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PREFACE

Finance has become one of the most important and popular subjects in
management school today. This subject has progressed tremendously in
the last forty years, integrating models and ideas from other areas such as
physics, statistics, and accounting. The financial markets have also rap-
1dly expanded and changed extensively with improved technology and the
ever changing regulatory and social environment. For example, there has
been a rapid expansion of financial concepts, instruments, and tools due
to increased computing power and seemingly instantaneous information
sharing through networks. The internationalization of businesses and
economies will continue to impact the field of finance. With all this
progress and expansion in finance and society, we thought that it
would be useful to put together an updated comprehensive encyclopedia
as a reference book for both students and professionals, in an attempt to
meet the demand for a key source of fundamental finance terminology
and concepts.

This Encyclopedia of Finance contains five parts. Part I includes finance
terminology and short essays. Part II includes fifty important finance
papers by well know scholars and practitioners such as; James R. Barth,
Ren-Raw Chen, Thomas C. Chiang, Quentin C. Chu, Wayne E. Ferson,
Joseph E. Finnerty, Thomas S.Y. Ho, C.H. Ted Hong, Cheng Hsiao,
Jing-Zhi Huang, Mao-wei Hung, John S. Jahera Jr, Haim Levy, Wilbur
G. Lewellen, Joseph P. Ogden, Fai-Nan Peng, Gordon S. Roberts,
Robert A. Schwartz, K.C. John Wei, and Gillian Yeo, among others.
Topics covered in both Part I and Part II include fundamental subjects
such as financial management, corporate finance, investment analysis
and portfolio management, options and futures, financial institutions,
international finance, and real estate finance. Part III contains appendi-
ces which discuss and derive some fundamental finance concepts and
models; Part IV lists references; and Part V provides both subject and
author indexes.

Fifty papers included in Part II can be classified as eight groups as

follows:

a) Investment analysis and portfolio management (papers 3, 7, 10, 12,
19, 21, 29, 31, 34, 40, 45, and 48);

b) Financial management and corporate finance (papers 11, 18, 22, 26,
27, 28, 32, 39, and 42);

¢) International finance (papers 4, 6, 15, 30, 33, 41, 42, 47, and 50);

d) Microstructure (papers 16, 17, 20, 30, 35, 36, 37, 38, and 44);

e) Asset pricing (papers 8, 9, 10, 12, and 34);
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f) Financial Institutions and Markets (papers 1, 2, 13, 24, and 46);
g) Derivatives (papers 5, 28, and 43);

h) Real estate finance (papers 14, 25, and 49);

1) Risk Management (papers 4, 5, 6, 22, 23, 24, and 39).

For both undergraduate and graduate students, this encyclopedia is a
good supplementary material for above listed finance courses. In add-
ition, this encyclopedia can also be a good supplementary material for
financial accounting courses. We believe that this encyclopedia will not
only be useful to students but also for professors and practitioners in the
field of finance as a reference.

We would like to thank the contributors for willingness to share their
expertise and their thoughtful essays in Part II. We would like to thank
Ms. Judith L. Pforr and Ms. Candace L. Rosa, of Springer for their
coordination and suggestions to this book. Finally, we would also like to
express our gratitude to our secretaries Ms. Mei-Lan Luo, Ms. Sue Wang,
Ms. Ting Yen, and Ms. Meetu Zalani, for their efforts in helping us pull
together this tremendous repository of information.

We hope that the readers will find the encyclopedia to be an invaluable
resource.

By
Cheng-Few Lee
Alice C. Lee
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PART I: Terminologies and
Essays




1. Abnormal Return

Return on a stock beyond what would be the
expected return that is predicted by market move-
ments alone. [See also Cumulative abnormal return
(CAR)]

2. Absolute Cost Advantage

Absolute cost advantages can place competitors at a
cost disadvantage, even if the scale of operations is
similar for both firms. Such cost advantages can
arise from an advanced position along the learning
curve, where average costs decline as cumulative
output rises over time. This differs from economies
of scale, which involves the relationship between
average costs and the output level per period of
time. A firm that enters a market segment early can
learn about the production and distribution process
first and make more efficient use of assets, technol-
ogy, raw inputs, and personnel than its competitors.
In such cases, the firm can frequently reduce costs
and prices and maintain market leadership. Similar
advantages can result from possessing proprietary
technology that is protected by patents.

Some firms seek to maintain absolute cost ad-
vantages by entering foreign market. Early entry
can allow the firm to gain experience over its com-
petitors, as it can more efficiently track foreign
market trends and technologies and disseminate
new methods throughout the firm.

3. Absolute Priority of Claims

In case of liquidation of a firm’s assets, the rule
requires satisfaction of certain claims prior to the
satisfaction of other claims. The priority of claims
in liquidation or reorganization typically takes the
following order:

1. Special current debt, which includes trustee
expenses, unpaid wages that employees have
earned in the 90 days preceding bankruptcy
(not to exceed $2,000 for any one case), and
contributions to employee benefit plans that
have fallen due within the 180 days preceding
bankruptcy.

2. Consumer claims on deposits not exceeding
$900 per claim.

3. Tax claims.

4. Secured creditors’ claims, such as mortgage
bonds and collateral trust bonds, but only to
the extent of the liquidating value of the
pledged assets.

5. General creditors’ claims, including amounts
owed to unsatisfied secured creditors and all
unsecured creditors, but only to the extent of
their proportionate interests in the aggregate
claims of their classes.

6. Preferred stockholders’ claims, to the extent
provided in their contracts, plus unpaid divi-
dends.

7. Residual claims of common stockholders.

The priority of claims order and amounts are
arbitrary, and no conclusions should be drawn
about the relative merits of how workers, con-
sumers, the government, creditors, and owners
are treated.

4. Absolute Priority Rule (APR)

Establishes priority of claims under liquidation.
Once the corporation is determined to be bank-
rupt, liquidation takes place. The distribution of
the proceeds of the liquidation occurs according to
the following priority: (1) Administration ex-
penses; (2) Unsecured claims arising after the filing
of an involuntary bankruptcy petition; (3) Wages,
salaries, and commissions; (4) Contributions to
employee benefit plans arising within 180 days
before the filing date; (5) Consumer claims; (6)
Tax claims; (7) Secured and unsecured creditors’
claims; (8) Preferred stockholders’ claims; (9)
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Common stockholders’ claims. APR is similar to
absolute priority of claims.

5. Absolute Purchasing Power Parity

Absolute purchasing power parity states that ex-
change rates should adjust to keep purchasing
power constant across currencies. In general, how-
ever, absolute purchasing power parity does not
hold, in part because of transportation costs, tar-
iffs, quotas, and other free trade restrictions. A
more useful offshoot of absolute purchasing
power parity is relative purchasing power parity.
[See also Relative purchasing power parity]

6. Accelerated Cost Recovery System (ACRS)

A system used to depreciate accelerated assets for
tax purposes. The current system, enacted by the
1986 Tax Reform Act, is very similar to ACRS
established in 1981. The current modified acceler-
ated cost recovery system (MACRS) specifies the
depreciable lives (recovery periods) and rates for
each of several classes of property. It should be
noted that this higher level of depreciation is offset
by reclassifying individual assets into categories
with longer life. [See also Modified accelerated
cost recovery system]|

7. Accelerated Depreciation

A method of computing depreciation deductions for
income tax that permits deductions in early years
greater than those under straight line depreciation.
It includes sums of year’s digits, units of production
and double decline methods. [See also Double-de-
clining balance depreciation, Sum-of-the-year’s-
digits depreciation and Unit of production method]

8. Account Activity

Transactions associated with a deposit account,
including home debits, transit checks, deposits,
and account maintenance.

9. Account Analysis

An analytical procedure for determining whether a
customer’s deposit account or entire credit-deposit
relationship with a bank is profitable. The proced-
ure compares revenues from the account with the
cost of providing services.

10. Account Executive

A representative of a brokerage firm who processes
orders to buy and sell stocks, options, etc., for a
customer’s account.

11. Account Maintenance

The overhead cost associated with collecting infor-
mation and mailing periodic statements to deposi-
tors.

12. Accounting Analytic

The use of financial ratios and fundamental analy-
sis to estimate firm specific credit quality examin-
ing items such as leverage and coverage measures,
with an evaluation of the level and stability of
earnings and cash flows. [See also Credit scoring
model]

13. Accounting Beta

Project betas can be estimated based on accounting
beta. Accounting measures of return, such as
EBIT/Total Assets, can be regressed against a
profitability index that is based on data for the
stocks in the S&P 500 or some other market index:

{EBIT] +AB [EBIT] n
—— = a; N i 15
T4 project, i, t l ' T4 market, t l

where the slope estimate; AfB;, is the accounting
beta.

Accounting information by product line or div-
ision is available in various Securities and Ex-
change Commission (SEC) filings that are
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required of publicly traded firms. Although a
firm’s multidivisional structure may disqualify it
from being a pure play comparable, it may include
divisional data in its public SEC filing that would
be useful for estimating an accounting beta.

14. Accounting Break-Even

Accounting break-even occurs when accounting
revenues equal accounting expenses so that pretax
income (and hence net income) equals zero. It tells
us how much product must be sold so that the
firm’s overall accounting profits are equal to
accounting expenses. Ignoring working capital ef-
fects,

OCF = NI + Depreciation.

At accounting break-even, net income (NI) is
zero, so Operating Cash Flow (OCF) equals
the periodic depreciation expense. Substituting
this into the general break-even (Q") formula,
we obtain accounting break-even quantity

(Qaccounting*) as:

__ FC+ Dep

Q*
accounting p—ve

where FC = fixed cost; v¢ = variable cost per unit;
p = price per unit; and Dep = depreciation.

The denominator, (p—vc), is called the contribu-
tion margin. The accounting break-even quantity
is given by the sum of the fixed cost and depreci-
ation divided by the contribution margin.
Accounting break-even tells us how much product
must be sold so that the firm’s overall accounting
profits are not reduced.

15. Accounting Earnings

Earnings of a firm as reported in its income state-
ment. Accounting earnings are affected by several
conventions regarding the valuation of assets such
as inventories (e.g., LIFO versus FIFO treatment)
and by the way some expenditures such as capital
investments are recognized over time (such as de-
preciation expenses).

16. Accounting Income

Income described in terms of accounting earnings,
based upon records of transactions in company
books kept according to generally accepted prin-
ciples (GAAP). Accountants generally measure rev-
enues and expenses based on accruals and deferrals
rather than cash flows and, in turn, measure the net
income of the firm by matching its revenues with the
costs it incurred to generate those revenues.

Theoretically, financial analysis should consider
economic income rather than accounting earnings
to determine the value of the firm, since economic
income represents the firm’s true earnings and cash
flows. [See also Economic income] However, since
economic income is not directly observable, ana-
lysts generally use accounting earnings as a proxy.
The relationship between economic income and
accounting earnings can be related by the follow-
ing equation:

Accounting Income =

Economic Income (permanent component)

+ Error (Transitory component).

17. Accounting Insolvency

Total book liabilities exceed total book value of
assets. A firm with negative net worth is insolvent
on the books.

18. Accounting Liquidity

The ease and quickness with which assets can be
converted to cash. Current assets are the most
liquid and include cash and those assets that will
be turned into cash within a year from the date of
the balance sheet. Fixed assets are the least liquid
type of assets.

19. Accounting Rate of Return (ARR)

The accounting rate of return (ARR) method
(which is one of the methods for capital budgeting
decision) computes a rate of return for a project
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based on a ratio of average project income to
investment outlay (usually either the total initial
investment or the average investment is used). Pro-
jects with accounting returns exceeding a manage-
ment-determined minimum return are accepted;
those with returns below the cutoff are rejected.
To compute the accounting rate of return, we use
the following ratio:

Average annual net income

ARR = ——
Total initial investment

Similar to the payback method, the accounting rate
of return method has none of the four desired
selection method characteristics. [See also Payback
method] First, it doesn’t even use cash flows; it
relies on accounting income. Second, it ignores
time value of money concepts. Third, it states no
clearly defined, objective decision criterion; like the
payback method, its cutoff depends on the discre-
tion of management. Fourth, ARR tells us abso-
lutely nothing about the impact of a project on
shareholder wealth.

20. Accounting, Relationship to Finance

The accounting function, quantifies, to a certain
extent, the economic relationships within the firm
and provides data on which management bases its
planning, controlling, and operating decisions. Like
accounting, finance deals with value and the monet-
ary resources of the organization. [See also Finance]

21. Accounting-Based Beta Forecasting

Elgers (1980) proposed accounting-based beta
forecasting. Accounting-based beta forecasts rely
upon the relationship of accounting information
such as the growth rate of the firm, earning before
interest and tax (EBIT), leverage, and the dividend
pay-out as a basis for forecasting beta. To use
accounting information in beta forecasting, the
historical beta estimates are first cross-sectionally
related to accounting information such as growth
rate, variance of EBIT, leverage, accounting beta,
and so on:

Bi =ay)+aXii+aXy+ an}'i + - ap X,

where 3; is the beta coefficient for ith firm which is
estimated in terms of market model. Xj; is the jth
accounting variables for ith firm, and g; is the
regression coefficient.

22. Accounting-Based Performance Measures

To evaluate firm performance, we can use account-
ing-based measures such as sales, earnings per
share, growth rate of a firm. However, accounting
performance measures are vulnerable to distortion
by accounting principles, whose application may
be somewhat subjective (such as when to recognize
revenue or how quickly to depreciate assets). Ra-
ther than present an unbiased view of firm per-
formance, accounting statements may be oriented
toward the perspective that management wants to
present. Additionally, accounting-based perform-
ance measures are always historical, telling us
where the firm has been.

23. Accounts Payable

Money the firm owes to suppliers. These are pay-
ments for goods or services, such as raw materials.
These payments will generally be made after pur-
chases. Purchases will depend on the sales forecast.
Accounts payable is an unfunded short-term debt.

24. Accounts Receivable

Money owed to the firm by customers; the
amounts not yet collected from customers for
goods or services sold to them (after adjustment
for potential bad debts).

25. Accounts Receivable Financing

A secured short-term loan that involves either the
assigning of receivables or the factoring of receiva-
bles. Under assignment, the lender has a lien on the
receivables and recourse to the borrower. Factor-
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ing involves the sale of accounts receivable. Then
the purchaser, call the factor, must collect on recei-
vables. [See also Factoring]

26. Accounts Receivable Turnover

Credit sales divided by average accounts receiv-
able. In general, a higher accounts receivable turn-
over ratio suggests more frequent payment of
receivables by customers. The accounts receivable
turnover ratio is written as:

Accounts Receivable Turnover

B Sales
~ Accounts Receivable’

Thus, if a firm’s accounts receivable turnover ratio
i1s larger than the industry average, this implies
that the firm’s accounts receivable are more effi-
ciently managed than the average firm in that
industry.

27. Accreting Swap

A swap where the notional amount increases over
the life of the swap. It is used to hedge interest rate
risk or agreements with a rising principal value,
such as a construction loan.

28. Accrual

The accumulation of income earned or expense
incurred, regardless of when the underlying cash
flow is actually received or paid.

29. Accrual Bond

A bond that accrues interest but does not pay
interest to the investor until maturity when accrued
interest is paid with the principal outstanding.

30. Accrual Swap

An interest rate swap where interest on one side
accrues only when the floating reference rate is

within certain range. The range can be maintained,
fixed, or reset periodically during the entire life of
the swap.

31. Accrued Interest

Interest income that is earned but not yet received.
Alternatively, it refers to pro-rated portion of a
bond’s coupon payment (c) since the previous cou-
pon date with (m—d) days have passed since the
last coupon payment; the accrued interest is
c(m — d)/m, where m and d represent total days
and days left to receive coupon payment, respect-
ively. In a semiannual coupon, if m = 182 days, d =
91 days and ¢ = $60, then the accrued interest is
calculated as:

182 — 91

32. Accumulated Benefit Obligation (ABO)

FASB Statement 87 specifies that the measure of
corporate pension liabilities to be used on the cor-
porate balance sheet in external reports is the accu-
mulated benefit obligation (ABO), which is the
present value of pension benefits owed to employees
under the plan’s benefit formula absent any salary
projections and discounted at a nominal rate of
interest.

33. Accumulation Phase

During the accumulation phase, the investor con-
tributes money periodically to one or more open-
end mutual funds and accumulates shares. [See
also Variable annuities]

34. Acid-Test Ratio

A measure of liquidity from reported balance sheet
figures with targeted minimum value of one. Cal-
culated as the sum of cash, marketable securities,
and accounts receivable divided by current liabil-
ities. [See also Quick ratio]
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35. Acquisition

Assuming there are two firms, Firm A and Firm B.
Acquisition is a form of business combination in
which Firm B buys Firm A, and they both remain
in existence; Firm B as the parent and Firm A as
the subsidiary.

Mergers or acquisitions are also ways for a pri-
vate firm to raise equity capital by selling all or
part of the firm to another corporation. [See also
Merger] Another firm may pay an attractive price
for the equity of the private firm, especially if the
private firm has a good strategic fit with the
buyer’s products and plans, or if the purchase
offers a foreign corporation easy entry into the
US market. Acquisitions can be negotiated to
allow the firm’s managers to retain their current
positions or to receive lucrative consulting con-
tracts.

Another advantage of a merger or acquisition is
when the investor is a large corporation with deep
pockets and a willingness to help the firm grow.
Such a situation can provide financing for the
firm’s present and foreseeable future needs. Rather
than spending time canvassing banks and equity
investors for capital, management can concentrate
on doing what it presumably does best: managing
the firm to make it grow and succeed.

The drawback to a merger or acquisition is a
loss of control. Although a seemingly straightfor-
ward consequence, this can be a large stumbling
block for a business with a tradition of family
ownership or for a group of founding entrepre-
neurs who consider the firm their “baby.” Unless
the private equity owners get an exceptional deal
from the new owner, a merger or sale causes
them to give up the return potential of their busi-
ness. If the company does grow and succeed after
the sale, someone else — the new investor — will reap
the benefits. If the original owners stay with the
new owner, they may become frustrated by the
lack of attention from their new partners if the
firm is only a small part of the acquirer’s overall
business.

36. Active Bond Portfolio Management

An investment policy whereby managers buy and
sell securities prior to final maturity to speculate
on future interest rate movements. In addition,
managers can also identify the relative mispricing
within the fixed-income market.

37. Active Management

Attempts to achieve portfolio returns more than
commensurate with risk, either by forecasting
broad market trends or by identifying particular mis-
priced sectors of a market or securities in a market.

38. Active Portfolio

In the context of the Treynor-Black model (See
Treynor and Black, 1973), the portfolio formed by
mixing analyzed stocks of perceived nonzero alpha
values. This portfolio is ultimately mixed with the
passive market index portfolio. [See also Alpha and
Active bond portfolio management]

39. Activity Charge

A service charge based on the number of checks
written by a depositor.

40. Activity Ratios

Activity ratios measure how well a firm is using its
resources. Four activity ratios are analyzed: (1)
inventory turnover, (2) average collection period,
(3) fixed-asset turnover, and (4) total asset turnover.

Inventory turnover (sales/inventory) measures
how well a firm is turning over its inventory. The
average collection period (receivables/sales per
day) measures the accounts-receivable turnover.
The fixed-asset turnover (sales to net fixed assets)
measures the turnover of plant and equipment — a
measure of capacity utilization. Total-asset turn-
over (sales/total assets) measures how efficiently
total assets have been utilized.
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41. Acts of Bankruptcy

Bankruptcy includes a range of court procedures in
the US that may result in the firm being liquidated
or financially reorganized to continue operations.
This may occur voluntarily if the firm permits a
petition for bankruptcy, or a creditor’s petition
may force the firm into the courts. Such a petition
by a creditor charges the firm with committing one
of the following acts of bankruptcy: (1) committing
fraud while legally insolvent, (2) making preferen-
tial disposition of firm assets while legally insolvent,
(3) assigning assets to a third party for voluntary
liquidation while insolvent, (4) failing to remove a
lien on the firm within 30 days while insolvent, (5)
appointment of a receiver or trustee while insolvent,
or (6) written admission of insolvency.

42. Additions to Net Working Capital

A component of the cash flow of the firm, along
with operating cash flow and capital spending.
These cash flows are used for making investments
in net working capital.

Total cash flow of the firm = Operating cash flow
— Capital spending — Additions to net
working capital.

