Abandonment valuation, 54-66

Accountants, functions of, 4, 9, 11

Accounting period, 6

Accounting reports, 7

Accounting rules, 22

Accounts payable, 10

Accounts receivable, 5, 33

Accruals, 10

Accrued interest, 5-6

Accumulated depreciation, 8

Acid test (AT) ratio, 32-33

Acquisition costs, 8-9

After-tax profits, 24

AGRO (growth rate in total assets),
231

Aitken estimation techniques, 86,
91

Altman Z bankruptcy prediction
model, 35-36

Altman Z bankruptcy prediction
statistic, 14

Altman Z score, 36-38

America Online (AOL), 4, 14

Amortization, 9, 19-21

Annual depreciation, 21. See also
Tax depreciation schedules

Annualized returns, 202-203, 205

Annual report, 18

Arm’s-length transactions, 9

Assets, in balance sheet, 4-9

Asset selection, 242, 251-252

At-the-money call option, 228

Attribution exposures, 244,
246-247

Average expenditures,
244-245

Index

Balance sheet, 3-14, 212

Bank loans payable, 10

Bankruptcy prediction, 14,
261

BARRA growth and book-to-price
sensitivities, 251

BARRA MFM, 220-226

BARRA Performance Analysis
(PAN), 252

BARRA risk model, 210, 219-220,
239

Beaton-Tukey biweight regression
technique, 216, 255

Beaton-Tukey outlier-adjustment
procedure, 255-256

Best linear unbiased estimators
(BLUE), 83

Beta, 185, 194, 210211, 218

Black-Scholes option pricing model,
67,228

BLEV (book leverage), 234

Bond discounts, 21

Bond issues, 11, 27-28

Bond ratings, 50

Book value, 7, 9, 41, 185, 194, 212,
233,238

Book value-to-price ratio, 251-253

Boom economy, 55-56, 58-59,
61-64

Breadth, in earnings forecasts,
212-213, 215, 253-254,
256

Brown, Donald, 35-36

BR variable, Composite Earnings
Forecasting Variable, 223-224

BTOP (book-to-price ratio), 232
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BTSG (beta times sigma), 227
Budgeting, 49. See also Capital
budgeting process

Call options, 53-54, 67, 228

Capital, in balance sheet, 12-14

Capital asset pricing model
(CAPM), 51, 209-211

Capital assets, 7

Capital budgeting process, 51, 66

Capital equipment, 7

Capital expenditures, 24-25, 80

Capital investment, 182-184

Capital Market Line (CML), 209

Capital replacement/expansion, 196

Capital stock account, 12-13

Capital structure, defined, 41

Capital surplus accounts, 13-14

Cash flow, 23-25, 27, 49-50,
183-184, 212, 238

Cash flow-to-price ratio, 253

Center for Research in Security
Prices (CRSP) database, 202,
211,213

Closing price, 234

CMRA (cumulative range), 227

Coefficient of determination,
generally, 77

College Retirement Equities Fund
(CREF) Social Choice Account,
250

Common equity per share
outstanding, 212

Common stock, 9, 12, 14, 21, 27,
41, 185, 195

Composite earnings forecast, 217

Composite earnings forecast model
(CTEF), 237-247

Composite earnings variable
(CTEF), 213, 216, 222-226,
238-241

Composite equity valuation model,
213-217

Composite firm relative valuation
ratios, 32

Composite growth variable (CTEF),
254

Composite security valuation
model, 217

Composite valuation models, 212

Compustat R&D data, 181,
186-189, 191-193, 195-199

Conditional probability
distribution, 71-73

Confidence intervals, 78-79

Consensus forecasts, 254

Consolidated balance sheet, 14-18

Consolidated statements, 24

Contra-assets, 5

Contracts, 11, 42

Copyrights, 8-9

Corporate financial policies,
interdependencies model,
93-180

Correlation analysis, 71

Correlation coefficient, 77, 81-82,
203-204

Correlation matrix, 203

Cost of capital, 49-53, 66

Cost of equity capital, 51

Cost of goods sold, 19

Covariance matrix, 85, 88,
218-219, 238

Covariance vector of errors, 84-85

Creditor protection, 10

Credit rating, 5

Cross-sectional regressions, 183,
255

Cross-sectional return, 217

Currency sensitivity, risk indexes,
234-235

Current analysis ratios, 32-33

Current assets, 4-7, 212

Current assets to total assets
(CATA) ratio, 15, 17

Current liabilities, 41-43
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Current liabilities to total assets
(CLTA) ratio, 15, 17

