and price-to-earnings multiple,
813-816
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Liabilities, contingent, 285-286

Life cycle of product, 68

Line item analysis, 170-171

Liquidation value, 229

Liquidity, 9, 179-180, 479-480

Long-Term Capital Management
(LTCM), 8, 398

Long-term value, 10-14. See also
Value creation

L'Oreal, 87

Lowe’s, 534. See also Home
Depot/Lowe’s

Lucent, 474

M

Market bubbles, 5-7
Market liquidity, 9
Market risk premium, estimating,
242-249
appropriate range, 248-249
with current financial ratios,
246-247
with forward-looking models,
247-248
with historical data, 242-246
Market share performance, defined,
82
Market value, 286
effect of cross-listing on, 376-379
effect of emotions on, 381-384
effect of index membership on,
374-376
effect of stock splits on, 372-374
vs. intrinsic value, 526-529
and ROIC/growth, 337-356
company valuation levels,
345-350
empirical relationship, 361, 365
regression analysis, 362, 366
stock markets:
effect of change in economic
fundamentals, 340-355

historical overview, 339-343
performance over one-year
periods, 343-345
total returns to shareholders
(TRS), 363-367
and substance vs. form, 357-380
accounting information,
366-371
accounting standards
differences, 366-367
employee and management
stock options, 369-370
goodwill, 367-369
LIFO vs. FIFO, 370-371
earnings management, 358-365
technical trading factors,
371-379
Mars, 69
Mason, Edward, 60
Mechanical investors, 417
Medical devices, 64
Merck, 511
Mergers and acquisitions, 445468
buying cheap, 456457
consolidation, 455
defined, 82
effects on revenue growth,
175-177
empirical research on success of,
448-451
estimation of operating
improvements, 457-463
cost savings, 457-460
revenue improvements, 460-463
payment method (cash vs. stock),
463-465
roll-up strategies, 455
transformational mergers, 455-456
value creation and, 446448
value creation strategies for,
451-457
value creation vs. accounting,
465-467
Merton, Robert, 131, 252
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Mervyn’s, 522
Microsoft, 6, 63, 511
Miller, Merton, 28, 121, 805
Minority interests, 116, 147,
290-291
Mirant, 48
Mispricing of companies, 384-389
Mispricing of markets, 401-407
Modigliani, Franco, 28, 121, 805
Molson Coors, 654-655
Momentum, short-term, 400-401
Monster Worldwide, 738
Motorola, 239-240
Multibusiness companies, 304-310
Multiple expansion, 32
Multiples, 313-333
alternatives to EBITA/EBITDA,
327-332
as alternative to discounted cash
flow (DCF), 130-131, 229, 278
best practices for using, 314,
315-327
comparables analysis, 313-315
consistency in calculation,
323-325
continuing value, 229
and emerging markets valuation,
738-739
enterprise value to EBITA,
315-316
EV-to-sales, 327-328
forward-looking, 321-322
nonfinancial, 330-332
peer group selection, 325-327
PEG ratios, 328-330
price-to-earnings, 327-328
Myers, Stewart, 27

N
Nardelli, Robert, 109

Net capital expenditures, 156
Net income, reconciliation to, 154

INDEX 831

Net interest income, 766767
Net investment, defined, 40
Net operating losses (NOLs), 146
Net operating profit less adjusted
taxes (NOPLAT). See NOPLAT
(net operating profit less
adjusted taxes)
Net other operating assets, 142-143
Netscape Communications, 5, 414
Network effects, 5-6, 415
Neutrogena, 30-31
Noise trader risk, 383
Noise traders, 400
Noncash operating expenses, 156
Nondeductible intangibles, 551
Nonequity claims, 115-116, 282-286
Nonfinancial operating drivers, 208
Nonoperating assets, 144-149,
197-198, 275-282
discontinued operations, 280-281
excess cash and marketable
securities, 275-276
excess pension assets, 282
excess real estate, 281
finance subsidiaries, 278-280
forecasting, 204-205
identifying/valuing, 115, 275-282
loans to other companies, 278
nonconsolidated subsidiaries and
equity investments, 276
tax loss carry-forwards, 281-282
Nonoperating charges, 162-163
Nonoperating expenses, 559-568
amortization expense, 564-565
asset write-offs, 565-566
defined, 559
gains/losses on sale of assets,
567-568
intangible assets, 564-565
litigation charges, 567
one-time vs. ongoing, 560,
562-563
reorganizing income statement,
561-562