43. Add-on Interest

Add-on interest means that the total interest owed
on the loan, based on the annual stated interest
rate, is added to the initial principal balance before
determining the periodic payment. This kind of
loan is called an add-on loan. Payments are deter-
mined by dividing the total of the principal plus
interest by the number of payments to be made.
When a borrower repays a loan in a single, lump
sum, this method gives a rate identical to annual
stated interest. However, when two or more pay-
ments are to be made, this method results in an
effective rate of interest that is greater than the
nominal rate. Putting this into equation form, we
see that:

Py — sV Future Flows
=1(1 + Interest Rate)’

where PV = the present value or loan amount; ¢
= the time period when the interest and principal
repayment occur; and N = the number of
periods.

For example, if a million-dollar loan were repaid
in two six-month installments of $575,000 each, the
effective rate would be higher than 15 percent,
since the borrower does not have the use of the
funds for the entire year. Allowing r to equal the
annual percentage rate of the loan, we obtain the
following:

$575,000  $575,000
it 2"
(1+3)  (1+3)
2 2
Using a financial calculator, we see that r equals
19.692 percent, which is also annual percentage
return (APR). Using this information, we can ob-

tain the installment loan amortization schedule as
presented in the following table.

$1,000,000 =

Interest Ending
Beginning (0.19692)/ Principal  Loan
Payment Balance 2 X (b) Paid Balance
(a) (b) (©) (d) (e)

Period (a)—(c) (b) - (d)

1 $575,000  $1,000,000 $98.460 $476,540 $523,460

2 575,000 523,460 51,540 523,460 0
Biannual payment: $575,000
Initial balance: $1,000,000
Initial maturity: One year
APR: 19.692%

44. Add-On Rate

A method of calculating interest charges by apply-
ing the quoted rate to the entire amount advanced
to a borrower times the number of financing
periods. For example, an 8 percent add-on rate
indicates $80 interest per $1,000 for 1 year, $160
for 2 years, and so forth. The effective interest
rate is higher than the add-on rate because the
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borrower makes installment payments and cannot
use the entire loan proceeds for full maturity. [See
also Add-on interest]

45. Adjustable-Rate Mortgage (ARM)

A mortgage whose interest rate varies according to
some specified measure of the current market
interest rate. The adjustable-rate contract shifts
much of the risk of fluctuations in interest rates
from the lender to the borrower.

46. Adjusted Beta

The sample beta estimated by market model can be
modified by using cross-sectional market informa-
tion [see Vasicek, 1973]. This kind of modified beta
is called adjusted beta. Merrill Lynch’s adjusted
beta is defined as:

2 1
Adjusted beta = 3 sample beta + 3 (1).

47. Adjusted Forecast

A (micro or macro) forecast that has been adjusted
for the imprecision of the forecast. When we fore-
cast GDP or interest rate over time, we need to
adjust for the imprecision of the forecast of either
GDP or interest rate.

48. Adjusted Present Value (APV) Model

Adjusted present value model for capital budgeting
decision. This is one of the methods used to do
capital budgeting for a levered firm. This method
takes into account the tax shield value associated
with tax deduction for interest expense. The for-
mula can be written as:

APV = NPV + T.D,

where APV = Adjusted present value; NPV = Net
present value; T, = Marginal corporate tax rate;

D = Total corporate debt; and T.D = Tax shield
value.

This method is based upon M&M Proposition 1
with tax. [See also Modigliani and Miller (M&M)
Proposition I]

49. ADR

American Depository Receipt: A certificate issued
by a US bank which evidences ownership in for-
eign shares of stock held by the bank. [See also
American depository receipt]

50. Advance

A payment to a borrower under a loan agreement.

51. Advance Commitment

This is one of the methods for hedging interest rate
risk in a real estate transaction. It is a promise to
sell an asset before the seller has lined up purchase
of the asset. This seller can offset risk by purchas-
ing a futures contract to fix the sale price. We call
this a long hedge by a mortgage banker because the
mortgage banker offsets risk in the cash market by
buying a futures contract.

52. Affiliate

Any organization that is owned or controlled by a
bank or bank holding company, the stockholders,
or executive officers.

53. Affinity Card

A credit card that is offered to all individuals who
are part of a common group or who share a com-
mon bond.

54. After-Acquired Clause

A first mortgage indenture may include an after-
acquired clause. Such a provision states that any
property purchased after the bond issue is consid-
ered to be security for the bondholders’ claim
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against the firm. Such a clause also often states that
only a certain percentage of the new property can be
debt financed.

55. Aftermarket

The period of time following the initial sale of
securities to the public; this may last from several
days to several months.

56. After-Tax Real Return

The after-tax rate of return on an asset minus the
rate of inflation.

57. After-Tax Salvage Value

After-tax salvage value can be defined as:

After-tax salvage value = Price — T(Price — BV),

where Price = market value; 7= corporate tax
rate; and BV= book value.

If T( Price — BV) is positive, the firm owes taxes,
reducing the after-tax proceeds of the asset sale; if
T(Price — BV) is negative, the firm reduces its tax
bill, in essence increasing the after-tax proceeds of
the sale. When T(Price — BV) is zero, no tax
adjustment is necessary.

By their nature, after-tax salvage values are dif-
ficult to estimate as both the salvage value and the
expected future tax rate are uncertain.

As a practical matter, if the project termination
i1s many years in the future, the present value of the
salvage proceeds will be small and inconsequential
to the analysis. If necessary, however, analysts can
try to develop salvage value forecasts in two ways.
First, they can tap the expertise of those involved
in secondary market uses of the asset. Second, they
can try to forecast future scrap material prices for
the asset. Typically, the after-tax salvage value
cash flow is calculated using the firm’s current tax
rate as an estimate for the future tax rate.

The problem of estimating values in the distant
future becomes worse when the project involves a

major strategic investment that the firm expects to
maintain over a long period of time. In such a
situation, the firm may estimate annual cash flows
for a number of years and then attempt to esti-
mate the project’s value as a going concern at the
end of this time horizon. One method the firm can
use to estimate the project’s going-concern value
is the constant dividend growth model. [See also
Gordon model]

58. Agency Bond

Bonds issued by federal agencies such as Govern-
ment National Mortgage Association (GNMA)
and government/government-sponsored enter-
prises such as Small Business Administration
(SBA). An Agency bond is a direct obligation of
the Treasury even though some agencies are gov-
ernment sponsored or guaranteed. The net effect is
that agency bonds are considered almost default-
risk free (if not legally so in all cases) and, there-
fore, are typically priced to provide only a slightly
higher yield than their corresponding T-bond
counterparts.

59. Agency Costs

The principal-agent problem imposes agency costs
on shareholders. Agency costs are the tangible and
intangible expenses borne by shareholders because
of the self-serving actions of managers. Agency
costs can be explicit, out-of-pocket expenses
(sometimes called direct agency costs) or more
implicit ones (sometimes called implicit agency
costs). [See also Principal-agent problem|]

Examples of explicit agency costs include the
costs of auditing financial statements to verify
their accuracy, the purchase of liability insurance
for board members and top managers, and the
monitoring of managers’ actions by the board or
by independent consultants.

Implicit agency costs include restrictions placed
against managerial actions (e.g., the requirement
of shareholder votes for some major decisions) and
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covenants or restrictions placed on the firm by a
lender.

The end result of self-serving behaviors by man-
agement and shareholder attempts to limit them is
a reduction in firm value. Investors will not pay as
much for the firm’s stock because they realize that
the principal-agent problem and its attendant costs
lower the firm’s value.

Conflicts of interest among stockholders, bond-
holders, and managers will rise. Agency costs are
the costs of resolving these conflicts. They include
the costs of providing managers with an incentive
to maximize shareholder wealth and then monitor-
ing their behavior, and the cost of protecting bond-
holders from shareholders. Agency costs will
decline, and firm value will rise, as principals’
trust and confidence in their agents rise. Agency
costs are borne by stockholders.

60. Agency Costs, Across National Borders

Agency costs may differ across national borders as
a result of different accounting principles, banking
structures, and securities laws and regulations.
Firms in the US and the UK use relatively more
equity financing than firms in France, Germany
and Japan. Some argue that these apparent differ-
ences can be explained by differences in equity and
debt agency costs across the countries.

For example, agency costs of equity seem to be
lower in the US and the UK. These countries have
more accurate systems of accounting (in that the
income statements and balance sheets are higher
quality reflecting actual revenues and expenses,
assets and liabilities) than the other countries,
and have higher auditing standards. Dividends
and financial statements are distributed to share-
holders more frequently, as well, which allows
shareholders to monitor management more easily.

Germany, France, and Japan, on the other
hand, all have systems of debt finance that may
reduce the agency costs of lending. In other coun-
tries, a bank can hold an equity stake in a corpor-
ation, meet the bulk of the corporation’s

borrowing needs, and have representation on the
corporate board of directors. Corporations can
own stock in other companies and also have rep-
resentatives on other companies’ boards. Com-
panies frequently get financial advice from groups
of banks and other large corporations with whom
they have interlocking directorates. These institu-
tional arrangements greatly reduce the monitoring
and agency costs of debt; thus, debt ratios are
substantially higher in France, Germany, and
Japan.

61. Agency Problem

Conlflicts of interest among stockholders, bond-
holders, and managers.

62. Agency Securities

Fixed-income securities issued by agencies owned
or sponsored by the federal government. The most
common securities are issued by the Federal Home
Loan Bank, Federal National Mortgage Associ-
ation, and Farm Credit System.

63. Agency Theory

The theory of the relationship between principals
and agents. It involves the nature of the costs of
resolving conflicts of interest between principals
and agents. [See also Agency cost]

64. Agents

Agents are representatives of insurers. There are
two systems used to distribute or sell insurance.
The direct writer system involves an agent repre-
senting a single insurer, whereas the independent
agent system involves an agent representing mul-
tiple insurers. An independent agent is responsible
for running an agency and for the operating costs
associated with it. Independent agents are compen-
sated through commissions, but direct writers may
receive either commissions or salaries.
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65. Aggregation

This is a process in long-term financial planning. It
refers to the smaller investment proposals of each
of the firm’s operational units are added up and in
effect treated as a big picture.

66. Aging Accounts Receivable

A procedure for analyzing a firm’s accounts receiv-
able by dividing them into groups according to
whether they are current or 30, 60, or over 90 days
past due. [See also Aging schedule of accounts re-
ceivable]

67. Aging Schedule of Accounts Receivable

A compilation of accounts receivable by the age of
account.

Typically, this relationship is evaluated by using
the average collection period ratio. This type of
analysis can be extended by constructing an
aging-of-accounts-receivable table. The following
table shows an example of decline in the quality of
accounts receivable from January to February as
relatively more accounts have been outstanding for
61 days or longer. This breakdown allows analysis
of the cross-sectional composition of accounts over
time. A deeper analysis can assess the risk associ-
ated with specific accounts receivable, broken
down by customer to associate the probability of
payment with the dollar amount owed.

January February
Accounts Accounts
Days Receivable Percent of Receivable Percent of
Outstanding Range Total Range Total
0-30 days $250,000 25.0% $250,000 22.7%
31-60 days 500,000 50.0 525,000 47.7
61-90 days 200,000 20.0 250,000 22.7

Over 90 days 50,000 5.0 75,000 6.8

Total accounts $1,000,000 100.0%
receivable

$1,100,100 100.0%

68. All-in-Cost

The weighted average cost of funds for a bank
calculated by making adjustments for required re-
serves and deposit insurance costs, the sum of
explicit and implicit costs.

69. Allocational Efficiency

The overall concept of allocational efficiency is one
in which security prices are set in such a way that
investment capital is directed to its optimal use.
Because of the position of the US in the world
economy, the allocational responsibility of the US
markets can be categorized into international and
domestic efficiency. Also, since the overall concept
of allocational efficiency is too general to test, op-
erational efficiency must be focused upon as a test-
able concept.

70. Allowance for Loan and Lease Losses

An accounting reserve set aside to equate expected
(mean) losses from credit defaults. It is common to
consider this reserve as the buffer for expected
losses and some risk-based economic capital as
the buffer for unexpected losses.

71. Alpha

The abnormal rate of return on a security in excess
of what would be predicted by an equilibrium
model like CAPM or APT. For CAPM, the alpha
for the ith firm («;) can be defined as:

a; = (R — Ry) — B(Rn — Ry),

where R; = average return for the ith security,
R,, = average market rate of return, Ry = risk-
free rate, and B; = beta coefficient for the ith se-
curity.

Treynor and Black (1973) has used the alpha

value to form active portfolio.
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72. Alternative Minimum Tax (AMT)

A federal tax against income intended to ensure
that taxpayers pay some tax even when they use
tax shelters to shield income.

73. American Depository Receipt (ADR)

A security issued in the US to present shares of
a foreign stock, enabling that stock to be traded
in the US. For example, Taiwan Semiconduct-
ors (TSM) from Taiwan has sold ADRs in the
US.

74. American Option

An American option is an option that can be exer-
cised at any time up to the expiration date. The
factors that determine the values of American and
European options are the same except the time to
exercise the option; all other things being equal,
however, an American option is worth more than a
European option because of the extra flexibility it
grants the option holder. [See also European op-
tion]

75. Amortization

Repayment of a loan in installments. Long-term
debt is typically repaid in regular amounts over the
life of the debt. At the end of the amortization the
entire indebtedness is said to be extinguished.
Amortization is typically arranged by a sinking
fund. Each year the corporation places money
into a sinking fund, and the money is used to buy
back the bond. [See also Sinking fund]

76. Amortization Schedule for a Fixed-Rate
Mortgage

Amortization schedule for a fixed-rate mortgage
is used to calculate either the monthly or the
annual payment for a fixed rate mortgage.

The following example is used to show the proced-
ure for calculating annual payment for a fixed-rate
mortgage.

Suppose Bill and Debbie have taken out a home
equity loan of $5,000, which they plan to repay
over three years. The interest rate charged by the
bank is 10 percent. For simplicity, assume that Bill
and Debbie will make annual payments on their
loan. (a) Determine the annual payments necessary
to repay the loan. (b) Construct a loan amortiza-
tion schedule.

(a) Finding the annual payment requires the use
of the present value of an annuity relationship:

— 1 n
()
PVAN = (SCF) |— M £/

r

3
o (L
<1+.10>

= (¢h) 10

= $5000 = ($CF)(2.48685) .

This result is an annual payment (§CF) of $5,000/
2.48685 = $2,010.57.

(b) Below is the loan amortization schedule con-
structed for Bill and Debbie:

Interest ~ Principal  Ending
Beginning  Annuity Paid Paid Balance
Year Balance Payments (2) x0.10 3)— @) (2)— (5

M @ 3 4 (©) (©)

1 $5,000.00 $2,010.57 $500.00
2 3,489.43  2,010.57 34894
3 1,827.80  2,010.57  182.78

$1,510.57 $3,489.43
1,661.63  1,827.80
1,827.79 0.01

77. Amortize

To reduce a debt gradually by making equal peri-
odic payments that cover interest and principal
owed. In other words, it liquidates on an install-
ment basis. [See also Amortization]
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78. Amortizing Swap

An interest rate swap in which the outstanding
notional principal amount declines over time. It
generally is used to hedge interest rate risk or
mortgage or other amortized loan.

79. Angels

Individuals providing venture capital. These inves-
tors do not belong to any venture-capital firm;
these investors act as individuals when providing
financing. However, they should not be viewed as
isolated investors.

80. Announcement Date

Date on which particular news concerning a given
company is announced to the public; used in event
studies, which researchers use to evaluate the eco-
nomic impact of events of interest. For example, an
event study can be focused on a dividend an-
nouncement date. [See also Event studies]

81. Announcement Effect

The effect on stock returns for the first trading day
following an event announcement. For example,
an earnings announcement and a dividend an-
nouncement will affect the stock price.

82. Annual Effective Yield

Also called the effective annual rate (EAR). [See
also Effective annual rate (EAR)]

83. Annual Percentage Rate (APR)

Banks, finance companies, and other lenders are
required by law to disclose their borrowing interest
rates to their customers. Such a rate is called a
contract or stated rate, or more frequently, an
annual percentage rate (APR). The method of cal-
culating the APR on a loan is preset by law. The

APR is the interest rate charged per period multi-
plied by the number of periods in a year:

APR =r X m,

where r = periodic interest charge, and m = num-
ber of periods per year.

However, the APR misstates the true interest
rate. Since interest compounds, the APR formula
will understate the true or effective interest cost.
The effective annual rate (EAR), sometimes called
the annual effective yield, adjusts the APR to take
into account the effects of compounded interest
over time. [See also Effective annual rate (EAR)]

It is useful to distinguish between a contractual
or stated interest rate and the group of rates we call
yields, effective rates, or market rate. A contract
rate, such as the annual percentage rate (APR), is
an expression that is used to specify interest cash
flows such as those in loans, mortgages, or bank
savings accounts. The yield or effective rate, such
as the effective annual rate (EAR), measures the
opportunity costs; it is the true measure of the
return or cost of a financial instrument.

84. Annualized Holding-Period Return

The annual rate of return that when compounded
T times, would have given the same T-period hold-
ing return as actual occurred from period 1 to
period T. If R, is the return in year t (expressed in
decimals), then:

(I 4+ Ry) x (1 4+ Ry) x (14 R3) x (1 4+ Ry)

is called a four-year holding period return.

85. Annuity

An annuity is a series of consecutive, equal cash
flows over time. In a regular annuity, the cash
flows are assumed to occur at the end of each
time period. Examples of financial situations that
involve equal cash flows include fixed interest pay-
ments on a bond and cash flows that may arise
from insurance contracts, retirement plans, and
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amortized loans such as car loans and home mort-
gages.

The future value of an n-period annuity of $C
per period is

FVAN = $C1+(1+nN+0+r+0+r'+.. .+
1+,

which can be reduced to:

FVAN = $C [w

] = $C x FVIFA(r,n),
;

where FVIFA (r,n) represents the future value
interest factor for an annuity.

To find the present value of an n-period annuity
of $C per period is

1 1 1
PVAN = $C
5 [(1+V)+(1+r)2+(1+r)3+
1
+(1—|—r)"]’

which can be shown as:

1 1
PVAN = 8C|—-———| = 8CF x PVIFA
$ [r T r)”] SCF x (r,n),
where PVIFA(r,n) is the present value interest fac-
tor for an annuity.

86. Annuity Due

When a cash flow occurs at the beginning of each
annuity period, the annuity becomes an annuity
due. Since the cash flows in the n-year annuity
due occurs at the beginning of each year, they are
invested for one extra period of time compared to
the n-year regular annuity. This means all the an-
nuity due cash flows are invested at r percent inter-
est for an extra year.

To take this one extra year of compounding into
account, the future value interest factor for an
annuity [FVIFA (r,n)] can be multiplied by (1 + r)
to determine the future value interest factor for an
annuity due (FVANDUE):

FVANDUE = $C [W} (1 +7)

= 8C x FVIFA(r,n) x (1 +7).

Many situations also require present value calcu-
lations for cash flows that occur at the beginning of
each time period. Examples include retirement
checks that arrive on the first of the month and
insurance premiums that are due on the first of the
month. Again, the cash flows for the n-year annu-
ity due occur one year earlier than those of the n-
year regular annuity, making them more valuable.
As in determining the FVANDUE, we can adjust
for this simply by multiplying the corresponding
PVIFA by (1 4 r) to reflect the fact that the cash
flows are received one period sooner in an annuity
due. The formula for the present value of an an-
nuity due (PVANDUE) is

1

PVANDUE = $C <1+"> x (147)
r

= $C x PVIFA(r,n) x (1 +7r).

87. Annuity Factor

The term used to calculate the present value or
future value of the stream of level payments for a
fixed period. [See also Annuity]

88. Annuity in Advance

An annuity with an immediate initial payment.
This is called annuity due. [See also Annuity due]

89. Annuity in Arrears

An annuity with a first payment one full period
hence, rather than immediately. That is, the first
payment occurs on date 1 rather than on date 0.
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90. Anticipated Income Theory

A theory that the timing of loan payments should
be tied to the timing of a borrower’s expected
income.

91. Antithetic Variate Method

A technique used in Monte Carlo valuation, in
which each random draw is used to create two
simulated prices from opposite tails of the asset
price distribution. This is one of the variance re-
duction procedures. Other method is stratified
sampling method [See Stratified sampling]

92. Applied Research

A research and development (R&D) component
that is riskier than development projects. [See also
Development projects] It seeks to add to the firm’s
knowledge base by applying new knowledge to
commercial purposes.