Current ratio (CR), 10, 32-33

CURSENS (exposure to foreign
currencies), 234

DASTD (daily standard deviation),
227

Debentures, 10

Debt financing, 1, 43, 179, 183

Debt levels, 195

Debt-to-assets ratio, 38, 47

Debt-to-equity ratio, 46, 48, 185,
193-194

Decision-making process,
abandonment option, 54-66

Deferred credits, 11

Delaying a project, 66—67

DELE (recent earnings change), 232

Dependent variable, linear
regression, 71, 73, 76, 79-80

Depletion, depreciation allowances, 8

Depreciation, 7-8, 19-21, 50, 179,
183

Depression, 55, 57-60, 62-63

Discounted cash flow, 51, 53

Discount rates, 51, 53, 66

Disposable cash flow per share, 24

Dividend equation OLS, 96-99,
129-133

Dividend equation 3SLS, 120-122,
164-168

Dividend equation 2SLS, 108-111,
147-151

Dividends, 1, 10, 12, 22-23, 25, 28,
179-180, 182, 184-185,
242

Dividend yield, 235, 253

Domini Social Index (DSI), 258

Dow Jones Industrial Average
(DJIA), 211

Dreyfus Third Century, 250

DTOA (debt-to-assets ratio), 234

DuPont (DD), 202-209, 211,
218-219

DuPont, Pierre, 35-36

DuPont system rate of return,
35-36

Earned surplus, 13-14

Earnings, 238

Earnings available to common
stockholders (EACS), 22

Earnings before interest and taxes
(EBIT), 19, 35

Earnings before interest, taxes,
depreciation, and amortization
(EBITDA), 19

Earnings per share, 23-24, 212

Earnings revisions (EREV), 254

Earnings-to-price ratio, 253

Earnings variability, risk indexes,
233

Earnings yield, 232, 242

EBIT to interest charges ratio, 35

Econometrics, 78, 93, 262

Economic conditions, significance
of, 42, 54-64, 261

Economic value, 9

Economies of scale, 93

Efficient estimation, two-stage least
squares, 86

Efficient markets, 201

Efficient portfolio optimization,
238-247

Efficient portfolios, 209

EGIBS (analyst-predicted earnings
growth), 232

EGRO (earnings growth rate over
past five years), 231-232

Eight-variable value composite
(EVL), 216

Electronics industry, 184

Enron, 203

EPIBS (analyst-predicted earnings-
to-price), 232
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EQ9, 216