P1: OTA/XYZ
JWBT300/Mckinsey

P2: ABC
June 12, 2010 13:4

832 INDEX

Nonoperating expenses (Continued )
restructuring charges, 566-567
special items, 563-564

Nonoperating income, 197-198

Nonoperating provisions, 163

NOPLAT (net operating profit less

adjusted taxes), 40-43
adjusting for capitalized expenses,
599-600
case study (Heineken), 642—-647
case study (Home Depot/Lowe’s),
149-159
continuing value and, 215-216
defined, 40, 108, 134, 156
example of, 137
key concepts, 135-137
Norton, David, 431
Novartis, 455-456

@)

Off-balance-sheet financing,
575-576
One-time expenses, 560, 562-563
OpenTable, 733-739
Operating cost productivity, 432
Operating expenses, forecasting, 196
Operating leases, 159-161, 575,
576-585
adjusting for (example), 577-583
capitalized, 156
enterprise DCF model, 116
estimating value of, 583-584
as form of debt, 584-585
valuing, 284, 325
Operating margins, 612
Operating provisions, 162
Operating taxes:
converting to operating cash
taxes, 550-552
determining, 544-550, 801
public statements, 545-548

Printer Name: Hamilton

simple approach (incomplete
data), 548-549
unsuitable alternatives for,
549-550
estimating, 151-154
Operating working capital, 139-142,
156, 201-202
Operations valuation, 108-114
Option pricing theory, 684
Options:
employee stock, 116, 286, 288-290
valuation approaches, 288
Option to expand or contract, 688
Option to extend or shorten, 688—-689
Option to increase or decrease scope,
689
Orange (mobile-phone operator),
483
Orbitz Worldwide, 737-738
Organizational health, 434
Overconservatism, naive/
purposeful, 225-226

P

Pactiv, 474
Palm, 384
Payout ratio, 182
Pecking-order theory, 493-494
Peer groups, industry, 497-498
Pension and postretirement benefits,
325, 551, 586-592
analyzing and valuing, 587-591
expected return and earnings
manipulation, 591-592
Pension assets, 146, 282
Pensions. See Retirement liabilities,
325
Performance management, 429444
benchmarks, 439
metrics, 430-438
identifying value drivers,
430434
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understanding value drivers,
434
value driver trees, 435-438
organizational support, 441444
appropriate rewards, 443
performance reviews, 442443
target-setting, 442
target-setting, 438442
Performance reviews, 442-443
Pfizer, 30
Pharmaceutical industry, 61-62,
364
Pillsbury, 413414
Porter, Michael, 61
Portfolio momentum, 82
Portfolio treadmill, 92
Preferred equity/stock, 116
Priceline.com, 737-738
Price premium advantages, 63—65
Price-to-earnings ratio (P/E):
determining, 20
leverage and, 813-816
Principles of Corporate Finance
(Brealey and Myers), 27
Procter & Gamble, 69, 454, 626-627
Product pricing and promotion, 87
Product renewal potential, 69-70
Progressive Insurance, 534-535
Provisions:
defined, 568
income-smoothing provisions,
572-573
long-term operating provisions,
568, 570-571

ongoing operating provisions, 568,

569-570
restructuring provisions, 568,
571-572
taxes and, 573
valuing, 285
Purchased R&D expense, 566
Purchasing power parity, 630
Purposeful overconservatism, 226