93. Appraisal Ratio

The signal-to-noise ratio of an analyst’s forecasts.
The ratio of alpha to residual standard deviation.
This ratio measures abnormal return per unit of
risk that in principle could be diversified away by
holding a market index portfolio.

94. Appraisal Rights

Rights of shareholders of an acquired firm that
allow them to demand that their shares be pur-
chased at a fair value by the acquiring firm.

95. Appreciation

An increase in the market value of an asset. For
example, you buy one share of IBM stock at
$90. After one year you sell the stock for
$100, then this investment appreciated by 11.11
percent.

96. Appropriation Phase of Capital Budgeting

The focus of the appropriation phase, sometimes
called the development or selection phase, is to ap-
praise the projects uncovered during the identifica-
tion phase. After examining numerous firm and
economic factors, the firm will develop estimates
of expected cash flows for each project under
examination. Once cash flows have been estimated,
the firm can apply time value of money techniques
to determine which projects will increase share-
holder wealth the most.

The appropriation phase begins with informa-
tion generation, which is probably the most diffi-
cult and costly part of the phase. Information
generation develops three types of data: internal
financial data, external economic and political
data, and nonfinancial data. This data supports
forecasts of firm-specific financial data, which are
then used to estimate a project’s cash flows. De-
pending upon the size and scope of the project, a
variety of data items may need to be gathered in
the information generation stage. Many economic
influences can directly impact the success of a pro-
ject by affecting sales revenues, costs, exchange
rates, and overall project cash flows. Regulatory
trends and political environment factors, both in
the domestic and foreign economies, also may help
or hinder the success of proposed projects.

Financial data relevant to the project is devel-
oped from sources such as marketing research,
production analysis, and economic analysis.
Using the firm’s research resources and internal
data, analysts estimate the cost of the investment,
working capital needs, projected cash flows, and
financing costs. If public information is available
on competitors’ lines of business, this also needs to
be incorporated into the analysis to help estimate
potential cash flows and to determine the effects of
the project on the competition.

Nonfinancial information relevant to the cash
flow estimation process includes data on the vari-
ous means that may be used to distribute products
to consumers, the quality and quantity of the do-
mestic or nondomestic labor forces, the dynamics
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of technological change in the targeted market,
and information from a strategic analysis of com-
petitors. Analysts should assess the strengths and
weaknesses of competitors and how they will react
if the firm undertakes its own project.

After identifying potentially wealth-enhancing
projects, a written proposal, sometimes called a
request for appropriation is developed and submit-
ted to the manager with the authority to approve.
In general, a typical request for appropriation re-
quires an executive summary of the proposal, a
detailed analysis of the project, and data to sup-
port the analysis.

The meat of the appropriation request lies in
the detailed analysis. It usually includes sections
dealing with the need for the project, the problem
or opportunity that the project addresses, how
the project fits with top management’s stated
objectives and goals for the firm, and any impact
the project may have on other operations of
the firm.

The appropriation process concludes with a de-
cision. Based upon the analysis, top management
decides which projects appear most likely to en-
hance shareholder wealth. The decision criterion
should incorporate the firm’s primary goal of
maximizing shareholder wealth.

97. Arbitrage

Arbitrage is when traders buy and sell virtually
identical assets in two different markets in order
to profit from price differences between those mar-
kets.

Besides currencies, traders watch for price differ-
ences and arbitrage opportunities in a number of
financial markets, including stock markets and fu-
tures and options markets. In the real world, this
process is complicated by trading commissions,
taxes on profits, and government restrictions on
currency transfers. The vigorous activity in the for-
eign exchange markets and the number of traders
actively seeking risk-free profits prevents arbitrage
opportunities based on cross-rate mispricing from
persisting for long.

In other words arbitrage refers to buying an
asset in one market at a lower price and simultan-
eously selling an identical asset in another market
at a higher price. This is done with no cost or risk.

98. Arbitrage Condition

Suppose there are two riskless assets offering rates
of return r and »/, respectively. Assuming no trans-
action costs, one of the strongest statements that
can be made in positive economics is that

r=r. (A)

This is based on the law of one price, which says
that the same good cannot sell at different prices.
In terms of securities, the law of one price says that
securities with identical risks must have the same
expected return. Essentially, equation (A) is a ar-
bitrage condition that must be expected to hold in
all but the most extreme circumstances. This is
because if r > ¥/, the first riskless asset could be
purchased with funds obtained from selling the
second riskless asset. This arbitrage transaction
would yield a return of r —# without having to
make any new investment of funds or take on any
additional risk. In the process of buying the first
asset and selling the second, investors would bid up
the former’s price and bid down the latter’s price.
This repricing mechanism would continue up to
the point where these two assets’ respective prices
equaled each other. And thus r = 7.

99. Arbitrage Pricing Theory (APT)

Ross (1970) derived a generalized capital asset pri-
cing relationship called the arbitrage pricing theory
(APT). To derive the APT, Ross assumed the
expected rate of return on asset i at time 7, E(R;,),
could be explained by k& independent influences (or
factors):

E(R;;) = a + B;,(factor 1) 4 B,(factor 2) + - --
+ Bjr(factor k),

where ; measures the sensitivity of the ith asset’s
returns to changes in factor k (sometimes called
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index k). In the terminology of factor analysis, 8;,’s
are called factor loading.

Using the prior equation, Ross shows that the
actual return of the ith security can be defined as:

R; = E(R)) +[Fi — E(F)]B;y + -+ + [Fx
— E(F)Bi

where [F; — E(F,)] represents the surprise or
change in the kth factor brought about by system-
atic economic events.

Like the capital asset pricing model (CAPM), the
APT assumes that investors hold diversified port-
folios, so only systematic risks affect returns. [See
also Capital asset pricing model (CAPM)] The
APT’s major difference from the CAPM is that it
allows for more than one systematic risk factor.
The APT is a generalized capital asset pricing
model; the CAPM is a special, one-factor case of
the APT, where the one factor is specified to be the
return on the market portfolio.

The APT does have a major practical drawback.
It gives no information about the specific factors
that drive returns. In fact, the APT does not even
tell us how many factors there are. Thus, testing
the APT is purely empirical, with little theory to
guide researchers. Estimates of the number of fac-
tors range from two to six; some studies conclude
that the market portfolio return is one of the re-
turn-generating factors, while others do not. Some
studies conclude that the CAPM does a better job
in estimating returns; others conclude that APT is
superior.

The jury is still out on the superiority of the
APT over the CAPM. Even though the APT is a
very intuitive and elegant theory and requires
much less restrictive assumptions than the
CAPM, it currently has little practical use. It is
difficult both to determine the return-generating
factors and to test the theory.

In sum, an equilibrium asset pricing theory that
is derived from a factor model by using diversifi-
cation and arbitrage. It shows that the expected
return on any risky asset is a linear combination of
various factors.

100. Arbitrageur

An individual engaging in arbitrage. [See also Ar-
bitrage]

101. Arithmetic Average

The risk of an item is reflected in its variability from
its average level. For comparison, a stock analyst
may want to determine the level of return and the
variability in returns for a number of assets to see
whether investors in the higher risk assets earned a
higher return over time. A financial analyst may
want to examine historical differences between
risk and profit on different types of new product
introductions or projects undertaken in different
countries.

If historical, or ex-post, data are known, an
analyst can easily compute historical average re-
turn and risk measures. If X; represents a data item
for period ¢, the arithmetic average X, over n
periods is given by:

n

2. Xi

B t=1
X =
n

In summary, the sum of the values observed div-
ided by the total number of observation—some-
times referred to as the mean. [See also Geometric
average]

102. Arithmetic Mean

[See Arithmetic average]

103. ARM

Adjustable rate mortgage is a mortgage in which
the contractual interest rate is tied to some index of
interest rates (prime rate for example) and changes
when supply and demand conditions change the
underlying index. [See also Adjustable rate mort-

gage]
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104. Arrears

An overdue outstanding debt. In addition, we use
arrearage to indicate the overdue payment.

105. Asian Option

An option in which the payoff at maturity depends
upon an average of the asset prices over the life of the
option.

106. Asian Tail

A reference price that is computed as an average of
recent prices. For example, an equity-linked note
may have a payoff based on the average daily stock
price over the last 20 days (the Asian tail).

107. Ask Price

The price at which a dealer or market-maker offers
to sell a security. Also called the offer price.

108. Asset Allocation Decision

Choosing among broad asset classes such as stocks
versus bonds. In other words, asset allocation is an
approach to investing that focuses on determining
the mixture of asset classes that is most likely to
provide a combination to risk and expected return
that is optimal for the investor. In addition to this,
portfolio insurance is an asset-allocation or hedg-
ing strategy that allows the investor to alter the
amount of risk he or she is willing to accept by
giving up some return.

109. Asset Management Ratios

Asset management ratios (also called activity or
asset utilization ratios) attempt to measure the ef-
ficiency with which a firm uses its assets.

Receivables Ratios

Accounts receivable turnover ratio is computed as
credit sales divided by accounts receivable. [See

also Accounts receivable turnover ratio] In general,
a higher accounts receivable turnover ratio sug-
gests more frequent payment of receivables by cus-
tomers. The accounts receivable turnover ratio is
written as:

. Sales
Accounts receivable turnover =

Accounts receivable

Thus, if a firm’s accounts receivable turnover ratio
is larger than the industry average; this implies that
the firm’s accounts receivable are more efficiently
managed that the average firm in that industry.

Dividing annual sales by 365 days gives a daily
sales figure. Dividing accounts receivable by daily
sales gives another asset management ratio, the
average collection period of credit sales. In general,
financial managers prefer shorter collection
periods over longer periods. [See also Average
collection period]

Comparing the average collection period to the
firm’s credit terms indicates whether customers are
generally paying their accounts on time. The average
collection period is given by:

Accounts receivable

A llecti iod =
verage collection period Sales/365

The average collection period (ACP) is easy to cal-
culate and can provide valuable information when
compared to current credit terms or past trends.
One major drawback to the ACP calculation,
however, is its sensitivity to changing patterns of
sales. The calculated ACP rises with increases in
sales and falls with decreases in sales. Thus, changes
in the ACP may give a deceptive picture of a firm’s
actual payment history. Firms with seasonal sales
should be especially careful in analyzing accounts
receivable patterns based on ACP. For instance, a
constant ACP could hide a longer payment period if
it coincides with a decrease in sales volume. In this
case, the ACP calculation would fail to properly
signal a deterioration in the collection of payments.

Inventory Ratios

The inventory turnover ratio is a measure of
how quickly the firm sells its inventory. [See also
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Inventory turnover ratio] It is computed as cost of
goods sold divided by inventory. The ratio clearly
depends upon the firm’s inventory accounting
method: for example, last-in, first-out (LIFO) or
first-in, first-out (FIFO). The inventory turnover
ratio is written as:

Cost of goods sold

Inventory turnover =
Inventory

It is an easy mistake to assume that higher inven-
tory turnover is a favorable sign; it also may signal
danger. An increasing inventory turnover may
raise the possibility of costly stockouts. Empty
shelves can lead to dissatisfied customers and lost
sales.

Fixed and Total Assets Ratio

The total asset turnover ratio is computed as sales
divided by total assets. [See also Total asset turn-
over ratio] The fixed asset turnover ratio is sales
divided by fixed assets. Similar to the other turn-
over ratio, these ratios indicate the amount of sales
generated by a dollar of total and fixed assets,
respectively. Although managers generally favor
higher fixed and total asset turnover ratios, these
ratios can be foo high. The fixed asset turnover
ratio may be large as a result of the firm’s use of
old, depreciated equipment. This would indicate
that the firm’s reliance on old technology could
hurt its future market position, or that it could
face a large, imminent expense for new equipment,
including the downtime required to install it and
train workers.

A large total asset turnover ratio also can
result from the use of old equipment. Or, it might
indicate inadequate receivables arising from an
overly strict credit system or dangerously low in-
ventories.

The asset turnover ratios are computed as:

Sales

Total assets’
Sales

Fixed assets

Total asset turnover =

Fixed asset turnover =

110. Asset Sensitive

A bank is classified as asset sensitive if its GAP is
positive. Under this case interest rate sensitive asset
is larger than interest rate sensitive liability.

111. Asset Swap

Effectively transforms an asset into an asset of an-
other type, such as converting a fixed rate bond into
a floating-rate bond. Results in what is known as a
“synthetic security.”

112. Asset Turnover (ATO)

The annual sales generated by each dollar of assets
(sales/assets). It can also be called as asset utiliza-
tion ratio.

113. Asset-Backed Debt Securities (ABS)

Issuers of credit have begun following the lead set
by mortgage lenders by using asset securitization
as a means of raising funds. Securitization meaning
that the firm repackages its assets and sells them to
the market.

In general, an ABS comes through certificates
issued by a grantor trust, which also registers the
security issue under the Securities Act of 1933.
These securities are sold to investors through
underwritten public offerings or private place-
ments. Each certificate represents a fractional
interest in one or more pools of assets. The selling
firm transfers assets, with or without recourse, to
the grantor trust, which is formed and owned by
the investors, in exchange for the proceeds from
the certificates. The trustee receives the operating
cash flows from the assets and pays scheduled
interest and principal payments to investors, ser-
vicing fees to the selling firm, and other expenses of
the trust.

From a legal perspective, the trust owns the
assets that underlie such securities. These assets
will not be consolidated into the estate of the sell-
ing firm if it enters into bankruptcy.
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To date, most ABS issues have securitized auto-
mobile and credit-card receivables. It is expected
that this area will grow into other fields, such as
computer leases, truck leases, land and property
leases, mortgages on plant and equipment, and
commercial loans.

114. Asset-Backed Security

A security with promised principal and interest
payments backed or collateralized by cash flows
originated from a portfolio of assets that generate
the cash flows.

115. Asset-Based Financing

Financing in which the lender relies primarily on
cash flows generated by the asset financed to repay
the loan.

116. Asset-Liability Management

The management of a bank’s entire balance sheet
to achieve desired risk-return objectives and to
maximize the market value of stockholders’ equity.
Asset-liability management is the management of
the net interest margin to ensure that its level and
riskness are compatible with risk/return objectives
of the institution.

117. Asset-or-Nothing Call

An option that pays a unit of the asset if the asset
price exceeds the strike price at expiration or zero
otherwise.

118. Asset-or-Nothing Option

An option that pays a unit of the asset if the option
is in-the-money or zero otherwise.

119. Assets

Anything that the firm owns. It includes current,
fixed and other assets. Asset can also be classified
as tangible and intangible assets.

120. Assets Requirements

A common element of a financial plan that de-
scribes projected capital spending and the pro-
posed uses of net working capital. Asset
requirements increase when sales increase.

121. Assignment

The transfer of the legal right or interest on an
asset to another party.

122. Assumable Mortgage

The mortgage contract is transferred from the
seller to the buyer of the house.

123. Asymmetric Butterfly Spread

A butterfly spread in which the distance between
strike prices is not equal. [See also Butterfly spread]

124. As-You-Like-It Option

[See Chooser option]

125. At The Money

The owner of a put or call is not obligated to carry
out the specified transaction but has the option of
doing so. If the transaction is carried out, it is said to
have been exercised. At the money means that the
stock price is trading at the exercise price of the
option.

126. Auction Market

A market where all traders in a certain good meet
at one place to buy or sell and asset. The NYSE is
an example for stock auction market.

127. Audit, or Control, Phase of Capital Budgeting
Process

The audit, or control, phase is the final step of the
capital budgeting process for approved projects. In
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this phase, the analyst tracks the magnitude and
timing of expenditures while the project is pro-
gressing. A major portion of this phase is the
post-audit of the project, through which past de-
cisions are evaluated for the benefit of future pro-
ject analyses.

Many firms review spending during the control
phase of approved projects. Quarterly reports
often are required in which the manager overseeing
the project summarizes spending to date, compares
it to budgeted amounts, and explains differences
between the two. Such oversight during this imple-
mentation stage slows top managers to foresee cost
overruns. Some firms require projects that are
expected to exceed their budgets by a certain dollar
amount or percentage to file new appropriation
requests to secure the additional funds. Implemen-
tation audits allow managers to learn about poten-
tial trouble areas so future proposals can account
for them in their initial analysis. Implementation
audits generally also provide top management with
information on which managers generally provide
the most accurate estimates of project costs.

In addition to implementation costs, firms also
should compare forecasted cash flows to actual
performance after the project has been completed.
This analysis provides data regarding the accuracy
over time of cash flow forecasts, which will permit
the firm to discover what went right with the pro-
ject, what went wrong, and why. Audits force
management to discover and justify any major
deviations of actual performance from forecasted
performance. Specific reasons for deviations from
the budget are needed for the experience to be
helpful to all involved. Such a system also helps
to control intra-firm agency problems by helping
to reduce ““padding” (i.e., overestimating the bene-
fits of favorite or convenient project proposals).
This increases the incentives for department heads
to manage in ways that will help the firm achieve
its goals.

Investment decisions are based on estimates of
cash flows and relevant costs, while in some firms
the post-audit is based on accrued accounting and
assigned overhead concepts. The result is that

managers make decisions based on cash flow,
while they are evaluated by an accounting-based
system.

A concept that appears to help correct this
evaluation system problem is economic value
added (EVA). [See also Economic value added
(EVA)]

The control or post-audit phase sometimes re-
quires the firm to consider terminating or aban-
doning an approved project. The possibility of
abandoning an investment prior to the end of its
estimated useful or economic life expands the op-
tions available to management and reduces the risk
associated with decisions based on holding an asset
to the end of its economic life. This form of con-
tingency planning gives decision makers a second
chance when dealing with the economic and polit-
ical uncertainties of the future.

128. Audits of Project Cash Flow Estimated

Capital budgeting audits can help the firm learn
from experience. By comparing actual and esti-
mated cash flows, the firm can try to improve
upon areas in which forecasting accuracy is poor.

In a survey conducted in the late 1980s, re-
searchers found that three-fourths of the respond-
ing Fortune 500 firms audited their cash flow
estimates. Nearly all of the firms that performed
audits compared initial investment outlay esti-
mates with actual costs; all evaluated operating
cash flow estimates; and two-thirds audited sal-
vage-value estimates. About two-thirds of the
firms that performed audits claimed that actual
initial investment outlay estimates usually were
within 10 percent of forecasts. Only 43 percent of
the firms that performed audits could make the
same claim with respect to operating cash flows.
Over 30 percent of the firms confessed that oper-
ating cash flow estimates differed from actual per-
formance by 16 percent or more. This helps to
illustrate that our cash flow estimates are merely
point estimates of a random variable. Because of
their uncertainty, they may take on higher or lower
values than their estimated value.
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To be successful, the cash flow estimation pro-
cess requires a commitment by the corporation and
its top policy-setting managers; this commitment
includes the type of management information sys-
tem the firm uses to support the estimation process.
Past experience in estimating cash flows, requiring
cash flow estimates for all projects, and maintaining
systematic approaches to cash flow estimation ap-
pear to help firms achieve success in accurately
forecasting cash flows.

129. Autocorrelation [Serial Correlation]

The correlation of a variable with itself over suc-
cessive time intervals. The correlation coefficient
can be defined as:

_cov(rr-)
0101

It can be defined as where cov(r,, r,_1) is the cov-
ariance between r;, r,_1,0¢ and o,_; are standard
deviation r, and r,_1, respectively.

Two useful empirical examples of autocorrela-
tion are:

Interest rates exhibit mean reversion behavior
and are often negatively auto correlated (i.e., an
up move one day will suggest a down move the
next). But note that mean reversion does not tech-
nically necessitate negative autocorrelation.

Agency credit ratings typically exhibit move per-
sistence behavior and are positively auto correlated
during downgrades (i.e., a downgrade will suggest
another downgrade soon). But, for completeness,
note that upgrades do not better predict future
upgrades.

130. Automated Clearing House System (ACH)

An Automated Clearing House (ACH) system is
an information transfer network that joins banks
or other financial institutions together to facilitate
the transfer of cash balances. An ACH system has
a high initial fixed cost to install but requires a very
low variable cost to process each transaction. The

Federal Reserve operates the nation’s primary
ACH, which is owned by the member banks of
the Federal Reserve System. Most banks are mem-
bers of an ACH.

Instead of transferring information about pay-
ments or receipts via paper documents like checks,
an ACH transfers the information electronically
via a computer.

131. Automated Clearinghouse

A facility that processes interbank debits and
credits electronically.

132. Automated Loan Machine

A machine that serves as a computer terminal and
allows a customer to apply for a loan and, if ap-
proved, automatically deposits proceeds into an
account designated by the customer.