Equity funds, generally, 23

Equity mutual funds, 250

Error terms, linear regression,
73-75

Estimated capital expenditures
investment equation, 179

Estimated expected return ranking
model, 257

Estimation error, 218

ETOP (trailing annual earnings-to-
price), 232

ETPS (historical earnings-per-price),
232

Excess returns (ExR), 255-256, 259

Exercise price, 67

Expected cash flow, 66

Expected net present value, 60,
62-63

Expected present value, 55-57,
60-61

Expected returns, 250

Explanatory variables, simultaneous
equations, 8§2-83

EXTE (extraordinary items in
earnings), 233

External funds, 185

External risk, 44

Federal financing, as influential
factor, 181-199

Federal taxes, 10

Federal Trade Commission (FTC)
Line-of-Business database, 199

Financial analysis, 42-67

Financial decision estimation,
183-193

Financial decisions hypothesis, 94

Financial health, 35-39

Financial ratios, implications of,
35-37

Financial research, sources of, 4

Financial risk, 44-46

Financial statements, 3-9, 18-30

Financing equation OLS, 103-107,
138-142

Financing equation 3SLS, 126-129,
171-174

Financing equation 2SLS, 115-120,
155-160

Finished goods, §

Firm size, risk indexes, 229, 241

First in, first out (FIFO), 6

First-order conditions, 83

Fixed assets, 7-8, 50

Fixed plant and equipment, 7

Flow of funds, 5

Foreign currencies, 234

Forms 10-K and 10-Q, 187-188

Four-equation system, 179

Franchises, 8-9, 19

Frank Russell universes, see Russell
1000; Russell 2000; Russell
3000

Free cash flow, 24

FSPLIT (indicator for forward
split), 230

F-statistic, 95, 216

F-test, 79

F-value, 79

Full-information procedures, 178

Fundamental analysis, 33

Funds, sources and uses of, 24-30

Future cash flow, 51

Gauss-Markov theorem, 83

General ledger, 36

Global Portfolio Research
Department, 216

Going concern, 9

Goodness of fit, 76

Goods-in-process, 5

Goodwill, 8-9

Great Depression, 212

Gross national product (GNP),
69-70, 80
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Growth, risk indexes,
230-231
Growth indexes, 242

HALPHA (historical alpha), 229

HILO (ratio of high price to low
price over last month), 227

Historical data, 69-70

Historic returns, 202-203

Holding period returns (HPRs),
202,217

Homoskedasticity, 72

Hurdle rate, 66

I/B/E/S sectors, 38,233, 251, 254,
262

I/B/E/S variables, 214

IBM, 202-209, 211, 218-219

Imperfect markets hypothesis, 1-2,
93, 184-185, 188, 262

Income statements, 18-30

Income tax, 10

Independent variable, linear
regression, 71-74, 76, 78-80,
82-84, 189-191

Individual investors, 201

Information coefficients (ICs),
214-217, 238

Innovation, 182-183

Installment loans, 10

Insurance companies, borrowing
from, 10

Intangible assets, 8-9

Interdependence hypothesis, 2,
93-180, 262

Interest, 11, 43

Interest expense, 21

Interest rates, 69, 80

Interindustry transfer process, 198

Internal rate of return (IRR),
52-53, 57-60

Internal Revenue Service, 8

Internal risk, 44

Inventory, 5-6, 33

Investment equation OLS, 99-103,
134-138

Investment equation 3SLS,
123-126, 168-171

Investment equation 2SLS,
111-115, 151-155

Investment horizon, 209

Johnson & Johnson (JNJ), 4,
16-20, 33, 35, 37-38,
201-209, 211, 218-219

Joint ventures, 27

Lagged patents, impact of, 185

Lambda, 240-242

Large-capitalization portfolios, 262

Large market capitalization, 224,
238

Last in, first out (LIFO), 6

Latent root regression (LRR), 216

Lawsuits, impact of, 21

LCAPCB (cube of the log of market
capitalization), 229

Least squares estimates, 80-81

Least squares regression, 70-71

Lerner-Carleton derivation, 4344,
47

Leverage, 17-18, 22, 34-35, 42-50,
233-234

Leverage ratios, 32-33

Liabilities, 10-12, 212

Limited-information procedures,
178

Linear least squares regression, 70

Linear regression model, 71-79

Liquidation, 9

Liquidation value, 4, 14

LNCAP (log of market
capitalization), 229

Loans, 10

Long-term debt, 10-12

Losses, nonrecurring, 21-22
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LPRI (log of stock price), 227
Lucent, 14

Machinery industry, 185

Management functions, 1, 66-67,
195-196

M&M Proposition I/Proposition II,
46-48

Manufacturing costs, 19

Marketing firms, 48

Market model regressions, 228

Market value, 13, 181-182, 234

Markowitz, Harry, 201

Mean-variance analysis, 205, 209

Mean-variance efficient portfolios,
237,239

Mergers, 51

Middle market capitalization, 224

Miller, Merton, 46

Minority interest, 24

Minority stock, 9, 15

MLEV (market leverage), 233-234

Modern portfolio theory, 209-211

Modified Accelerated Cost
Recovery System (MACRS), 8

Modified net working capital, 25

Modigliani, Franco, 46

Momentum, risk indexes, 229

Monthly returns, 202-203

Morningstar, 250

Mortgage notes, 11

Multifactor risk models, 218-226

Multiple coefficients of
determination, 81-82

Multiple correlation coefficient, 81

Multiple-factor model (MFM)
analysis, 211, 219-220

Multiple-regression analysis, 69,
79-80

National Science Foundation (NSF)
R&D data, 181-183, 186-187,
189, 191-193, 195-199