INDEX 833

Q

Quality, as competitive advantage,
63-64

R

R&D. See Research and development
(R&D)
Rational price discipline, 65
Real estate crisis (U.S.), 8. See also
Financial crises
Real estate investment trusts
(REITs), 32, 522
Real options, 131
Replicating portfolios, 131, 690-691
Rerating, 32
Research and development (R&D),
11-12, 162, 593-594, 597-600
Reserves. See Provisions
Restructuring reserves, 162-163
Retirement liabilities, 586-592
pensions, 161, 284-285
unfunded, 116, 284-285, 575-576
Return on equity (ROE), and
leverage, 181
Return on invested capital (ROIC),
59-79, 160
alternatives to, 182-185
analyzing:
Heineken, 652-654
Home Depot/Lowe’s, 166-167
line item analysis, 170-171
nonfinancial analysis, 171-173
ROIC tree, 169-170
using market vs. book invested
capital, 168
with and without goodwill and
acquired intangibles,
166-168
and capitalized expenses, 594600
competitive advantage and, 62-68
consumer goods industry, 62
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Return on invested capital (ROIC)
(Continued)
decay analysis, 77-78
decomposing, 169-173
defined, 17, 40-43, 134
distribution of, 73
drivers of, 60-62
eBay vs. Webvan, 59-60
effect on value creation, 17-23
empirical analysis of, 70-79
focus of high- vs. low-ROIC
companies, 24
in forecasting, 190, 208
historical performance analysis,
166-173
importance of industry structure
to, 61
by industry and company size,
73-75
interaction between growth and,
17-23, 25-26
Johnson & Johnson, 70
and leverage, 181
persistence of, 75
projecting, 110-112
relationship to growth and cash
flow, 19-21
relationship with value and
growth, 345-350
and reversion to the mean,
76-77
and SCP framework, 60-61
sustaining, 68-70, 75-79
and total returns to shareholders
(TRS), 363-367
transition probability, 78
trends in, 71-73
Revenue, building forecast,
192-194
Revenue growth, 81-100. See also
Growth
analyzing, 173-179
accounting changes and
irregularities, 177

currency effects, 174-175
mergers and acquisitions,
175-177
and attracting new customers, 87
decomposing, 177-179
drivers of, 82-85
from increasing market share, 87
and new product development,
86
and persuading existing
customers to buy more
product, 86
projecting, 110-112
through product pricing and
promotion, 87
and value creation, 85-89
variation in, 83
Risk:
cash flow risk, 36-39
diversifiable vs. nondiversifiable,
693-696
foreign currencies, 630631
market risk premium (see Market
risk premium, estimating)
price of, 35-36
Risk-free rate, 240-242, 729
ROIC. See Return on invested capital
(ROIC)
Roll-up strategies, 455
RONIC (return on new invested
capital), 216
Royal Bank of Scotland, 419
Royal Dutch Petroleum, 385-387
Royal KPN Telecom, 504
Ruback, Richard, 126

S

SABMiller, 654-655

Sales productivity, 432

Sandoz, 455-456

Savings and loan crisis of 1980s, 8
Scalable product/process, 67-68
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Scenario DCF approach, 721-725,
736
Scenarios, creating, 300-304
Scholes, Myron, 131
SCP framework. See Structure-
conduct-performance (SCP)
framework
Securities, hybrid, 147
Securities, marketable, 145, 158
Securitized receivables, 284, 575,
585-586
Sensitivity analysis, 295, 298-300
Service Corporation, 455
Shanken, Jay, 260
Shapiro, Carl, 6
Share-based compensation, 56
Shared assets, services, and systems,
478
Shareholder expectations. See
Expectations
Share repurchases, 29-30, 510-512,
519
Shell Transport & Trading, 385-387
Siemens, 471
Skills, distinctive, 415
Sloan, Richard, 260
Smit, Sven, 83, 84
Smoothing, 257
Social responsibility, 12
Sodexo, 174-175
Software industry, 62
Solvency measures of debt, 505
Sovereign risk premium, 734-735
Special investment vehicles (SIVs),
115
Spin-offs, 481482, 486487
Split-offs, 481
Stakeholder influence, 417
Stock index membership, 374-376
Stock market. See also Equity markets
bubbles, 401-407
carve-outs and dual listings,
384-387
company mispricing, 384-389
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conservation of value, 26-35
drivers of, 382-384
earnings management, 358-365
announcements, 362-365
volatility, 359-361
economic fundamentals, 338-345
equity markets vs. credit markets,
9-10
expectations treadmill, 45-50
and financial crises, 9-10
investor behavior, 382-384
management and expectations,
55-57
market bubbles, 5-7
market mispricing, 401-407
over/underreaction, 399401
total returns to shareholders
(TRS), 50-54
understanding expectations, 54-55
Stock options, 369-370
employee, 116
executive, 27
Stock splits, 372-374
STRIPS, 238, 241
Structure-conduct-performance
(SCP) framework, 60-61
Subsidiaries, 145, 276-278, 632633,
634. See also Carve-outs;
Spin-offs
Survivorship bias, 245-246
Switching options, 689
Synergies, in divestitures, 477-478