133. Automated Teller Machines (ATM)

The globalization of automated teller machines
(ATMs) is one of the newer frontiers for expansion
for US financial networks. The current system
combines a number of worldwide communication
switching networks, each one owned by a different
bank or group of banks.

A global ATM network works like a computer-
ized constellation of switches. Each separate bank
is part of a regional, national, and international
financial system.

After the customer inserts a credit card, punches
a personal identification number (PIN), and enters
a transaction request, the bank’s computer deter-
mines that the card is not one of its own credit cards
and switches the transaction to a national computer
system. The national system, in turn, determines
that the card is not one of its own, so it switches to
an international network, which routes the request
to the US Global Switching Center. The center
passes the request to a regional computer system
in the US, which evaluates the request and responds
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through the switching network. The entire time
required for this process, from initiation at the
ATM until the response is received, is reassured in
seconds. The use, acceptance, and growth of sys-
tems like this will revolutionize the way inter-
national payments are made well into the 2Ist
century.

134. Availability Float

It refers to the time required to clear a check
through the banking system. This process takes
place by using either Fed-check collection services,
corresponding banks or local clearing houses.

135. Average Accounting Return (AAR)

The average project earnings after taxes and depre-
ciation divided by the average book value of the
investment during its life. [See also Accounting rate
of return]

136. Average Annual Yield

A method to calculate interest that incorrectly
combines simple interest and compound interest
concepts on investments of more than one year.
For example, suppose you invested $10,000 in a
five-year CD offering 9.5 percent interest com-
pounded quarterly, you would have $15,991.10 in
the account at the end of five years. Dividing your
$5,991.10 total return by five, the average annual
return will be 11.98 percent.

137. Average Collection Period

Average amount of time required to collect an
accounting receivable. Also referred to as days
sales outstanding. [See also Asset management ra-
tios and Activity ratios]

138. Average Cost of Capital

A firm’s required payout to the bondholders and
the stockholders expressed as a percentage of cap-

ital contributed to the firm. Average cost of capital
is computed by dividing the total required cost of
capital by the total amount of contributed capital.
Average cost of capital (ACC) formula can be
defined as:

S B
ACC = Zrp +2(1 — 1),
cc VrE—i-V( Te)i

where V' = total market value of the firm; S =
value of stockholder’s equity; B = value of debt;
rg = rate of return of stockholder’s equity; i =
interest rate on debt; and 7. = corporate tax rate.
Here, rg is the cost of equity, and (1 — 7.)i is the
cost of debt. Hence, ACC is a weighted average of
these two costs, with respective weights S/Vand B/V.

139. Average Daily Sales

Annual sales divided by 365 days.

140. Average Exposure

Credit exposure arising from market-driven instru-
ments will have an ever-changing market-to-market
exposure amount. The average exposure represents
the average of several expected exposure values
calculated at different forward points over the life
of swap starting from the end of the first year. The
expected exposures are weighted by the appropriate
discount factors for this average calculation.

141. Average Price Call Option

The payoff of average price call option = max [0,
A(T) — K], where A(T) is the arithmetic average of
stock price over time and K is the strike price. This
implies that the payoff of this option is either equal
to zero or larger than zero. In other words, the
amount of payoff is equal to the difference between
A(T) and K.

142. Average Price Put Option

The payoff of average price put option = max [0,
K — A(T)], where A(T) is the arithmetic average of
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stock price per share over time and K is the strike
price. This implies that the payoff of this option is
either equal to zero or larger than zero. In other
words, the amount of payoff is equal to the differ-
ence between K and A(T).

143. Average Shortfall

The expected loss given that a loss occurs, or as the
expected loss given that losses exceed a given level.

144. Average Strike Option

An option that provides a payoff dependent on
the difference between the final asset price and

the average asset price. For example, an
average strike call = max[0, St— A(T)], where
A(T) represents average stock price per share
over time and St represents stock price per
share in period T.

145. Average Tax Rate

The average tax rate is the tax bill of a firm divided
by its earnings before income taxes (i.e., pretax
income). For individuals, it is their tax bill divided
by their taxable income. In either case, it represents
the percentage of total taxable income that is paid
in taxes.



1. Back Testing

Testing a value-at-risk or other model using histor-
ical data. For example, under the current BIS mar-
ket risk-based capital requirements, a bank must
back test its internal market model over a minimum
of 250 past days if it is used for capital requirement
calculations. If the forecast VAR errors on those
250 days are too large (i.e., risk is underestimated
on too many days), a system of penalties is imposed
by regulators to create incentives for bankers to get
their models right.

2. Back-to-Back Transaction

A transaction where a dealer enters into offsetting
transactions with different parties, effectively serv-
ing as a go-between.

3. Backward Equation

[See Kolmogorov backward equation]

4. Backwardation

A forward curve in which the futures prices are
falling with time to expiration.

5. Backwardization

The situation in which futures prices in futures
contracts that expire farther in the future are
below prices of nearby futures contracts.

6. Backwards Induction

A procedure for working from the end of a tree to
its beginning in order to value an option.

7. Bad Debts

Loans that are due but are uncollectible.

8. Balance Inquiry

A request by a depositor or borrower to obtain the
current balance in his or her account.

9. Balance Sheet

The balance sheet provides a static description of the
firm’s financial position at a fixed point in time. It
details the firm’s assets and liabilities at the end of
the fiscal year for an annual report or at the end of a
quarter for a quarterly statement.

The balance comes from a basic accounting
equality:

Total assets = Total liabilities + Total equity.

This equation implies that a firm’s assets must equal
the total of its liabilities and owners’ equity. Stated
more informally, what the firm owns (assets) equals
what it owes (liability claims to creditors plus equity
claims to shareholders). The balance sheet shows
how all assets are financed, either by borrowing
(debt) or owners’ investment (equity).

The left-hand side of the balance sheet reports
company assets. It divides the total into current
assets, plant and equipment, and other assets
(which may include such intangible assets as patents
and goodwill). The balance sheet lists these categor-
ies in order of liquidity. Liquidity is the ability to
quickly convert an asset to cash without a loss in
value. The most liquid assets, cash and short-term
investments of excess cash, such as marketable se-
curities, are listed first; less liquid assets follow.

The right-hand side of the balance sheet shows
the claims against company assets. Categories for
these claims include current liabilities, long-term
debt, common stock, and retained earnings. The
liability and equity claims are listed in order of
increasing maturity. This order also reflects the
general priority of the claims of creditors and
equity holders against the firm’s cash flows.
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10. Balanced Funds

The balanced funds offer a complete investment
program to their clients, so far as marketable se-
curities are concerned. Their portfolio are presum-
ably structured to include bonds and stocks in a
ratio considered appropriate for an average indi-
vidual investor given the return outlook for each
sector and possibly a risk and volatility constraint.

11. Balloon Loan

A loan that requires small payments that are insuf-
ficient to pay off the entire loan so that a large final
payment is necessary at termination.

12. Balloon Payment

Large final payment, as when a loan is repaid in
installments. For example, (i) most high-quality
bond issues establish payments to the sinking
fund that are not sufficient to redeem the entire
issue. As a consequence, there is the possibility of a
large balloon payment at maturity; (ii) if a lease
has a schedule of payments that is very high at the
start of the lease term and thereafter very low then
these early balloon payments would be an evidence
that the lease was being used to avoid taxes and
not for a legitimate business purpose.

13. Bank Discount Yield

An annualized interest rate assuming simple inter-
est, a 360-day year, and using the face value of the
security rather than purchase price to compute
return per dollar invested.

14. Bank Drafts

Bank drafts, or bills of exchange, is a basic instru-
ment of foreign trade financing that allow exporters
to use their banks as collection agents for foreign
accounts. The bank forwards the exporter’s in-
voices to the foreign buyer, either by mail or

through a branch or correspondent bank in the
buyer’s country. When the buyer pays the draft,
the exporter’s bank converses the proceeds of the
collection into the exporter’s currency and deposits
this money in the exporter’s account. Two kinds of
bank drafts include sight drafts and time drafts. [See
also Sight draft and Time draft]

15. Bank Holding Company

Any firm that owns or controls at least one com-
mercial bank.

16. Bank Of Japan Financial Network System

As the Japanese banks have become increasingly
more important in international financial flows,
their transfer systems also have grown in import-
ance. The Bank of Japan Financial Network Sys-
tem (BOJ-NET) is a cash and securities wire
transfer system for yen-denominated payments.
The cash wire, an online funds transfer system for
banks, is the Japanese counterpart of CHIPS. Fi-
nancial institutions use BOJ-NET to provide net
settlement services for the Japanese clearinghouse
system that clears bills and checks. BOJ-NET also
provides settlement for the Japanese electronic
fund transfer (EFT) system called Zenguin. Insti-
tutions also can use BOJ-NET to settle yen pay-
ments that arise from cross-border transfers and
foreign-exchange transactions.

17. Bank-Discount Interest

Bank-discount interest commonly is charged for
short-term business loans. Generally, the borrower
makes no intermediate payments, and the life of the
loan usually is one year or less. Interest is calculated
on the amount of the loan, and the life of the loan
usually is one year or less. Interest is calculated on
the amount of the loan, and the borrower receives
the difference between the amount of the loan and
the amount of interest. In the example, this gives an
interest rate of 15 percent. The interest ($150,000) is
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subtracted from the $1 million loan amount and the
borrower has the use of $850,000 for one year.
Dividing the interest payment by the amount of
money actually used by the borrower ($150,000
divided by $850,000), we find the effective rate is
17.6 percent.

18. Banker’s Acceptance

The banker’s acceptance is a comparatively spe-
cialized credit source largely confined to financing
foreign trade (its only major use within the US has
been in financing purchases of raw cotton crops).
One of the major difficulties in conducting business
overseas is in accessing the creditworthiness of
potential customers. This problem is best solved
by getting a bank to add its reputation to that of
the buyer by accepting, or endorsing, the note
payable. The investment attractiveness of banker’s
acceptances must be stressed because most inves-
tors are unfamiliar with this short-term, liquid
high-yielding investment.

Banker’s acceptances are time drafts drawn on
and accepted by banks, usually to secure arrange-
ments between unfamiliar firms. [See also Time
draft] They are frequently used in international
trade. After generating a banker’s acceptance, a
bank typically sells it to an investor at a discount.
Maturities range from 30 to 180 days, while de-
nominations vary from $25,000 to over $1 million,
depending upon the specific transaction the
banker’s acceptance was originally created to fi-
nance. Banker’s acceptances are relatively illiquid
compared to T-bills and most carry higher yields
than CDs because of the heterogeneous character-
istics.

The interest rate on acceptances is quite low,
usually at or very slightly above the prime rate.
Any bank that performs services of this kind for
its customers probably will expect to be compen-
sated in other ways, however, especially through the
maintenance of good demand deposit balances.

In sum, Banker’s acceptance is an agreement
by a bank to pay a given sum of money at a future

date. These agreements typically arise when a
seller sends a bill or draft to a customer. The
customer’s bank accepts this bill and notes the
acceptance on it, which makes it an obligation of
the bank.

19. Bankers Bank

A firm that provides correspondent banking ser-
vices to commercial banks and not to commercial
or retail deposit and loan customers.

20. Bankrupt

The situation in which a borrower is unable to pay
obligated debts.

21. Bankruptcy Costs

The major drawback of having debt in the capital
structure is its legal requirement for timely pay-
ment of interest and principal. As the debt-to-
equity ratio rises, or as earnings become more
volatile, the firm will face higher borrowing costs,
driven upward by bond investors requiring higher
yields to compensate for additional risk.

A rational marketplace will evaluate the prob-
ability and associated costs of bankruptcy for a
levered firm. Bankruptcy costs include explicit ex-
penses, such as legal and accounting fees and court
costs, along with implicit costs, such as the use of
management time and skills in trying to prevent
and escape bankruptcy. It also is difficult to mar-
ket the firm’s products and keep good people on
the staff when the firm is teetering on the brink of
bankruptcy.

The market will evaluate the present value of the
expected bankruptcy costs and reduce its estimate
of the value of the firm accordingly. When bank-
ruptcy costs are included in an analysis of M&M
Proposition I with taxes, the value of the firm is
given as:

Ve ="Vy+(T)D)—-PV(VL)
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This says that the value of the levered firm equals
the value of the unlevered firm (V'y) plus the pre-
sent value of the interest tax shield [(7")(D)], minus
the present value of expected bankruptcy costs
(PV(Vp)). Incorporating bankruptcy costs into
M&M Proposition I relationship between firm
value and debt reduces the debt-to-equity ratio at
which the firm’s value is maximized to less than
100-percent debt financing. According to the static
tradeoff hypothesis, increases in debt beyond this
optimal level actually reduce firm value, as inves-
tors’ perceptions of the increased cost of bank-
ruptcy outweigh the tax benefits of additional
debt. [See also Static tradeoff hypothesis]

In sum, debt puts pressure on the firm, because
interest and principal payment are obligations. If
these obligations are not met, the firm may risk
some sort of financial distress. The ultimate dis-
tress is bankruptcy, where ownership of the firm’s
assets is legally transferred from the stockholders
to the bondholders. Bankruptcy costs tend to off-
set the advantage to debt. [Also see Financial dis-
tress costs and Modigliani and Miller (M&M)
Proposition I]

22. Barbell

An investment portfolio in which a large fraction
of securities mature near-term and another large
fraction of securities mature longer-term.

23. Bargain-Purchase-Price Option

Gives lessee the option to purchase the asset at a
price below fair market value when the lease ex-
pires.

24. Barrier Option

An option that has a payoff depending upon
whether, at some point during the life of the op-
tion, the price of the underlying asset has moved
pass a reference price (the barrier). Examples are
knock-in and knock-out options. [See Knock-in
option and Knock-out option]

25. Base Case

Incremental cash flows are the anticipated changes
in cash flow from the base case. [See also Incre-
mental cash flows] The firm’s base-case projection
must assess what the firm’s market share and cash
flows would be if no new projects were implemen-
ted; in other words, the after-tax cash flows
without the project. The firm’s planners must rec-
ognize that if nothing is done, customers may start
buying competitors’ products in response to the
marketing, new product development, and/or
quality efforts of the competition. The base-case
estimate should reflect these potential declines in
cash flow.

26. Base Rate

An interest rate used as an index to price loans;
typically associated with a bank’s weighted mar-
ginal cost of funds.

27. Basic IRR Rule

This is one of the capital budgeting decision rules.
Accept the project if IRR (internal rate of return)
is greater that the discount rate; reject the project if
IRR is less than the discount tare. [See also In-
ternal rate of return]

28. Basic Research

A high-risk/high-reward pursuit component of the
research and development (R&D) portfolio. Basic
research is research to gain knowledge for its own
sake.

29. Basic Swap

A plain vanilla interest rate swap in which one
party pays a fixed interest rate and receives a float-
ing rate, while the other party pays a floating
rate and receives a fixed rate with all rates applied
to the same, constant notional principal amount.
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30. Basis

The difference between futures price and the spot
price. Basis is one kind of risk in investments.

31. Basis Point

When used to describe an interest rate, a basis
point is one hundredth of one percent (= 0.01
percent).

32. Basis Risk

The possibility of unexpected changes in the differ-
ence between the price of an asset and the price of
the contract hedging the asset. It’s the uncertainty
that the futures rate minus the cash rate will vary
from that expected.

33. Basis Swap

Exchange of floating rate payments between coun-
terparties but with interest rates based on the dif-
ferent indexes.

34. Basket Credit Default Swap

Credit default swap where there are several refer-
ence entities.

35. Basket Option

An option that provides a payoff dependant on the
value of a portfolio of assets.

36. Baumol’s Economic Order Quantity Model

The Baumol’s model strives to equate the two
opposing marginal costs associated with ordering
and holding inventory to minimize total costs. Just
as an operations manager sets inventory levels for
raw materials and components, a financial man-
ager can treat cash as a manageable inventory and
try to minimize the sum of the following costs:

1. Carrying or opportunity costs equal to the
rate of return foregone to hold cash, and vice
versa; 2. Ordering or transaction costs from con-
verting securities into cash.

The total costs of cash balances can be defined
as:

Total costs = Holding costs + Transactions costs

= %r + gF ,

where C = amount of cash raised by selling mar-
ketable securities or borrowing; C/2 = average
cash balance; r = opportunity cost of holding
cash (the foregone rate of return on marketable
securities); T' = total amount of new cash needed
for transaction over entire period (usually one
year); T/C = number of transactions; and F =
fixed cost of making a securities trade or borrow-
ing money.

The minimum total costs are obtained when Cis
set equal to C*, the optimal cash balance. C* is
defined as follows:

2FT
C'=1/—
r

where C* = Optimal amount of cash to be raised
by selling marketable securities or by borrowing.

The prior equation represents Baumol’s eco-
nomic order quantity (EOQ) model for determin-
ing optimal cash balances. The optimal average
cash balance can be defined as C*/2.

In applying Baumol’s EOQ model to find an
optimal cash balance, the manager must be aware
of its underlying assumptions about cash flows:

1. Cash outflows occur at a constant rate.

2. Cash inflows occur periodically when secur-
ities are liquidated.

3. Net cash flows also occur at a predictable rate.

EOQ is positively related to F and T and in-
versely related to r. By taking the square root of
FT/r, the relationship with EOQ is less than pro-
portionate. If the value of fixed transaction costs
doubles, the EOQ will increase by only 1.41 times.
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While the EOQ model offers useful insight into
the determination of optimal cash balances, its
restrictive assumptions about cash flow behavior
are not particularly realistic. Most firms’ cash in-
flows are interspersed with cash outflows. Inflows
occasionally exceed flows of outgoing payments.
Thus, cash balances over a planning period will
move both upward and downward at varying
intervals, whereas the EOQ model implicitly as-
sumes demand for cash (inflows) to be positive.
Another problem with the EOQ framework is its
assumption that inflows (revenue and security
sales) are nonrandom and controllable, while out-
flows (operating costs) are random and uncontrol-
lable. In actuality, control over inflows and
outflows is seldom absolute.

37. Bear CD

A bank CD pays the holder a fraction of any fall in
a given market index. In other words, the bear
CD’s payoff increases as the overall level of a
particular market index declines. [See also Bull CD]

38. Bear Spread

Bear spread is also called short vertical spread. It is
simply the reverse of a long vertical spread. Under
this case an investor buys a high-exercise-price call
(or put) and sells a low-exercise-price call (or put),
both having the same time to expiration left. [See
also Bull spread]

39. Bearer Bond

A bond issued without record of the owner’s name.
Whoever holds the bond (the bearer) is the owner.
There are two drawbacks to bearer bonds; first,
they can be easily lost or stolen. Second, because
the company does not know who owns its bonds, it
cannot notify bondholders of important events.

40. Benchmark Analysis

Financial ratios can be used in benchmark analysis,
in which the ratios of a specific firm can be com-

pared to a benchmark, such as the industry average
or an ideal target or goal determined by manage-
ment. Data for industry average financial ratios
are published by a number of organizations, such
as Dun & Bradstreet, Robert Morris Associates,
Financial Dynamics, Standard & Poor’s, and the
Federal Trade Commission. These information
sources are readily available at most libraries.

41. Benchmark Error

Use of an inappropriate proxy for the true market
portfolio.

42. Benchmark Rate

The key driver rate used in sensitivity analysis or
simulation models to assess interest rate risk. Other
model rates are linked to the benchmark rate in
terms of how they change when the benchmark
rate changes.

43. Beneficiary

The recipient of the balance in a trust account
upon termination of the trust.

44. Benefit/cost Ratio

A discounted cash flow technique for evaluating
capital budgeting projects; more frequently called
the profitability index (PI). [See also Profitability
index]

45. Bermudan Option

An option that can be exercised on specified
dates during it life. It is also called as Mid-Atlantic
or limited exercise options. This kind of option is
a hybrid of American and European options.
Instead of being exercised any time before maturity
as standard American options, they can be
exercised only at a discrete time points before ma-
turity.
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46. Best Efforts Offering

A best efforts offering is a less common type of
IPO issued by a financially weaker, small, or other-
wise risky firm. The investment bank agrees to
assist in the marketing of the firm’s shares using
its best effort and skill but only to sell the shares on
a commission basis. The bank buys none of the
stock and risks none of its own money. Thus, in a
best efforts offering, the issuer bears the risk of
price fluctuations or low market demand. If all
the shares in a best efforts offering cannot be
sold, the issuer may cancel the offering and return
all the funds it receives to investors.