Natural disasters, impact of, 21

Natural resources, 8

Negative rate of return, 42

Net cash flow, 25, 29

Net current asset value (NCAV),
212,258

Net fixed assets, 7

Net future cash flow, 51

Net income, 21, 179

Net liquidity, 184

Net present value, 51-53,
66

Net profit (net income) to total
assets ratio, 34

Net profit rate of return, 34

Net profits to equity ratio, 34-35

Net profits to sales ratio, 34

Net receivables, 5

Net working capital, 10-11, 25, 43,
182

Net worth, 3

Non-estimation universe indicator,
risk indexes, 235

NONESTU (indicator for firms
outside US-E3 estimation
universe), 235

Normal distribution, 86, 216

Normal economy, 55-56, 58-59,
61-62, 64

Notes payable, 10, 27-28

Null hypothesis, 48, 78-79

Operating costs, 19, 50

OPSTD (option-implied standard
deviation), 228

Optimal capital structure theory,
44-49

Optimization procedure, 196-197

Ordinary least squares (OLS)
applications, generally,
178-179, 255

Ordinary least squares (OLS)
estimation, 82-83, 90-91
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Ordinary least squares (OLS)
regression, 216
Outperformance, 250
Owners’ equity, 34
Ownership capital, 42, 45
Ownership investment, 43

PACAP database, 216

Paid-in surplus, 13

Parameters estimation, multiple
equation (regression) models,
84-85

Parent corporation, 24

Parnassus, 250

Par value, 12-13

Patents, 8-9, 19, 66, 185

PAYO (payout ratio over five years),
230-231

P_DYLD (predicted dividend yield)
235

Perfect markets hypothesis,
180-182, 199, 261

Permanent financing, 41

Permanent investment, 8-9, 36

Petroleum industry, 185, 187-188

Pfizer, 218

Population regression line, 72

Portfolio optimization, 237-238

Portfolio security weighting, 256

Portfolio turnover (TURN),
255-257

Portfolio variance, 204

Preferred stock, 10, 12-14, 27

Premiums, 13

Prepaid expenses, 6

Prepayments, 11-12

Present value, 51-52

Present value of expected cash
inflows (PVCF), 66-67

Price of common stock (PCS), 183,
185

Price-earnings (P/E) ratio, 212, 217

Probability distribution, 71-72

Profitability ratios, 32, 34-35

Profit-and-loss economy, 42

Profit and loss statement, 9

Profits tax, 21, 23

Promissory notes, 5

Proprietary growth variable weight,
256

Put options, 65

Quadratic term, 237, 240-241
Quick ratio, 33

R&D equation OLS, 142-146

R&D equation 3SLS, 175-178

R&D equation 2SLS, 160-164

R&D quadratic term, 239-241

Random variables, 73

Rate of profit theory, 183

Rate of return, 201

Ratio analysis, 31-39

Raw materials, 5

Real options analysis, 53-67

Recession, 55-57, 59-60, 62-64

Reduced Compustat (RCOMP)
sample, 191-193

Regression analysis, 47, 69-71. See
specific types of regression
analysis

Reinvested earnings, 23

Relative cash-to-price variable, 217

Relative sales-to-price variable, 217

Reported earnings, 49-50

Research and development (R&D),
25, 54, 67,181-183

Reserve for bad debts, 5

Retained earnings, 13, 23

Return on assets (ROA), 22, 29, 43

Return on equity (ROE), 22, 29,
38, 43, 48

Revision breadth, 213

Risk exposure, 252

Risk-free rate, 65, 201, 209, 228

Risk index analysis, 242-243
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Risk minimization, 203-203,
208-209