T

Target (retailer), 48-50, 53-54
Target-setting, 438441, 442
Taxes, 543-557
deferred, 147-149, 205, 550-555
on reorganized balance sheet,
552-554
valuing, 554-555
income, in forecasting, 199-201
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Taxes (Continued )
interest tax shield (ITS), 265
marginal tax rate, 238
operating:
converting to operating cash
taxes, 550-552
determining, 544-550
public statements, 545-548
simple approach (incomplete
data), 548-549
unsuitable alternatives for,
549-550
estimating, 151-154
operating /nonoperating, 151-154,
200-201
REITs and, 32
Tax loss carry-forwards, 146, 551
Tax penalty on equity, 777
Tax shields, 121, 125-126
3Com, 384
Time Warner, 368
Top-down forecasting, 192-194
Total funds invested, computing,
144-149
Total returns to shareholders (TRS):
correlation with employment
growth, 11
correlation with R&D
expenditures, 12
decomposing, 50-54
enhanced approach to, 51-52

impact of debt financing on, 52-53

managerial implications, 55-57
as measure of management
performance, 45-46
and ROIC/growth, 363-367
traditional approach to, 50-52
traditional vs. enhanced
decomposition, 52
Tracking portfolio, 278
Tracking stock, 481, 486
Traders, 416417
Transformational mergers, 455-456
Transparency, 531-535
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TRS. See Total returns to
shareholders (TRS)
Tyco, 473, 474475

U

Unilever, 626-627

Unique resources, 66

UPs, 67

U.S. GAAP (generally accepted
accounting principles), 366-367

\"

Valuation frameworks, 103-131,
125-126
capital cash flow, 126-127
DCEF alternatives, 130-131
DCEF approaches, 129-130
DCF-based models:
adjusted present value (APV),
103, 104, 121-126
capital cash flow, 104
economic profit, 103-104,
117-121
enterprise discounted cash flow,
103-117
equity cash flow, 104-105
overview, 103-104
equity cash flow, 127-129
Valuation metrics, 182
Valuation results, calculating and
interpreting, 295-310
art of valuation, 310
multibusiness companies, 304-310
cost of capital, 309-310
creating financial statements,
306-309
corporate costs, 306-307
incomplete information,
308-309
intercompany sales, 307-308
scenario analysis, 295, 300-304
sensitivity analysis, 295, 298-300



P1: OTA/XYZ

P2: ABC
ind  JWBT300/Mckinsey

June 12, 2010 13:4

sum-of-the-parts valuation, 295
valuation by parts, 304-310
verifying:
consistency check, 296-297
plausibility check, 298
Value, defined, 3
Value creation:
from acquisitions (see Mergers and
acquisitions)
as corporate objective, 10-12
effect of ROIC and growth on,
17-23
effects of inflation on, 605-611
fundamental principles, 1744
growth and, 85-89
guiding principle of, 4, 5, 18
math of, 39-43
R&D and, 11-12
revenue growth and, 85-89
risk and, 35-39
Value creation tree, 431
Value drivers, 103
benefits of understanding, 434
flexibility, 684686
identifying, 430434
long-term strategic, 433434
medium-term, 433
short-term, 432-433
Value driver trees, 435-438, 772, 779
Value per share, calculating, 273
Varian, Hal, 6
Viguerie, Patrick, 83, 84
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Volatility:
of earnings, 359-361
in equity markets, 9

\%

WACC. See Weighted average cost of
capital (WACC)
Walgreens, 18-19
Wal-Mart, 48-50, 53-54, 81
Warranty reserves, 551
Webvan, 59-60
Weighted average cost of capital
(WACCQC), 103
capital asset pricing model
(CAPM), 237
continuing value and, 216
defined, 40
discounting free cash flow at,
113-114, 121
estimating, 236-238
in forecasting, 189
and free cash flow (FCF), 799-802
Whole Foods, 533
Williams Companies, 416417
Wm. Wrigley Jr. Company, 18-19
Wolters-Kluwer, 505

Y

Yahoo!, 5
Yield to maturity (YTM), 261-264
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