Investors should view best efforts offerings
with caution. If the knowledgeable investment
bank is not willing to risk money to underwrite
the firm, why should the investor risk money on
the shares.

47. Best-Efforts Underwriting

The underwriter of securities commits to selling as
many securities as possible and returns all unsold
shares or units to the issuer. [See also Best efforts
offering]

48. Beta

An estimate of the systematic or market risk of an
asset within the capital asset pricing model
(CAPM) framework. [See also Beta coefficient]

49. Beta Coefficient

We call an asset’s or portfolio’s systematic risk its
beta, denoted by a capital Greek letter B. Beta
measures how an asset’s returns (R;) vary with
the market portfolio’s returns (Ry,), compared to
the total risk of the market portfolio as:

_ cov(R;,Ryy)

2
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where cov(R;, R,,) = Covariance between R; and
R
R.,; 07, = variance of R,,.

From this perspective, assets that add to port-
folio systematic risk will have a high covariance
with the market’s returns and will therefore have a
large beta. Assets that reduce portfolio systematic
risk will have a low covariance and a low beta.

Beta is also equal to:

B — pimo-zio-m ,

Um
where o; and o, are standard deviation of R; and
Ry, respectively; pim is the correlation coefficient
between R; and R,,.

If any asset or portfolio has the same exposure
to systematic risk as the market portfolio, its beta
equals one. Thus, unlike portfolio variance, beta is
not an absolute measure of risk. Rather, beta is a
measure of relative risk. Beta measures the volatil-
ity or variability of an asset’s returns relative to the
market portfolio.

Yet another way to estimate beta is to use re-
gression analysis. To determine an asset’s beta, we
need to estimate the following regression equation,
called the market model:

Ryt = a; + B;Ry + €,

where R; = the return on the ith asset at time
t, R,,; = the market return at time ¢, o; = the inter-
cept term of the regression, 3; = the slope coefficient
of the regression, and e;; = a random error term.
The estimate of the slope is an estimate of the
asset’s beta since the slope coefficient measures
how volatile an asset’s returns are relative to the
market’s returns. If an asset’s returns generally rise
(or fall) half as much as those of the market, its beta
willbe 0.5. Knowing that beta equals 0.5 tells us little
about the asset’s variance of returns over time, or the
asset’s expected range of returns. As a relative meas-
ure of volatility, beta tells us only how, on average,
the asset’s returns follow those of the overall market.
Assets that are more volatile than the market or,
in other words, assets that are more sensitive to
systematic risk than the market, have betas greater
than 1.0; whatever the market return is, these
assets’ average returns are larger in absolute value.
Assets that are less volatile than the market, or
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those that have less systematic risk, have betas less
than 1.0. These assets’ returns, on average, are less
in absolute value than those of the market.

50. Bid

An offer to purchase at a specified price.

51. Bid Price

The price at which a dealer is willing to purchase a
security.

52. Bid-Ask Spread

The difference between a dealer’s bid and asked
price. The bid is the highest price anyone has de-
clared that he wants to pay for a security at a given
time; ask is the lowest price anyone will take at
time same time.

53. Bidder

A firm or person that has made an offer to take over
another firm. The bidder offers to pay cash or se-
curities to obtain the stock or assets of another
company.

54. Bid-Offer Spread

The amount by which the offer price exceeds the
bid price. It is also called bid-ask spread. [See also
Bid-ask spread]

55. BIF

Bank Insurance Fund that insures deposits at com-
mercial banks. This is one of the two insurance
funds under Federal deposit insurance company
(FDIC). The other insurance fund is the Sanngs
Association Fund (SAIF). [See also SAIF]

56. Bill of Lading

The bill of lading (B/L) is a shipping document that
governs transportation of the shipper. Essentially it
is a shipping document that governs transportation

of the exporter’s goods to the importer. The seller
submits the invoices and the bill of lading to the
correspondent bank. The bank, in turn, verifies the
paperwork and pays the seller. The correspondent
bank then sends the paperwork to the buyer’s bank,
which pays the correspondent bank and sends the
documents to the buyer, who makes the payment.

57. Binary Option

Option with a discontinuous payoff; for example, a
cash-or-nothing option or an asset-or-nothing op-
tion.

58. Binomial Option-Pricing Model

A model where the price of an asset is monitored
over successive short periods of time. In each short
period, it is assumed that only two price movements
are possible. The binomial option pricing model is
the most famous binomial model in finance. [See
Rendelman and Bartter, 1979; see also Appendix G]

59. Binomial Process

[See Binomial tree]

60. Binomial Tree

A representation of possible asset price movements
over time, in which the asset price is modeled as
moving up or down by a given amount each
period. This is a special case of a decision tree
analysis. [See also Decision trees]

61. Bivariate Normal Distribution

A distribution for two correlated variables, each of
which is normal. American option with one divi-
dend payment needs to use this distribution to
determine its value.

62. Black’s Model (Formula)

A version of Black-Scholes formula in which the
underlying asset is a futures price and the dividend
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yield is replaced with the risk-free rate. The for-
mula is written as:

C(F.K,or,tr) = Fe "N(d\) — Ke""N(d,),

In(F/K)+30%t

dy = )
o/t
dz = dl - 0-\/;3

where F = futures price; K = exercise price; r =
risk-free rate; o = standard deviation of rates of
return; and ¢ = contract period; N(d;) and N(d>)
are cumulative normal density functions in terms
of d; and d,.

The put price is obtained using the parity rela-
tionship for options of futures:

P(F.K,ortr)= C(F,K,o,rtr)+Ke " — Fe .

63. Black-Scholes Formula

An equation to value a call option that uses the
stock price, the exercise price, the risk-free interest
rate, the time to maturity, and the standard devi-
ation of the stock return as:

C = SN(dy) — Xe " N(d>),

2
where dy :ln(S/X)—I—(r+0' /2)1"
o/t
d =dy — o/,

C = current call option value; S = current stock
price; N(d) = the probability that a random draw
from a standard normal distribution will be less
than d, equals the area under the normal curve up
to d; X = exercise price; e = 2.71828, the base of
the natural log function; r = risk-free interest rate;
In = natural logarithm function; and ¢ = standard
deviation of the annualized continuously com-
pounded rate of return of the stock.

Like most of the models, the Black-Scholes for-
mula is based on some important underlying as-
sumptions:

1. The stock will pay no dividends until after the
option expiration date.

2. Both the interest rate, r, and variance rate, o=,
of the stock are constant.

3. Stock prices are continuous, meaning that
sudden extreme jumps such as those in the
aftermath of an announcement of a takeover
attempt are ruled out.

64. Black-Scholes Option Pricing Model

Black and Scholes came up with a mathematical
model to determine the value of an option.

Step 1: Assume the future stock price is constant
over time.

Following the equation, C = Max(0, S — X),
where Max denotes the larger of the two bracketed
terms, if the stock price is constant over time, then
the value of the call, C, is the current price of the
stock, S, less the present value of the exercise price,
X. Mathematically, the value of the call option,
assuming discrete compounding of interest rate is

X
(1+r"

If continuous compounding is assumed, then the
equation becomes: Ve =P — Xe "', where e is a
constant approximately equal to 2.71828.

Step 2: Assume the price of the stock fluctuates
over time.

In this case, we need to adjust the equation for
the fluctuation associated with the uncertainty. If
we assume that the stock’s returns follow a normal
distribution, then both S and X in the equation can
be adjusted for the uncertainty factor associated
with the fluctuation of the stock’s price over time.
The call option pricing model thus becomes

C = SN(d)) — Xe ""N(d),
In(S/X) + (r + 5t
o/t ’

d» = dy — o+/t,r = risk-free interest rate,

and ¢ = time until the option expires (in years).
This equation is the well-known Black-Scholes
option pricing model. The adjustment factors
N(d,) and N(d,) represent the cumulative standard
normal distribution function. N(d;) and N(d») are
probabilities that a random variable with a stand-
ard normal distribution takes on a value less than
dy and d,, respectively. The values for N(d;) and

where d; =
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N(d>) can be found by using a standardized normal
distribution table.

65. Blank Check

A signed check with no amount indicated.

66. Blanket Lien

A loan may specify a blanket lien, or a claim against
all work in progress or inventory on hand. For
example, if a business mass produces low-value
items, it is not practical to give the bank claims
against specific items. In other words it refers a
secured loan that gives the lender a lien against all
the borrower’s inventories. [See also Collateral]

67. Blanket Mortgage

A blanket mortgage is a claim on all the issuer’s
real property, including land, buildings, and equip-
ment.

68. Block House

Brokerage firms that help to find potential buyers
or sellers of large block trades.

69. Block Sale

A transaction of more than 10,000 shares of stock.

70. Block Transactions

Large transactions in which at least 10,000 shares of
stock are bought or sold. Brokers or “block houses™
often search directly for other large traders rather
than bringing the trade to the stock exchange.

71. Board Broker

Individual who handles limit orders in some ex-
changes. The board broker makes information

on outstanding limit orders available to other
traders.

72. Board of Directors

Individuals elected by stockholders to manage and
oversee a firm’s operations.

73. Board of Governors of the Federal Reserve
System

The policy-setting representatives of the Federal
Reserve System in charge of setting the discount
rate, required reserves, and general policies
designed to affect growth in the banking system’s
reserves and US money supply.

74. Bogey

In portfolio performance analysis, the attribution
method explains the difference in returns between
a managed portfolio and selected benchmark port-
folio is called the bogey. Attribution studies start
from the broadest assets allocation choices and
progressively focus on ever-finer details of port-
folio choice.

75. Bond

A long-term debt of a firm. In common usage, the
term bond often refers to both secured and un-
secured debt. Bonds usually have a face value, it
is also called the principal value or the denomin-
ation and it is stated on the bond certificate. In
addition, the par value (i.e., initial accounting
value) of a bond is almost always the same as the
face value.

76. Bond Broker

A broker who trades bonds on an exchange.
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77. Bond-Equivalent Basis

With bond-equivalent basis, yield calculations use
the same number of days for both interest-bearing
periods and interest-compounding periods. For ex-
ample, to figure the annual yield using daily com-
pounding, the annual interest rate might be divided
by 365 days, and the result is then compounded for
365 days to get the annual yield.

78. Bond Equivalent Yield of the T-bill

Bond equivalent yield of T-bill (Ypgy) is generally

calculated on an annual percentage rate (APR)

method as:

~ 10,000 — P " 365
n

BEY

b

where P and n represent market price and the
number of days owned the T-bill, respectively. It
differs from the effective annual yield method. [See
also APR, Effective annual yield]

79. Bond Fund

A mutual fund that invests in debt instruments. It
is an income fund instead of growth fund.

80. Bond Option

An option where a bond is the underlying asset.

81. Bond Ratings

Most issuers secure bond ratings from one or more
agencies such as Standard & Poors (S&P), Moody’s,
Fitch, and Duff and Phelps. From its analysis and
discussions with management, the agency assigns a
bond rating. In addition, the rating agency commits
to a continual reexamination of the issue’s risk. For
example, should the financial position of the firm
weaken or improve, S&P may place the issue on its
Credit Watch list, with negative or positive implica-
tions. Shortly thereafter, S&P will downgrade, up-
grade, or reaffirm the original rating.

Bond rating is another example of an agency
cost. [See also Agency costs] To show potential
investors the credit quality of its bonds, the firm
hires a recognized independent third party to rate
its bond offering. Even if the bonds receive a lower-
than-expected rating and the firm must issue the
bonds with a higher coupon to compensate inves-
tors for the extra risk, the benefits of a rating in
terms of attractiveness to investors and issue liquid-
ity outweigh these extra costs.

Despite the initial cost and the concern that a
lower-than-expected rating may cause managers, a
bond rating makes it much easier to sell the bonds
in the primary market offering, as well as in the
secondary market. The rating acts as a signal to the
market that an independent agency has examined
the qualities of the issuer and the issue and has
determined that the credit risk of the bond issue
justifies the published rating. An unrated bond
issue risks a cool reception in the primary market
and thin illiquid, secondary markets (i.e., bond
traders and investors are not interested in buying
or selling the particular issues). Investors may
have good reason to wonder, “What is the firm
trying to hide? If this really was an attractive bond
issue, the firm would have had it rated.” In add-
ition, certain types of investors, such as pension
funds and insurance companies, may face restric-
tions against purchasing unrated public debt. Ex-
amples of bond rating categories are presented in
the table.

Former
Standard Standard
Moody’s & Poor’s & Poor’s

Best quality, smallest Aaa AAA AAA
degree of risk

High quality, slightly Aal AA+ AA
more long-term risk Aa2 AA

than top rating Aa3 AA—
Upper-medium grade, Al A+ A

possible impairment A2 A

in the future A3 A—

(Continued)
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Former
Standard Standard
Moody’s & Poor’s & Poor’s

Medium-grade, lack Baal BBB+ BBB
outstanding Baa2 BBB
investment Baa3 BBB—
characteristics
Speculative issues, Bal BB+ BB
protection may be Ba2 BB
very moderate Ba3 BB—
Very speculative, may B1 B+ B
have small assurance B2 B
of interest and B3 B—
principal payments
Issues in poor Caa CCC CCC
standing, may be in
default
Speculative in a high Ca CcC CC
degree, with
marked
shortcomings
Lowest quality, poor C C C
prospects of
attaining real
investment standing
Default D D D

82. Bond Valuation

Theoretical value of bond is equal to present value
of the annuity for future interest payments and the
present value of the face value of bond. Suppose
that a bond with par (face) value F is purchased
today and that the bond matures in N years. Let us
assume that interest payments of dollar amount /
are to be made at the end of each of the next N
years. The bondholders will then receive a stream
of N annual payments of / dollars, plus a payment
of F dollars at the end of the Nth year. Using the
rate of interest r to discount future receipts, the
present value of the bond is

PV:i ! + F (A)
—(1+r)" 1+

The first term on the right-hand side of Equation
(A) is the present value of the stream of interest

payments, while the second term is the present
value of the future of the par amount.

83. Bond Yield

Discount rate which, when applied to all the cash
flows of a bond, causes the present value of the
cash flows to equal the bond’s market price. [See
also Yield to maturity]

84. Book Cash

A firm’s cash balance as reported in its financial
statements. Also called ledger cash. It is not the
same thing as the balance shown in its bank ac-
count (bank cash or collected bank cash).

85. Book Value

Under US GAAP, balance sheet items generally
are listed at book value, which is the original or
historical cost of the items, less calculated depreci-
ation. Frequently, book value fails to accurately
represent the current market value of balance sheet
items. For example, LIFO (last-in, first-out) inven-
tory accounting may leave items produced years
ago on the books even though they were actually
sold time ago. On the other hand, for example, last
year’s fashions or models may be nearly worthless
in the current market, while the balance sheet in-
ventory figure values them at their historical cost.
Historical cost may grossly undervalue fixed assets
such as land or buildings. Likewise, bond issues,
valued at par depending upon interest rate or
credit risk changes since they were first issued.
Similarly, book values of equity claims will
differ from current market prices of company
stock issues.

86. Book Value Equity

Total assets minus total liabilities reported on the
balance sheet. It includes the par value, capital
surplus, and accumulated retained earnings.
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87. Book Value Per Share

Per-share accounting equity value of a firm. Total
accounting equity divided by the number of out-
standing shares. The sum of the par value, capital
surplus, and accumulated retained earnings is
the common equity of the firm, which is usually
referred to as the firm’s book value. The book
value represents the amount contributed directly
and indirectly to the corporation by equity inves-
tors.

88. Bootstrapping

This term has two meanings. First, it refers to the
procedure where coupon bonds are used to gener-
ate the set of zero-coupon bond prices. Second, it
means the use of historical returns to create an
empirical probability distribution for returns.

89. Borrow

To obtain or receive money on loan with the prom-
ise or understanding of returning it or its equiva-
lent.

90. Borrowing Portfolio

On the capital market line, assume that the investor
can borrow money at the risk-free rate and invest the
money in the risky portfolio. The portfolios with a
rate of return higher than the return on market
portfolio, but with higher risks, along the line con-
tains a negative amount of the risk-free asset and is
called borrowing portfolios. The negative amount
invested in the risk-free asset can be viewed as bor-
rowing funds at the risk-free rate and investing in
risky assets.

91. Bounce a Check

A depositor writes a check which is returned to the
bank and by the bank to the depositor because of
insufficient funds.

92. Boundary Condition

The value of a derivative claim at a certain time, or
at a particular price of the underlying asset. For
example, a boundary condition for a zero-coupon
bond is that the bond at maturity is worth its
promised maturity value.

93. Box Spread

An option position in which the stock is synthetic-
ally purchased (buy call, sell put) at one price and
sold (sell call, buy put) at a different price. When
constructed with European options, the box spread
is equivalent to a zero-coupon bond.

94. Branch Banking

An organizational structure in which a bank main-
tains facilities that are part of the bank in offices
different from its home office. Some states allow
banks to set up branches through the state, county,
or city. Others prohibit branches.

95. Break Point

A break point occurs when raising an additional
dollar of funds results in an increase in the
weighted average cost of capital.

We know that firms have two sources of equity
financing, each with a different cost: the cost of
retained earnings (k,.) and the cost of new com-
mon stock (k). In financing a number of attract-
ive projects, the firm may deplete its retained
profits from the current year. A need for additional
financing creates a need to recalculate a cost of
capital that substitutes the cost of new common
stock for the cost of retained earnings. The firm
must discount additional investments using the
new, incremental or marginal weighed average
cost of capital as a discount rate.

Similarly, a firm may be able to borrow only a
limited amount in a year without harming its credit
or bond rating. A downgrade would increase the
interest rates it pays to borrow funds. Once the
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firm reaches its debt limit, it must calculate a new
cost of capital that incorporates the higher cost of
borrowing. Any additional investment then must
face a higher cost of capital because of the increase
in borrowing costs.

Thus, several break points may exist for a firm.
One may arise from depleting current retained
profits; another may arise from higher borrowing
costs if substantial funds are borrowed in a given
year; still others may arise from changes in flota-
tion costs or equity costs should large amounts be
raised from these sources in a short time frame.
[See also Capital rationing]

96. Break-Even Analysis

Analysis of the level of sales at which a project
would make zero profit. We calculate the break-
even point in terms of both accounting profit and
present value. [See also Break-even point, Account-
ing break-even, Cash breakeven and Financial
break-even|

97. Break-Even Point

A firm’s break-even point is where revenues equal
total costs. [See also Accounting break-even and
Cash breakeven] Break-even point (Q*) can be de-
fined as:

_F+D
PV
where F, P, V and D represents total fixed cost,

price per unit, variable cost per unit, and depreci-
ation, respectively.

Q*

98. Bridge Loan

A loan issued to fund a temporary need from the
time a security is redeemed to the time another
security is issued.

99. Broker

An individual who executes orders for customers
for which she receives a commission.

100. Brokered Deposit

Deposits acquired through a money broker (typic-
ally an investment bank) in the national markets.

101. Brokered Market

A market where an intermediary (a broker) offers
search services to buyers and sellers.

102. Brownian Motion

A stochastic process in which the random variable
moves continuously and follows a random walk
with normally distributed independent increments.
Named after the Scottish botanist Robert Brown,
who in 1827 noticed that pollen grains suspended
in water exhibited continual movement. Brownian
motion is also called a Wiener process. This is a
basic concept used to derive the continuous type of
option pricing model. [See also Wiener
process]

103. Bubble Theory (of Speculative Markets)

Bubble refers to security prices that move wildly
above their true values and eventually burst. After
prices eventually fall back to their original level,
causing great losses for investors. The crashes of
stock markets of US in 1929, 1987, and 2000 are
evidences for the bubble theory.

104. Budget Deficit

The amount by which government spending ex-
ceeds government revenues. Fiscal condition for a
government can be either budget deficit or budget
surplus.

105. Bulge Bracket Firms

Firms in an underwriting syndicate that has the
highest commitment to assist in placing the under-
lying securities.



PART I: TERMINOLOGIES AND ESSAYS 41

106. Bull CD

A bull CD pays its holder a specified percentage of
the increase in return on a specified market index
while guaranteeing a minimum rate of return.

107. Bull Spread

Bull spread is also called long vertical spread. It
designates a position for which one has brought a
low-exercise-price call (or a low-exercise-price put)
and sold a high-exercise-price call (or a high-exer-
cise price put) that both mature in the same month.

108. Bullet Loan

A loan that requires payment of the entire princi-
pal at maturity.