Risk models, 238

Risk prediction, 220-226

Risk-return analysis, 201

ROB regression technique, 216

Robust regression (ROB), 216,
255-257

RSTR (relative strength), 229

Russell 1000, 224-226, 240, 242

Russell 2000, 224-225

Russell 3000, 222-223, 238

S&P 500, 50, 201, 211, 234, 252,
256-257

Sales, 238

Sales efficiency ratio, 32, 34

Sales-to-price ratio, 253

Sales to total assets ratio, 34

Screened universes, stock selection,
253-254,259

Sector analysis, 242-243

Securities and Exchange
Commission (SEC), 187-188

Security Market Line (SML),
210-211

Security valuation, 262

Selling, general, and administrative
(SG&A) expenses, 19

SERDP (serial dependence), 228

Short-term creditors, 33

Short-term loans, 10

Simple linear least squares
regression, 70-71, 80

Simultaneous-equation financial-
decision modeling, 2

Simultaneous equations, 195-197,
262

Simultaneous equations (S.E.)
systems, estimation of, 82-835,
95-180

Single-factor model, 211

Size nonlinearity, risk indexes, 229

Small capitalization portfolio, 224

Social investing, 249-259

Socially responsible investments,
262

Socially responsible research,
258-259

SPIBS (standard deviation of
analysts’ prediction to price),
233

Standard & Poor’s Corporation, 35

Standard deviations, 71, 73,
202-203, 205, 208-209

Standard Industrial Code (SIC)
classifications, 183-184

State corporation taxes, 10

Statement of cash flows, 25, 29

Statistical Analysis System (SAS),
70, 91

STOA (share turnover over the past
year), 229

Stock Guide, 4

Stockholders’ equity, 3

Stockholder wealth, 53, 182-183,
238,242,262

Stock issuance, 27-28, 181

Stock price equation estimates, 194

Stock selection models, 212-213,
258,262

STOS (share turnover over the past
five years), 230

STOM (share turnover over the
past month), 230

STOQ (share turnover over the past
quarter), 229-230

Straight-line depreciation, 7

Strategic planning, 67

Subsidiaries, 14-16, 27

Summarization annuity formula, 52

Surplus accounts, 13-14, 22-23

Systematic risk, 185, 194

Tangible assets, 9
Tax depreciation schedules, 8
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Tax rates, 184

Tax Recovery Act of 1986, 8

Term loans, 10

Three-asset portfolio construction,
206-209

Three-stage least squares (3SLS),
89-92

Three-stage least squares regression,
195

Three-stage least squares regression
estimation (3SLS), 178, 184

Time series models, 253

Time series of ratios, historical
perspective, 37-38

Times interest earned (TIE) ratio, 35

Total debt to assets ratio, 33

Total debt to total assets (TDTA)
ratio, 15, 17

Trade acceptances payable, 10

Trade accounts, 42

Trademarks, 8

Trading activity, risk indexes,
229-230, 241, 244

Traditional investment analysis, 66

Treasury bills, 201

True regression line, 72

Tostatistics, 47-48, 216-217, 242

T-tables, 78

T-test, 78

T-value, 78, 211, 239

Two-asset portfolio construction,
203-205

Two-stage least squares (2SLS),
86-89

Two-stage least squares analysis,
178, 189-191

Two-stage least squares regression
estimation (2SLS), 178

Two-stage least squares regressions,
194

Two-stage regression, 189

Two-year growth in sales (DSAL),
183

Underinvesting, 241

Underlying assets, 67

United States, time series of ratios,
37-38

U.S. Census Bureau R&D data,
181-183, 186-187, 189,
191-193, 195-199

U.S. Equity Model (US-E3), 221,
227-235

Unscreened universes, stock
selection, 253-254, 259

Utilities sector, 33

Valuation, 5-7, 262

Value, risk indexes, 232

Value-added ratios, 34

Value investing, 258

Vantage Global Advisors (VGA),
251-252

VCAP (variability in capital
structure), 231

VERN (variability in earnings), 233

VFLO (variability in cash flows), 233

VLVR (volume to variance), 230

Volatility, risk indexes, 227-228

VOLBT (sensitivity of trading
volume changes to changes in
aggregate trading volume), 228

Wealth creation, 199

Weighted average cost of capital,
51-52

Weighted latent root regression
(WLRR), 216

Wharton Research Data Services
(WRDS) Compustat databases,
4,17, 29, 35, 37-38, 50,
93-95, 179-180

Wholesale distributors, 34

WLRR techniques, 216

Working capital analysis, 31-33

Zero return, 43