109. Bullish, Bearish

Words used to describe investor attitudes. Bullish
means optimistic; bearish means pessimistic. Also
used in bull market and bear market for describing
the stock market.

110. Bundling, Unbundling

A trend allowing creation of securities either by
combining primitive and derivative securities into
one composite hybrid or by separating returns on an
asset into classes. Both cases are financial engineer-
ing techniques. Creative security design often calls
for bundling primitive and derivative securities into
one composite security. Quite often, creating a se-
curity that appears to be attractive requires unbund-
ling of an asset. A mortgage pass-through certificate
is unbundled into two classes. Class 1 receives only
principal payments from the mortgage pool,
whereas class 2 receives only interest payments.

111. Burden

Noninterest expense minus noninterest income for
banks. Generally, noninterest expense is larger
than the noninterest income.

112. Business Cycle

Repetitive cycles of recession and recovery. Some
cyclical indicators for business cycle based upon
National Bureau of Economic Research are as
follows:

a. Leading Indicators

Average hourly workweek, production workers,
manufacturing.

Average weekly initial claims, state unemploy-
ment insurance.

Index of net business formation.

New orders, durable-goods industries.

Contracts and orders, plant and equipment.

Index of new building permits, private housing
units.

Change in book value, manufacturing and trade
inventories.

Index of industrial materials prices.

Index of stock prices, 500 common stocks.

Corporate profits after taxes (quarterly).

Index: ratio of price to unit labor cost, manu-
facturing.

Change in consumer installment debt.

b.  Roughly Coincident Indicators

GNP in current dollars.

GNP in 1958 dollars.

Index of industrial production.
Personal income.

Manufacturing and trade sales.

Sales of retail stores.

Employees on nonagricultural payrolls.
Unemployment rate, total.

c¢. Lagging Indicators

Unemployment rate, persons unemployed 15
weeks or over.

Business expenditures, new plant and equipment.

Book value, manufacturing and trade invent-
ories.
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Index of labor cost per unit of output in manu-
facturing.

Commercial and industrial loans outstanding in
large commercial banks.

Banks rates on short-term business loans.

Source: US Department of Commerce.

113. Business Failure

It refers to a business that has terminated due to
the loss of creditors. However, it should be noted
that even an all-equity firm can fail.

114. Business Risk

Business risk is determined by the products the firm
sells and the production processes it uses. The effects
of business risk are seen ultimately in the variability
of earnings before interest and taxes (EBIT) over
time. In fact, one popular measure of a firm’s busi-
ness risk is the standard deviation of EBIT. To con-
trol for the effects of a firm’s size, another popular
method of gauging business risk is to find the stand-
ard deviation over time of the firm’s operating re-
turn on assets, that is EBIT divided by Total assets.

A firm’s business risk is affected by three major
influences: unit volume fluctuations, fixed costs (in-
cluding depreciation expenses), and the relationship
between the firm’s selling price and its variable
costs.

115. Business Strategy Matrix

The business strategy matrix model views the firm
as a collection or portfolio of assets grouped into
strategic business units. This technique has been
disparaged by some as a cause of inappropriate
diversification among business units. It has led
firms to acquire or develop unrelated business
units that the firm’s officers did not fully under-
stand. For example, the managerial expertise
needed to run a successful electronics firm may be

different from that needed to run a successful bak-
ing company. Nonetheless, this model can still pro-
vide some insights into capital budgeting strategy.

The business strategy matrix model emphasizes
market share and market growth rate. Based upon
these attributes, business units are deemed to be
Stars, Cash Cows, Question Marks, or Dogs. Cash
Cows typically are business units with leading mar-
ket positions in maturing industries; the firm can
direct the cash that these units generate to other
business units that need it, such as Stars and Ques-
tion Marks. The Stars (units with good market
positions in high growth markets) need funds to
expand and develop competitive advantages, as do
some Question Marks. Proper strategies to build
competitive advantages may turn Question Marks
into Stars; if these strategies are unsuccessful, the
firm may have to divest Question Marks. Dogs
have poor market positions in low-growth indus-
tries; unless a turnaround strategy is feasible, these
also are divestment or liquidation candidates.

If an organization uses the business strategy
matrix to assist in planning, management must be
sure to manage the firm’s market share in a way
that maximizes shareholder wealth.

116. Butterfly Spread

A position that is created by taking a long position
in a call with strike price K;, a long position in a
call with strike price K3, and a short position in
two calls with strike price K;, where K3 > K, > K
and K; = 0.5(K; + K3). (A butterfly spread can
also be created with put options.)

117. Buying the Index

Purchasing the stocks in the Standard & Poor’s
500 in the same proportion as the index to achieve
the same return. An index fund is a good ex-
ample.



1. Calendar Spread

A position that is created by taking a long position
in a call option that matures at one time and a
short position at a different time. (A calendar
spread can also be created using put options.)

2. Calibration

Method for implying a model’s parameters from
the prices of actively traded options.

3. Call

A call is an option to purchase a fixed number of
shares of common stock. It is a right instead of an
obligation. Calls can be either buy a call or write a
call.

4. Call Deferment Periods

[See Callable bonds]

5. Call Loan

A call loan is a loan contract which enables the
lender (e.g., the bank) to request repayment of loan
in the contract period. For example, most broker
loans to investment banks are callable within 24
hours notice.

6. Call Money Rate

It is the rate charged by brokers for the use of
margin in common-stock accounts.

7. Call Option

A call option gives the holder the right to buy a
particular number of shares of a designated com-

mon stock at a specified price, called the exercise
price (or striking price), on or before a given date,
known as the expiration date. [Sec also Exercise
price and Expiration date] On the Chicago Board
Options Exchange, options typically are created
for three-month, six-month, or nine-month
periods. All have the same expiration date: the
Saturday following the third Friday of the month
of expiration. The owner of the shares of common
stock can write, or create, an option and sell it in
the options market, in an attempt to increase the
return or income on a stock investment.

8. Call Premium

It refers to the price of a call option on common
stock. It also refers to the difference between the call
price and the face value. [See also Callable bonds]

9. Call Price of a Bond

Amount at which a firm has the right to repurchase
its bonds or debentures before the stated maturity
date. The call price is always set at equal to or
more than the par value. [See also Callable bonds]

10. Call Protected

Describes a bond that is not allowed to be called,
usually for a certain early period in the life of the
bond.

11. Call Protection

The feature which does not allow a bond to be
called for some (deferment) period.

12. Call Provision

A written agreement between an issuing corpor-
ation and its bondholders that gives the corpor-
ation the option to redeem the bond at a specified
price before the maturity date. A call provision lets
the company repurchase or call the entire bond
issue at predetermined price over a specific period.
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13. Call Risk

[See Callable bonds]

14. Callable

Refers to a bond that is subject to be repurchased
at a stated call price before maturity. For example,
debt may be extinguished before maturity by a call.
Historically, almost all publicly issued corporate
long-term debt has been callable.

15. Callable Bonds

Callable bonds can be redeemed prior to maturity
by the firm. Such bonds will be called and
redeemed if, for example, a decline in interest
rates makes it attractive for the firm to issue
lower coupon debt to replace high-coupon debt.
A firm with cash from successful marketing efforts
or a recent stock issue also may decide to retire its
callable debt.

Callable bonds usually are called away after a
decline in interest rates. As rates fall, the bond’s
price will not rise above its call price. Thus, for
callable bonds, the inverse relationship between
bond prices and interest rates breaks down once
the bond’s market price reaches the call price.

Many indentures state that, if called, callable
bonds must be redeemed at their call prices, typic-
ally par value plus a call premium of one year’s
interest.

Investors in callable bonds are said to be sub-
ject to call risk. Despite receiving the call price,
investors usually are not pleased when their
bonds are called away. As bonds typically are
called after a substantial decline in interest rates,
the call eliminates their high coupon payments;
they can reinvest the funds only in bonds that
offer lower yields.

In order to attract investors, callable bonds
must offer higher coupons or yields than noncall-
able bonds of similar credit quality and maturity.
Many indentures specify call deferment periods im-

mediately after the bond issue, during which the
bonds cannot be called.

16. Call-Loan Money Rate

The rate charged by banks to brokers who deposit
securities as collateral.

17. CAMELS

An acronym that refers to the regulatory rating
system for bank performance: C = capital ad-
equacy, A = asset quality, M = management qual-
ity, E = earnings quality, L = liquidity, and S =
sensitivity to market risk.

18. Cancelable Swap

A cancelable swap is a plain vanilla interest rate
swap. This kind of swap can be canceled by one
side on prespecified dates.

19. Cannibalization

Cannibalization occurs when a project robs cash
flow from the firm’s existing lines of business. For
example, when a soft-drink firm is thinking about
introducing a new flavor or a new diet product, the
project’s incremental cash flows should consider
how much the new offering will erode the sales
and cash flows of the firm’s other product lines.

20. Cap

An options contract that serves as insurance
against a high price. [See also Interest rate cap]

21. Cap Rate

The rate determining payoffs in an interest rate
cap. [See Interest rate cap]

22. Capital

Funds subscribed and aid by stockholders repre-
senting ownership in a bank. In other words,
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capital is the stockholder’s equity of a bank. Regu-
latory capital also includes debt components and
loss reserves. It can be defined either in book value
or market value. The market value of capital is
used as an insulation device against credit risk
and interest rate risk. [See Credit risk and Interest
rate risk]

23. Capital Allocation Decision

Allocation of invested funds between risk-free as-
sets versus the risky portfolio. [See also
Asset allocation decision]

24. Capital Allocation Line (CAL)

A graph showing all feasible risk-return combin-
ations of a risky and risk-free asset. [See also Cap-
ital market line]

25. Capital Asset Pricing Model (CAPM)

An equilibrium asset pricing theory that shows
that equilibrium rates of expected return on all
risky assets are a function of their covariance
with the market portfolio. [See Sharpe, Journal of
Finance, September 1964]

E(Rl) = Rp + B(E(Rm) - RF)

Thus, expected return on ith security= Risk-free
rate + Beta coefficient (Expected return on market
portfolio — Risk-free rate). Because the term in
parentheses on the right-hand side is positive, this
equation says that the expected return on a security
is a positive function of its beta.

26. Capital Budgeting

Capital budgeting is the process of identifying,
evaluating, and implementing a firm’s investment
opportunities. Because of their size and time hori-
zon, a firm’s capital projects should reflect its strat-
egy for meeting future goals. The typical capital
budgeting project involves a large up-front cash

outlay, followed by a series of smaller cash inflows
and outflows. A project’s expected time frame may
be as short as one year or as long as 20 or 30 years.
But the project’s cash flows, including the total up-
front cost of the project, are not known with cer-
tainty before the project starts. The firm must
evaluate the size, timing, and risk of the project’s
cash flows to determine if it enhances shareholder
wealth.

Broadly speaking capital budgeting can be de-
scribed as a three-phase process that includes a
planning phase, an appropriation phase, and an
audit or control phase. [See also Planning phase of
capital budgeting, Appropriation phase of capital
budgeting, and Audit or Control phase]

27. Capital Gains

The positive change in the value of an asset. A
negative capital gain is a capital loss. It is the
change in the price of the stock divided by the
initial price. Letting P; be the purchaser price of
the asset and P;,; be the price of the asset at year-
end, the capital gain can be computed.

Capital gain = (P, — P,)/P;.

28. Capital Lease

A capital lease or financial lease of an asset satisfies
any one of the following criteria:

1. The lessee takes ownership of the asset at the
end of the lease.

2. The lessee can purchase the asset at the end of
the lease at a bargain price (less than fair mar-
ket value).

3. The length of the lease equals 75 percent or
more of the estimated life of the asset.

4. At the beginning of the lease, the present value
of the lease payments is 90 percent or more of
the fair market value of the property.

Typically, the lessee may not cancel a cap-
ital financial lease and is responsible for asset
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maintenance. In a financial lease, tax law identifies
the lessor as the owner of the leased asset, so the
lessor can deduct asset depreciation over the life of
the lease.

29. Capital Market Line

The efficient set of all assets, both risky and risk-
less, which provides the investor with the best pos-
sible opportunities. The line used in the risk-return
trade-off to illustrate the rates of return for effi-
cient portfolios depending on the risk free rate of
return and the level of risk (standard deviation) for
a particular portfolio.

In sum, formula for capital market line used to
describe the trade-off between expected return and
total risk is

E(R) = Ry +[E(Ry) — R

m
where R, = risk-free rate, E(R,,) = expected return
on the market portfolio, E(R;) = expected return
on the ith portfolio,and o, o, = standard devi-
ations of the portfolio and the market, respect-
ively.

30. Capital Market Securities

The classification of a financial instrument as a
marketable security typically is based upon matur-
ity and, to a lesser extent, liquidity. Securities with
more than one year to maturity, such as stocks,
bonds, and mortgages, are called capital market
securities.

31. Capital Markets

Financial markets for long-term debt (with a ma-
turity at over one year) and for equity shares. The
financial markets are composed of the money mar-
kets and the capital markets. The markets where
capital, such as stocks and bonds, are traded. Cap-
ital markets are used by firms to raise additional
funds.

32. Capital Rationing

Capital rationing places an upper limit on the
amount of a firm’s capital spending over the course
of a year. The first break point in a cost of capital
schedule usually occurs when a firm runs out of
current retained earnings. An easy way to handle
the marginal cost of capital problem is to ration
capital by setting the upper limit of spending at the
point where the firm will run out of retained earn-
ings.

The deficiency in this strategy is rather obvious.
To maximize shareholder wealth, the firm should
be willing to undertake any project with a positive
NPV, whether or not total spending exceeds one or
more break points.

33. Capital Structure

The mix of debt and equity a firm uses to finance
its assets defines the firm’s capital structure. A
target capital structure is important as it deter-
mines the weights in the calculation of a firm’s
weighted average cost of capital (WACC). There
is, however, a second and even more important
reason: The firm’s optimum debt-to-equity mix
minimizes the WACC; minimizing the WACC
will help the firm to maximize shareholder wealth.

If a nonoptimal capital structure leads to a
higher WACC, the firm is likely to reject some
capital budgeting projects that could increase its
competitive advantage and sharcholder wealth
under an optimal target financing mix.

34. Capital Structure Ratios

Capital structure ratios (sometimes called debt util-
ization or leverage ratios) compare the funds sup-
plied by the owners (equity) with the funds provided
by creditors (debt). The debt-to-assets ratio is calcu-
lated as total debt (i.e., the sum of current and long-
term liabilities) divided by total assets; it measures
the proportion of assets financed by borrowers. The
debt-to-equity ratio is computed as total debt div-
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ided by stockholders’ equity. The two ratios are
computed as:

Total debt
Total assets

Total debt
Total equity

Debt-to-assets ratio =

Debt-to-equity ratio =

The equity multiplier is another indicator of a com-
pany’s use of debt. At first glance, the ratio ap-
pears to have little to do with leverage; it is simply
total assets divided by stockholders’ equity. Recall
the accounting identity, however: Assets =
Liabilities + Equity. More assets relative to equity
suggest a greater use of debt. Thus, larger values of
the equity multiplier imply a greater use of leverage
by the firm. The equity multiplier is written as:

Total assets

Equit Itiplier = ——————.
quity muttiphet Total equity

As a rough measure of the firm’s ability to service
its debt and other fixed obligations, the analyst can
calculate the times interest earned (T1E) (or interest
coverage) ratio. The times interest earned ratio is
earnings before interest and taxes (EBIT) divided
by interest expense. This ratio provides a measure
of how well the firm’s operations generate funds to
pay interest expenses. EBIT can fall by (1-1/TIE)
before interest payments are jeopardized. For ex-
ample, a TIE ratio of 5 indicates that EBIT could
fall by (1-1/5) or 80 percent before earnings would
fail to cover interest obligations. The times interest
earned ratio is given by:

EBIT

Times interest earned ratio = )
Interest expense

An alternative to the TIE ratio, the fixed charge
coverage ratio is computed as earnings before fixed
charges divided by fixed charges. It is more general
than TIE, since the denominator includes all fixed
charges, such as interest payments, lease payments,
bond sinking fund obligations, and so on. How-
ever, looking at the fixed charge coverage ratio
may give analysts a fuller picture of the firm’s
ability to pay all of its fixed obligations.

By using appropriate amounts of debt and
equity, the firm can minimize its financing costs
and thereby maximize shareholder wealth. This
suggests that analysts may see danger signals in
both high and low ratios. High debt ratios increase
the potential of bankruptcy; low debt ratios may
indicate that management is not using debt effi-
ciently to maximize shareholder wealth.

35. Capital Surplus

Amounts of directly contributed equity capital in
excess of the par value. Equity which cannot other-
wise be classified as capital stock or retained earn-
ings. It’s usually created from a stock issued at a
premium over par value. Capital surplus is also
known as share premium (UK), acquired surplus,
donated surplus, paid-in surplus, or additional paid-
in capital.

36. Capital-Labor Ratio

A production function is a function that can be
seen as a function of labor and capital as:

Q=f(K, L),

where K = capital and L = labor. The capital-
labor ratio (K/L) is generally used to measure a
firm’s degree of capital intensity. Capital intensity
results in increased total risks and generally
results in an increase in beta. If the capital-labor
ratio is greater than one — that is, if K is greater
than L — a firm is capital intensive. If the ratio is
less than one, then there is a deduction in capital
intensity and a shift towards human-resource in-
vestment.

37. Caplets

The individual options comprising a cap are some-
times referred to as caplets. An interest rate cap is a
series of consecutive long call options (caplets) on
a specific interest rate at the same strike price.
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38. Capped Option

An option with a maximum payoff, where the
option is automatically exercised if the underlying
asset reaches the price at which the maximum pay-
off is attained.

39. Captive Finance Company

A finance company owned by a manufacturer that
provides financing to buyers of the firm’s products.
For example, General Motors Acceptance Corpor-
ation is a captive finance company.

40. Car

A loose term sometimes used to describe the quan-
tity of a contract, for example, “I am long a car of
bellies.”” (Derived from the fact that quantities of
the product specified in a contract used to corres-
pond closely to the capacity of a railroad car.)

41. CARs

Collateralized automobile receivables (CARSs) is a
form of asset-backed security in which the collat-
eral is automobile receivables. Other types of ac-
count receivable can be used to create asset-backed
security also.

42. Card Bank

Bank that administers its own credit card plan or
serves as a primary regional agent of a national
credit card operation.

43. Cardinal Utility

A cardinal utility implies that a consumer is cap-
able of assigning to every commodity or combin-
ation of commodities a number representing the
amount or degree of utility associated with it. [See
also Ordinal utility]

44. Carry

Another term for owning an asset, typically used to
refer to commodities. [See also Carry market and
Cost of carry]

45. Carry Market

A situation where the forward price is such that the
return on a cash-and-carry is the risk-free rate.
Cash-and-carry refers to the simultaneous spot
purchase and forward sale of an asset or commod-

1ty.

46. Carrying Costs

Costs that increase with increases in the level of
investment in current assets. Costs that fall with
increases in the level of investment in current assets
are called shortage costs. Carrying costs are gener-
ally of two types. First, because the rate of return
on current assets is low compared with that of
other assets, there is an opportunity cost. Second,
there is the cost of maintaining the economic value
of the item. For example, the cost of warehousing
inventory belongs here.

47. Carrying Value
Book value. It is an accounting number based on
cost.

48. Carve Outs

[See Voluntary restructuring]

49. Cash Basis

The accounting procedure that recognizes revenues
when cash is actually received and expenses when
cash is actually paid.
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50. Cash Breakeven

Cash breakeven occurs when a project’s cash in-
flows equal its cash outflows. Thus, the project’s
period-by-period operating cash flow is zero. The

formula for the cash breakeven point (Q7,;,) is as:
. FC
Qcash = m >

where FC = fixed costs, VC = variable cost per
unit, and P = price per unit.

For any project operating at cash breakeven, net
income (ignoring taxes) will equal depreciation ex-
pense. This stands to reason. Ignoring working
capital for cash flow from operating activities, we
know that operating cash flow (OCF) equals net
income (NI) plus  depreciation  (Dep):
OCF = NI + Dep. In the case of cash break-even,
OCF is zero, so NI = —Dep.

Cash breakeven tells us how much product must
be sold so that the firm’s overall operating cash
flows are not reduced.

51. Cash Budget

A forecast of cash receipts and disbursements
expected by a firm in the coming year. It is a
short-term financial planning tool. It allows the
financial manager to identify short-term financial
needs (and opportunities). It will tell the manager
the required borrowing for the short term. It is the
way of identifying the cash-flow gap on the cash-
flow time line. The basic relation is

Ending accounting receivable

= Starting accounting receivable + Sales — Collection.

Collection is not the only source of cash, other
sources of cash include sales of assets, investment
income, and long-term financing.

52. Cash Budget Process

A cash budget shows the cash flow that the firm
anticipates in the upcoming period, given various

scenarios. This budget goes beyond a simple sum-
mation to cash receipts and disbursements. Rather,
it attempts to forecast the actual timing of the cash
flows into and out of the business. The precision of
the budget depends upon the characteristics of the
organization, the degree of uncertainty about the
business environment, and the ability of the plan-
ner to accurately forecast the future cash flows.
The budget process is characterized by five steps:

1. Forecasting sales.

2. Projecting all cash inflows, including fore-
casted receipts.

3. Projecting all cash outflows.

4. Interrelating the inflows and the outflows, sub-
ject to policy decisions of the firm’s manage-
ment.

5. Determining the excess of shortage of cash
during the period.

Every cash budget must begin with a forecast of
sales, which normally is supplied to the financial
planner by the firm’s marketing department. The
primary source of cash inflow for many firms is not
sales, but the collection of accounts receivable. In
addition, the firm may raise cash from external
sources through short-term or long-term financing
or the sales of assets. These inflows also are part of
the cash budget.

53. Cash Commodity

The actual physical commodity, as distinguished
from a futures commodity. A commodity delivered
at the time of sale is a cash commodity while a
commodity to be delivered at a specific future date
is a future commodity.

54. Cash Concentration Systems

A cash concentration system is designed to move
funds from many small accounts into one or
several large master accounts as efficiently as pos-
sible. A cash concentration network improves the
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financial manager’s control of company cash by
accumulating balances in one large account. The
manager may be able to forecast total cash flows
for the master account with a smaller percentage
error than that associated with estimating cash
balances of many small accounts. In addition, the
manager can invest these funds at higher rates,
since pooled funds can buy larger blocks of invest-
ment securities or money market instruments that
are sold in large denominations. Finally, the cash
concentration network can help reduce both excess
balances in many small banks and expenses for
transferring funds.

A concentration network uses DTCs (deposi-
tory transfer check), wire transfers, and lockboxes
to improve the efficiency of the firm’s cash flows
and investments. The type of system that a firm
employs will depend upon the average dollar vol-
ume of its transactions, the number and sophisti-
cation of its banks, the timing and type of
information that it requires, and the current op-
portunity cost of float. For example, DTCs are
preferable to wire transfers when transferring
funds in small dollar amounts through a volume
of transactions, since DTCs are much less expen-
sive than wire transfers. However, a high volume
of transactions involving disbursements that are
known ahead of time (such as payroll) might in-
duce the firm to use an Automated Clearing House
(ACH) transfer. ACH transfers often handle high-
volume transactions and regular (or batch) trans-
actions, and they usually can make the funds avail-
able in one business day. Although the ACH
cannot provide the same immediate availability as
wire transfer, it is slightly less expensive than a
DTC and may serve a useful purpose when hand-
ling certain types of payments. Cash concentration
systems are improving firms’ float management
and information gathering. For example, ACH
tapes now can be deposited on weekends to help
reduce the firm’s risk of overdrafts. Future cash
concentration systems should continue to make
strides in reducing excess balances, administrative
costs, and transfer costs while providing the man-
ager with more reliable information to help with

investing cash and arranging appropriate lines of
credit.

55. Cash Conversion Cycle

The cash conversion cycle is the net time interval
between the actual cash outflow to pay accounts
payable and the inflow of cash from the collection
of accounts receivable.

The cash conversion cycle reflects the fact that
some of the firm’s inventory purchases are not
immediately associated with cash outflows. Ra-
ther, the timeline shows that the firm buys inven-
tories and then pays for them at some later time.
Therefore, the cash conversion cycle is the distance
on the timeline between payment for inventories
and collection of accounts receivable as:

Cash conversion cycle = Operating cycle
—Payable deferral period,

where Operating cycle

. . . A t ivabl
Receivable collection period = ( ceounts Teceiva e)'

sales/365 days

Inventory conversion period

_ Inventory
~ \Cost of goods sold/365 days/"

A shorter cash conversion cycle makes a firm more
liquid. This makes it an excellent tool by which to
measure the overall liquidity of a firm. The cash
conversion cycle helps the manager to model cash
flow management decisions on a timeline to clearly
show their effects. For example, if the firm intro-
duces a new system to collect accounts receivable
more quickly, the manager can compare the cash
conversion cycles under the old and new systems to
evaluate the effects of the new system. Other finan-
cial or operating decisions also can be incorpor-
ated into the cash conversion cycle framework to
provide a method of analyzing their effects on the
firm’s cash flows.

The cash conversion cycle quantifies the time it
takes for cash to flow out through the working cap-
ital accounts and back in to the cash accounts. Es-
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sentially, the cycle begins when the organization
pays cash for an investment in current assets and
ends when cash flows back to the organization as
payment for its goods or services. The short-term
financial planner’s first task is to identify the firm’s
cash flow cycle. The next step is to focus on how to
speed up inflows and slow down outflows in the most
cost-effective fashion. If we use average inventory,
average accounts receivable (AR), and average ac-
counts payable (AP) to replace inventory, AR, and
AP, the cash conversion cycle can be rewritten as:

Cash conversion cycle
= Average age of inventory
+ Average age of accounts receivable

— Average age of accounts payable

= (No. of days in planning period)

Average inventory

Cash operating expenditures
Average accounts receivable
Sales

3 Average accounts payable
Cost of goods sold

b

where Average inventory = (Beginning inventory
+ Ending inventory) / 2, Average accounts receiv-
able = (Beginning AR + Ending AR) / 2, and
Average accounts payable = (Beginning AP +
Ending AP) / 2.

56. Cash Cow

A company that pays out all earnings per share
(EPS) to stockholders as dividends (Div). Hence,
EPS = Div. The value of the a share of stock be-
comes: %9 = %, where r is the discount rate on the
firm’s stock. Cash cow project represents a strong

market share and low market growth project.

57. Cash Cycle

In general, the time between cash disbursement
and cash collection. In net working capital man-

agement, it can be thought of as the operating cycle
less the accounts payable payment period. The
cash cycle begins when cash is paid for materials
and ends when cash is collected from receivables.
[See also Cash conversion cycle]

58. Cash Delivery

The provision of some futures contracts that re-
quires not delivery of the underlying assets (as in
agricultural futures) but settlement according to
the cash value of the asset.

59. Cash Disbursement Systems

The primary purpose of a disbursement system is
to minimize the net cost of delivering payments to
a company’s employees, suppliers, and stock-
holders. Such a system must consider several cat-
egories of cost:

1. Opportunity costs from investments not made
or interest expenses for unnecessary borrow-
ings.

2. Transfer costs associated with moving funds
from one location to another.

3. Cost associated with lost discounts, or oppor-
tunity costs of late or early payments.

4. Costs associated with vendor/employee ill will.

5. Managerial costs of handling the disbursement
system.

6. Costs of any unauthorized disbursements.

To reduce opportunity costs, a firm can design
the system to increase disbursement float. [See also
Disbursing float] This can be accomplished, for
example, by mailing checks from a remote dis-
bursement location. The manager must balance
the benefit of such a technique against the poten-
tial cost in strained relationships with vendors,
though. Intentionally late payments or exaggerated
mail float might create ill will among vendors and
employees and cause the firm problems in the
future.
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60. Cash Discounts

The most obvious cost of a cash shortage comes
from the inability to take advantage of suppliers’
cash discounts by paying bills promptly. Most firms
buy materials and supplies on terms of “2/10, net
30,” which means that the buyer can deduct 2 per-
cent from its bill if it pays within 10 days of receiving
it, and that the payment in full is due within 30 days.
Now, 2 percent may not sound like very much, but
it allows you to use $98 for 20 more days of credit
(the difference between 10 days and 30 days). This is
an effective rate of 2.04 percent (2/98). To realize the
true cost of bypassing the discount, convert the
percentage to an annual rate: 20 days is about
one-eighteenth of a year, so the true rate is 2.04
percent times 18.25, or 37 percent. In other words,
by paying its bills 20 days after the discount date,
the company is in effect borrowing money at an
annual interest rate of 37 percent.

The annualized cost of foregoing a discount can
be found by the following general formula:

Annual cost of foregoing a discount =
Percentage cash discount
100% — Percentage cash discount
365 days
Date for net payment—
Date of discount payment

It may be argued that when a cash-poor company
pays its bills late to stretch out its funds, very
probably it will not pay even after 30 days. It
will, in fact, pay as late as possible. If we assume
that the firm pays suppliers’ bills 60 days after
receipt rather than 30 days, it exchanges
the discount of 2 percent for 50 days of additional
credit. This reduces the cost of foregoing discounts
from 37 percent to about 15 percent. However,
such a policy cannot be maintained indefinitely.
It greatly harms the company’s relations with its
suppliers and possibly with the financial commu-
nity as well. Additionally, firms paying later may
face interest charges imposed by their suppliers.
Any such practice should certainly be reserved for
real emergencies.

61. Cash Equivalents

Short-term money-market securities. In general,
the first item of current assets in a balance sheet
is ““cash or cash equivalents.”

62. Cash Flow after Interest and Taxes

Net income plus depreciation. It is also called net
cash inflow in the capital budgeting decision.

63. Cash Flow From Operations

A firm’s net cash flow from normal business oper-
ating activities used to assess the firm’s ability to
service existing and new debts and other fixed
payment obligations.

64. Cash Flow Mapping

A procedure in which the cash flows of a given
claim are assigned-to or mapped-to a set of bench-
mark claims.

65. Cash Flow Matching

A form of immunization, matching cash flows
from a bond portfolio with an obligation. [See
also Dedication strategy]

66. Cash Flow Timeline

A cash flow timeline can be a useful tool for visu-
alizing and identifying cash flows over time. A cash
flow timeline is a horizontal line with up-arrows
that represent cash inflows (that is, cash to be
received by the decision maker) and down-arrows
to indicate cash expenses or outflows. The down
arrow at Time 0 represents an investment today;
the up-arrow n periods in the future represents
$FV, the future value (or compounded value) of
the investment. For example, today $100 is
invested in a five-year CD that advertises a 10
percent annual interest rate. One year later, an
additional $150 will be invested in a four-year
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CD that pays 9 percent. How much money will be
available when both CDs mature? Note that both
CDs mature on the same date.

The cash flow timeline looks like this:

FV of PVy and PV,

0 1 2 3 4 T
i | ' ' ' — Time (Years)
5
$100
PVo $150
PV4

67. Cash Flows

Cash flows deal with the actual transfers of cash
into or from the firm. Cash generated by the firm
and paid to creditors and shareholders. It can be
classified as (1) cash flow from operations, (2) cash
flow from changes in fixed assets, and (3) cash flow
from changes in net working capital.

68. Cash Letter

Transit letter on tape that lists items submitted
between banks for collection.

69. Cash-market

The spot market for the immediate exchange of
goods and services for immediate payment.

70. Cash Offer

Selling shares of seasoned equity to the public is
called a cash offer. Usually, an investment bank is
involved in the sale in one of three ways. A firm can
issue seasoned equity using a firm commitment
underwriting, by selling all or part of a previously
shelf-registered issue, or through a competitive bid-
ding process.

71. Cash Settlement

A procedure where settlement entails a cash pay-
ment from one party to the other, instead of deliv-
ery of an asset.

72. Cash Transaction

A transaction where exchange is immediate, as con-
trasted to a forward contract, which calls for future
delivery of an asset at an agreed-upon price. It is a
contrast to a forward contract. For example, if the
book had been on the bookstore’s shelf, your pur-
chase of it would constitute a cash transaction.

73. Cash/bond Selection

Asset allocation in which the choice is between
short-term cash equivalents and longer—term bonds.

74. Cash-and-Carry

The simultaneous spot purchase and forward sale
of an asset or commodity.

75. Cashier’s Check

A bank check that is drawn on the bank issuing the
check and signed by a bank officer.

76. Cash-or-Nothing Call

An option that pays a fixed amount of cash if the
asset price exceeds the strike price at expiration. If
the asset price is equal or smaller than the strike
price, then the call holder gets nothing.

77. Cashout

Refers to situation where a firm runs out of cash
and cannot readily sell marketable securities. It
may need to borrow or default on an obligation.
Therefore, cash management is very important for
a company to avoid the situation. [See also Bau-
mol’s economic order quantity model]

78. Cash-to-Cash Asset Cycle

The time it takes to accumulate cash, purchase
inventory, produce a finished good, sell it, and
collect on the sale.
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79. Cash-to-Cash Liability Cycle

The length of time to obtain interest-free financing
from suppliers in the form of accounts payable and
accrued expenses.

80. Cash-to-Cash Working Capital Cycle

The timing difference between the cash-to-cash
asset cycle and the cash-to-cash liability cycle.

81. CAT Bond

Bond where the interest and, possibly, the princi-
pal paid are reduced if a particular category of
““catastrophic” insurance claims exceed a certain
amount.

82. CD Basis

CD basis is a method that results in a higher ef-
fective yield than the bond-equivalent basis. The
math works like this: using daily compounding, the
effective yield would be determined by dividing the
annual rate by 360, and then compounding for 365
days. [See also Bond-equivalent basis]

83. Central Bank

The main bank in a country responsible for issuing
currency and setting and managing monetary
policy.

84. Central Limit Theorem

One of the most important results in statistics,
which states that the sum of independent and iden-
tically distributed random variables has a limiting
distribution that is normal.

85. Certainty Equivalent

The certain return providing the same utility as the
risky return of a risky portfolio in terms of cer-

tainty equivalent coefficient (o). In other words,
the intercept of an indifference curve that repre-
sents the certain return is called the certainty
equivalent of the portfolios on that curve and in
fact is the utility value of that curve. For example,
the certainty equivalent method for capital budget-
ing under uncertainty has used a certainty equiva-
lent coefficient to convert the risky net cash inflow
into risk-free net cash inflow in terms of certainty
equivalent coefficient (a). « is

certain return

risky return ’

where the value of a ranges from 0 to 1.

86. Certificates of Deposit

Short-term loans to commercial banks. There are
active markets in CDs of 3-month, 6-month, 9-
month, and 12-month maturities.

87. Certification Effect

As with any other firm commitment offer, the in-
vestment bank carries the risk of price fluctuations
after the primary market transaction. As with an
IPO, this should increase investors’ confidence. As
an outside third party, the managing investment
bank has examined the issuer and found the firm
worth. The bank “puts its money where its mouth
1s” by giving a firm commitment price and under-
writing the issue. This certification effect conveys
information to the marketplace that the issue is
fairly priced. The investment bank is staking its
reputation and profits on the attractiveness of the
issuer. Investment banking firms with the highest
reputations (e.g., Goldman Sachs, Merrill Lynch,
and Morgan Stanley) provide the strongest certifi-
cation effects with respect to security sales. The
certification effect provides a signal to the financial
markets regarding the quality of the issuer.

88. Certified Check

A check guaranteed by a bank where funds are
immediately withdrawn.
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89. Certified Financial Planner (CFP)

A designation earned by individuals who have
passed the examination sponsored by the Certified
Financial Planner Board. Such individuals have
studied banking, investment, insurance, estate
planning, and tax planning to assist in managing
client financial needs.

90. Change in Net Working Capital

Difference between net working capital from one
period to another. For example, the change in net
working capital in 2005 is the difference between
the net working capital in 2005 and 2004. The
change in net working capital is usually positive
in growing firms.

91. Changes in Fixed Assets

Component of cash flow that equals sales of fixed
assets minus the acquisition of fixed assets. For
example, when US Composite sold its power sys-
tems subsidiary in 2005 it generated $25 in cash
flow.

92. Chapter 11

Chapter 11 of the Federal Bankruptcy Reform Act
of 1978 tries to allow for a planned restructuring of
the corporation while providing for payments to
the creditors. Chapter 11 proceedings begin when a
petition is filed by the corporation or by three or
more creditors. A federal judge either approves or
disapproves the petition for protection under
Chapter 11. During the petition period, the judge
protects the managers and shareholders from the
creditors and tries to negotiate a rescue plan be-
tween the shareholders and creditors. During this
time, the corporation continues to do business.
Once in Chapter 11, the firm’s management has
120 days to submit a reorganization plan, which
usually includes debt rescheduling and the transfer
of equity rights. Anyone has the right to submit

such a plan, but only very rarely does anyone but
management submit a reorganization plan. The
plan must secure the agreement of two-thirds of
the shareholders and two-thirds of each class of
creditors; for example, senior creditors whose
debt is secured and junior creditors whose debt is
unsecured are considered separate classes.

After the plan is approved, the judge confirms it.
At this point, any payments, property sales, or
securities issues or transfers of equity positions
take place under the supervision of the court.

Some critics argue that Chapter 11 is flawed and
needs reform because it favors shareholders over
creditors and junior creditors. They claim it is
unfair that shareholders and junior creditors can
vote to approve the reorganization plan as equals
with the senior creditors.

Also, time works against creditors in Chapter
11. Upon approval of a reorganization plan by the
court, interest payments to creditors stop and legal
fees begin to erode the remaining value of the firm.
Often, senior creditors settle for less than their full
debts simply to save time. Shareholders, on the
other hand, wish to draw out the reorganization
period as long as possible hoping for a turnaround;
they have little or nothing left to lose.

In general, this delay is bad for the company. If
a firm’s managers know they can default on debts
and still keep their jobs, they may tend to abuse
creditors. This could cause shareholders to require
larger returns on their capital and creditors to be
less willing to risk their funds.

Critics have presented two basic ideas for reform-
ing Chapter 11: (1) increase the bureaucracy, and
(2) allow the market to decide. The first proposes
setting time deadlines after which independent ar-
bitrators (more bureaucracy) decide a firm’s fate.
This would put bankruptcy more firmly in the
hands of bureaucrats. The second reform proposal
involves creating opportunities for creditors and
owners to sell their positions to each other or third
parties at prices determined competitively in the
market. This market-based solution would encour-
age whoever ends up with equity control to make
the firm as valuable as possible.
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93. Chapter 7

Chapter 7 of the Bankruptcy Reform Act of 1978
covers the liquidation of a firm. [See also Liquid-
ation]

94. Characteristic Line

The line relating the expected return on a security,
E(Ry) to different returns on the market, E(Ry).
This is a straight line plotting in the dimension
with X-axis as percent in return on market, Y-
axis as percent return on security. The slope of
characteristic line is the beta. [See also Market
model]

E(Ru) characteristic line

v

95. Charge-Off

The act of writing off a loan to its present value
in recognition that the asset has decreased in
value.

96. Charter

A legal document that authorizes a bank to conduct
business.

97. Chartered Financial Analyst (CFA)

A designation earned by individuals who have
passed a three-part examination sponsored by the
Institute of Chartered Financial Analysts. Topics
include economics, finance, security analysis, and
financial accounting to assist in security analysis
and portfolio management.

98. Chartists

Some investors, called chartists or technicians,
examine graphs of past price movements, number
of shares bought and sold, and other figures to try
to predict future price movements. [See also Tech-
nicians]

99. Cheapest to Deliver

When a futures contract permits the seller to select
the precise asset or commodity to deliver to the
buyer, the cheapest to deliver is the asset that is
most profitable for the shorter to deliver.

100. Check Kiting

The process of writing checks against uncollected
deposits while checks are in the process of collec-
tion, thereby using funds (float) not actually avail-
able.

101. Chief Financial Officer (CFO)

In all but the smallest of firms, a top manager with
the title chief financial officer (CFO) or vice presi-
dent of finance usually reports to the president.
Managers of two areas usually report to the
CFO: the firm’s treasurer and its controller. [See
also Treasurer and Controller]

The CFO serves as the heir apparent for the
CEO in many organizations.

102. Chinese Wall

The imaginary barrier that ensures a trust depart-
ment will manage trust assets for the benefit of the
trust beneficiaries, not for other departments in the
bank.

103. Chooser Option

An option where the holder has the right to choose
whether it is a call or a put at some point during its
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life. This prespecified date is normally called the
choice date. The chooser options can either be a
standard simple chooser option or complex
chooser option. The former refers to both call
and put specified with same price and maturity
time. The latter refers to call price and maturity
date different from those of put option.

104. Class of Options

A class of options refers to all call and put con-
tracts on the same underlying asset. For example,
all AT&T call and put options at various exercise
prices and expiration months form one class. [See
also Option class]

105. Classic Hedge Strategy

The implicit assumption of the classic hedge ratio
equal to one is that the prices of the spot commod-
ity (in this case, the stock portfolio) and the futures
contract will remain perfectly correlated over the
entire hedge period. Then if the stock market does
turn down as expected, as losses in the portfolio
due to price declines in its composite stocks will be
exactly offset by the gain on the futures position.
Conversely, if stock prices rise, the portfolio’s gain
will be offset by equal losses on the future position.
Such a strategy implies that the objective of the
classic hedge is risk minimization or elimination.

106. Clean Price of Bond

The quoted price of a bond. The cash price paid for
the bond (or dirty price) is calculated by adding the
accrued interest to the clean price.

107. Clearing

The exchanging of checks and balancing of ac-
counts between banks.

108. Clearing Margin

A margin posted by a member of a clearinghouse.

109. Clearinghouse

The third party of every futures contract, which
guarantees that every futures contract will be car-
ried out even if one of the parties defaults. The
clearinghouse also facilitates trading of futures
contracts before they are due for delivery.

110. Clearinghouse Automated Payment System
(CHAPS)

The Clearinghouse Automated Payment System
(CHAPS) is a large-value, electronic credit transfer
system that provides same-day funds transfers for
British pound payments. Located in London, the
clearing network is similar to Clearinghouse Inter-
bank Payment System (CHIPS). The 14 CHAPS
members operate the system and settle balances at
the end of each day through the Bank of England.
CHAPS offers transfer services to other banks and
customers through its 14 members.

Transfers through CHAPS are considered final;
they are guaranteed, irrevocable, and uncondi-
tional. Remember, however, that this is a private
system, and thus the transfers are guaranteed by the
members and not by the Bank of England.

111. Clearinghouse Association

A voluntary association of banks formed to assist
the daily exchange of checks among member insti-
tutions.

112. Clearinghouse Interbank Payment System
(CHIPS)

The Clearinghouse Interbank Payment System
(CHIPYS) is a private payment-clearing system lo-
cated in New York City and operated by the New
York Clearinghouse Association. The network
specialized in international payments denominated
in US dollars. It is estimated that CHIPS transfers
90 percent of all international, interbank dollar
transactions.
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CHIPS tabulates transaction data for all member
banks at the end of each day. The system also
permits members to review payments online, that
is, those in storage awaiting approval. This gives
member banks better information about available
funds on which to base their credit decisions. A
bank officer may be more willing to grant credit
knowing that CHIPS will credit a certain account
later in the day.

Although the system is highly technical, CHIPS’
membership, operating procedures, and efficiency
have important economic implications. For one,
the role of the US dollar as a world transaction
currency is influenced by the relative operating ef-
ficiency and safety of its payment mechanism. Fur-
ther, depending upon CHIPS’ handling of failures
to settle accounts, such an occurrence can be either
an isolated event, or the first link in a chain reaction
leading to a worldwide liquidity crisis. Last, but not
least, the specific roles of individual banks in the
dollar clearing system have important implications
for worldwide correspondent banking relationships
and, therefore, market share and profits.

113. Clientele Effect

Both federal and state governments tax dividend
income at ordinary income tax rates. Any differ-
ences between capital gains and income tax rates
will lead some investors to prefer one or the other
for tax reasons. Another influence on dividend
policy will be the composition of the firm’s share-
holders, commonly called its c/ientele.

Miller and Modigliani introduced the clientele
effect as an imperfection of the market that affects
dividend policy. M&M observed that each corpor-
ation tends to attract a specific type of clientele
that favors the firm’s established payout ratio.
For example, investors in higher tax brackets
tend to hold stocks with lower dividend payouts
and higher capital gains yields. This way, they can
avoid personal taxes on dividend income. On the
other hand, retirees, because of their lower tax
brackets, tend to invest in companies with larger
yields.

Because a firm tends to attract a certain type of
investor, management may be reluctant to change
its dividend policy. If shareholders have to change
their portfolios due to changes in payout ratios,
this shift may cause shareholders to incur un-
wanted transaction costs. In this way, the tax dif-
ferential favoring capital gains is a systematic
imperfection of the market that produces a clien-
tele effect.

114. Closed-End (mutual) Fund

A fund whose shares are traded through brokers at
market prices; the fund will not redeem shares at
their net asset value. The market price of the fund
can differ from the net asset value. For example, a
country fund such as Korean fund is a closed-end
fund. In addition, REIT is also a closed end fund.
[See also REIT]

115. CMO

[See Collateralized mortgage obligation]

116. Coefficient of Determination

[See R-squared (R?)]

117. Coefficient of Variation

One problem with using the standard deviation as
a measure of risk is that we cannot get an intuitive
feel for risk by looking at the standard deviation
alone. Firm A’s profits may have a higher standard
deviation than firm B, but because firm A’s mean
return is much higher, firm A actually may have
lower risk. The coefficient of variation allows us to
make comparisons because it controls for the size
of the average. The coefficient of variation (CV)
measures risk-per-unit of return. The coefficient of
variation is computed as the standard deviation
divided by the mean as:

CV=o0/X.
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118. Collar

Use of options to place a cap and floor on a firm’s
borrowing costs. One way to do this is to sell a
floor and use the premiums on the floor to pay the
premium on the purchase of the cap. [See also
Interest rate collar]

119. Collar Width

The difference between the strike prices of the two
options in a collar.

120. Collateral

One way in which a bank can limit its exposure to
risk is by requiring the borrower to pledge some
valuable assets as collateral, that is, security for the
loan. For example, a company that owns build-
ings, locomotives, large generating plants, or
other major pieces of equipment may pledge these
high-value items as security.

121. Collateral Trust Bond

A bond secured by a pledge of common stock held
by the corporation.

122. Collateralized Bonds

Collateralized bonds pledge securities to protect
bondholders against loss in case of default. An
example of collateralized bonds are collateralized
mortgage obligations (CMOs) sold by firms and
agencies involved in the housing market; the CMO
is backed by a pool of mortgages. Other examples
of collateralized bonds include bonds backed by
credit card receivables and bonds backed by car
loans. The issuer pays interest and principal on
such a collateralized bond over time as home-
owners, credit card users, and car buyers pay off
their own loans.

123. Collateralized Debt Obligation

A way of packaging credit risk. Several classes of
securities are created from a portfolio of bonds and

there are rules for determining how defaults are
allocated to classes.

124. Collateralized Mortgage Obligation (CMOQO)

A security backed by a pool of mortgage that is
structured to fall within an estimated maturity
range (tranche), based on the timing of allocated
interest and principal payments on the underlying
mortgages. A CMO services a way to mitigate or
reduce prepayment risk of a real estate loan. [See
also Option-adjusted spread (OAS)]

125. Collected Balances

Ledger balances minus float. [See also Float]

126. Collection Float

An increase in book cash with no immediate
change in bank cash, generated by checks depos-
ited by the firm that have not cleared [Sec Float]

127. Collection Policy

Procedures and policy followed by a firm in
attempting to collect accounts receivable. It is one
of the components of credit policy.

128. Collect-on-Delivery Option

An option where the premium is paid only when
the option is exercised.

129. Combination

A position involving both calls and puts on the
same underlying asset.

130. Combined Leverage

Operating leverage and financial leverage combine
to magnify a given percentage change in sales to a
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potentially much greater percentage change in
earnings. Together, operating and financial lever-
age produce an effect called combined leverage.
[See also Degree of combined leverage]

131. Commercial Draft

A commercial draft resembles a promissory note,
but it works somewhat differently. First, the seller
draws a draft ordering payment by the customer
and sends this draft to the customer’s bank along
with any shipping documents. This commercial
draft is called a sight draft if immediate payment
is required; otherwise, it is a time draft, on which
the customer’s signature and the word accepted
must be added. In either case, the advantage of
this trade-credit instrument is that the seller ob-
tains the buyer’s formal commitment to pay before
goods are delivered. This commitment is the
money that the seller receives ahead of time, or
the trade acceptance the buyer signs, which the
bank then returns to the seller. In sum, commercial
draft is a demand for payment.

132. Commercial Loan Theory

A theory suggesting that banks make only short-
term, self-liquidating loans that match the matur-
ity of bank deposits.

133. Commercial Paper

Large companies have a very attractive source of
short-term funds open to them: they can sell com-
mercial paper, unsecured promissory notes that
trade in the organized money market through a
number of recognized dealers. The buyers of the
paper are primarily commercial banks looking for
safe investments that yield higher returns than US
Treasury securities. Other buyers include corpor-
ations, pension funds, insurance companies, and
others that have temporary surplus funds they
wish to put to work safely.

Commercial paper is sold in two ways: (1) the
issuer may sell the paper directly to the buyer, or

(2) the issuer may sell the paper through a dealer
firm. Firms prefer to sell directly to save the deal-
er’s fee of approximately one-eighth of a percent-
age point (12.5 basis points). One hundred basis
points equal 1 percent. Commercial paper is sold
on a discount basis. Almost half of commercial
paper is issued directly, with most of the direct
paper being issued by finance companies. Approxi-
mately 75 percent of all paper (both direct and
dealer issues) comes from financial companies, in-
cluding commercial, savings, and mortgage bank-
ing firms, finance leasing, insurance underwriting,
and other investment activities. The balance of
outstanding paper is issued by nonfinancial firms,
such as utilities and industrial manufacturers. This
paper ordinarily is issued by a dealer.

Beside its relative low cost, commercial paper
offers three advantages. First, selling the notes is
a fairly simple and informal process, certainly sim-
pler than negotiating a bank loan. While it is not as
easy as using trade credit, commercial paper is the
simplest of all forms of negotiated credit. Second,
the ability to sell unsecured promissory notes gives
the issuer a degree of prestige. This, in turn, makes
it even easier to sell later issues as the company
builds a name for itself in the money market.
Third, a commercial paper issue may exceed the
legal lending limit of most commercial banks, elim-
inating the need to combine banks to assemble a
financing package.

At first sight, commercial paper may seem to be
the obvious choice because of its lower cost, but
reliance on commercial paper may be a high-risk
policy. A company that finances all of its short-
term needs through the sale of notes does not build
up a good borrowing relationship with a bank. If
economic conditions change and the money mar-
ket becomes tight, such a company may well find
itself in difficulties. The banks will give priority to
their regular customers; they may not even have
enough loanable funds to meet all the needs of
their regular borrowers. The company that has
relied on the money market when money was
easy will have to continue to rely on it when
funds are scarce, and the differential between the
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interest rates of the two sources is likely to shrink
dramatically in such circumstances.

In sum, Commercial paper is a short-term, un-
secured promissory note issued by corporations
with a high credit standing. Their maturity ranges
up to 270 days.

134. Commission Broker

A broker on the floor of the exchange who exe-
cutes orders for other members.

135. Commitment

A legally binding obligation (subject usually both
to conditions precedent and to continuing condi-
tions) to make available loans or other financial
accommodation for a specified period; this in-
cludes revolving facilities. Even during publicly
known credit distress, a commitment can be legally
binding if drawn down before it is formally with-
drawn for cause.

136. Commitment Fee

Fee charged for making a line of credit available to
a borrower.

137. Committed Line of Credit

With the committed line of credit, the borrower
pays an up-front fee which then obliges the bank to
lend the firm money under the terms of the line of
credit. [See also Revolving credit agreement]

138. Commodity Futures Trading Commission

A body that regulates trading in futures contracts
in the US.

139. Commodity Spread

Offsetting long and short positions in closely re-
lated commodities. [See also Crack spread and
Crush spread]

140. Commodity Swap

A swap where cash flows depend on the price of a
commodity.

141. Commodity-Indexed Bonds

Several firms have issued commodity-indexed
bonds with exposure to prices of commodities
such as oil, gold, or silver. In a way, this technique
closely resembles the tactic by which a US firm
hedges its overseas risk by issuing bonds denomin-
ated in a foreign currency. An oil-drilling firm’s
cash flows are sensitive to the price of oil, as are the
cash flows of gold-mining or silver-mining firms to
the prices of those commodities. By making cou-
pon interest and/or principal amounts vary along
with the commodity price; these firms can reduce
their risk of bankruptcy. Falling commodity prices
reduce such a firm’s cash flows, so its debt service
requirements decline, as well.

142. Common Stock

Equity claims held by the “residual owners™ of the
firm, who are the last to receive any distribution of
earnings or assets. It is usually applied to stock
that has no special preference either in dividends
or in bankruptcy. Owners of common stock in a
corporation are referred to as shareholders or
stockholders. They receive stock certificates for
the shares they own. Owners of common stock
are responsible for the election of the Board of
Directors, appointment of Senior Officers, the se-
lection of an auditor for the corporate financial
statements, dividend policy and other matters of
corporate governance.

143. Common Stock Equivalents

Because of the possible dilution in earnings per
share (EPS) represented by securities that have
the potential to become new shares of common
stock, the EPS calculation must account for com-
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mon stock equivalents (CSEs). CSEs are securities
that are not common stock but are equivalent to
common stock because they are likely to be con-
verted into common stock in the future. Convert-
ible debt, convertible preferred stock, stock rights,
stock options, and stock warrants all are securities
that can create new common shares and thus dilute
(or reduce) the firm’s earnings per share.

144. Common-Base-Year Financial Statements

To see how the ledger items change over item, we
can choose a base year balance sheet or income
statement and then express each item relative to
the base year. Such statements are referred to as
common-base-year statements.

145. Common-Size Financial Statements

Common-size financial statements include com-
mon-size balance sheets and common-size income
statements. A common-size balance sheet expresses
all balance sheet accounts as percentages of total
assets. A common-size income statement expresses
all income statement items as percentages of gross
sales.

Common-size statements give an analyst insight
into the structure of a firm’s financial statements at
a particular point in time or during a particular
period. They also indicate the percentage of sales
consumed by production costs or interest expenses,
the proportion of assets that are liquid, or the pro-
portion of liabilities that are short-term obligations.

146. Comparative Static Analysis for Option
Pricing Model

It is a sensitive analysis of option pricing model by
taking partial derivative with respect to current
stock price per share, exercise price and contract
period, standard deviation of rates of return,
and risk-free rate. [See also Delta, Theta, Vega,
Rho, Gamma, and Greeks]

147. Comparison Universe

The collection of money managers of similar in-
vestment style used for assessing relative perform-
ance of a portfolio manager.

148. Compensating Balances

A company’s cash needs fall into three categories:
(1) cash for day-to-day transactions, (2) reserve
cash to meet contingencies, and (3) cash for com-
pensating balance requirements. A compensating
balance exists when a firm must keep minimum
cash balance in a noninterest bearing account at a
bank as a condition or a loan or bank service
agreement. To determine the appropriate min-
imum cash balance, a financial manager simply
adds together the three segments just estimated. If
the cash budget projects a balance significantly
higher than the minimum balance, the organiza-
tion can invest the excess cash in marketable secur-
ities. On the other hand, if the cash balance falls
below the desired level, the organization can plan
to sell marketable securities or to borrow short-
term funds. To complete the transition from a cash
flow budget to a cash flow plan, the manager must
adjust the cash balance to meet the minimum cash
balance.

In other words, compensating balance is a de-
posit that the firm keeps with the bank in a low-
interest or non-interest-bearing account to com-
pensate banks for bank loans or service.

149. Competitive Bidding Issue

A competitive bidding issue occurs when a firm
announces the size and terms of a proposed secur-
ity sale and then solicits bids from investment
banks to underwrite the issue. Once it accepts a
bid, the firm proceeds with the sale just as for a
firm commitment underwriting. The competition
among banks may reduce the costs of floating the
issue. Competitive bid underwriting involves no
positive certification effect, as a bank must commit
to a price before it can adequately perform its due
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diligence review and investigate the issuer. Unfor-
tunately, few firms other than US utility com-
panies and French public companies sell seasoned
equity by competitive bidding (both of these
classes of firms are required by law to seek bids
to float security issues).

150. Competitive Offer

Method of selecting an investment banker for a
new issue by offering the securities to the under-
writer bidding highest. In a competitive bid pro-
cess, the issuer, usually with the assistance of a
financial advisor, structures the bond issue and
publishes a notice of sale requesting bids from
underwriters. After the bids are received, the
bonds are awarded to the underwriting syndicate
that submitted the best bid (i.e., the lowest true
interest cost to the issuer).

151. Complete Portfolio

The entire portfolio, including risky and risk-free
assets.

152. Complex Capital Structure

A corporation that has warrants, convertibles, or
options outstanding is said to have a complex cap-
ital structure. The complexity comes from the dif-
ficulty of measuring the number of shares
outstanding. This is a function of a known amount
of common shares currently outstanding plus an
estimate of the number of shares that may be
issued to satisfy the holders of warrants, convert-
ibles, and options should they decide to exercise
their rights and receive new common shares.

153. Component Analysis

It is one of the two major approaches to time-series
analysis. Component analysis regards the time ser-
ies as being composed of several influences or
components that are generally taken to be trend-

cycle, seasonal, and random movement. The sea-
sonal and trend movements are modeled in a de-
terministic manner. This kind of analysis is easier
than the sample-function analysis. [See also Sam-
ple-function analysis]

154. Composite-Based Beta Forecasting

Lee, Newbold, Chu (1986) proposed composite-
based beta forecasting method. The composite-
based beta forecasting is the weighted average of
the accounting based and market-based beta fore-
casting. [See also Accounting-based and Market-
based beta forecasting]

155. Composition

Composition is a way a firm can adjust its capital
sources. This method involves recomposing the debt
of the firm in such a way that the creditors receive
partial payment for their claims, say, 60 cents for
each dollar. Creditors may find it more expedient to
follow this route than to take the troubled firm to
court to seek full satisfaction. In court, they would
run the risk of receiving less than they would
through composition. Moreover, court appearances
require various legal costs, which may more than
offset the possible gains achieved by going to court.

In sum, composition is a voluntary arrangement
to restructure a firm’s debt, under which payment
is reduced.

156. Compound Interest

Interest that is earned both on the initial principal
and on interest earned on the initial principal in
previous periods. The interest earned in one period
becomes in effect part of the principal in a follow-
ing period. The longer-lasting the loan, the more
important interest on interest becomes.

Future Value of an Investment: FV = Cy(1 + r)7,

where Cj is the cash to be invested at date O; r is the
interest rate; and 7 is the number of periods over
which the cash is invested.
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157. Compound Option

An option that has an option on the underlying
asset. There are four main types of compound
options: a call on a call, a call on a put, a put on
a call and a put on a put. Compound options have
two strike prices and two exercise dates.

158. Compound Value

Value of a sum after investing it over one or more
periods. Also called future value. [See also Future
value]

159. Compounding

Compounding involves finding the future value of
money invested today. In other words, compound-
ing allows us to determine how money will grow
over time. The future value of a cash flow (PV)
invested today (PVy) for n periods at r percent
interest per period is given as:

FV, = PVy(l + rY".

Compounding can either be discrete or continu-
ous. [See also Continuous compounding]

160. Compounding Frequency

This defines how an interest rate is measured. Fre-
quency can be daily, weekly, monthly, quarterly,
annually, or continuously. [See also Continuous
compounding]

161. Compounding Swap

This kind of option is a variation on the plain vanilla
swap. Swap where interest compounds instead of
being paid. In other words, the interest is com-
pounded forward until the end of the life of the swap.

162. Concave Function

A concave function is one shaped like the cross
section of an upside-down bowl. For example, a
function used to describe the relationship between

yield to maturity and years to maturity is generally
a concave function. This is because the yield to
maturity for a long term bond is higher than that
of a short-term bond.

163. Concentration Banking

One way to speed up the collection of payments
from customers is through concentration banking.
In such a system, customers in a particular location
make their payments to a local branch office rather
than to company headquarters. The branch office
then deposits the checks into a local bank account.
The firm can then transfer surplus funds periodic-
ally to one of the firm’s principal banks, called
concentration banks.

This system reduces mail, processing, and col-
lection float. However, concentration banking in-
volves some additional costs, such as higher
administrative costs, compensating balances re-
quired by the local bank for its services, and the
cost associated with transferring the funds from
the local bank to the concentration bank.

In sum, concentration banking is the use of
geographically dispersed collection centers to
speed up the collection of accounts receivable.

164. Concentration Risk

Portfolio risk resulting from increased exposure to
one obligor or groups of correlated (e.g., by indus-
try or location) obligors.

165. Conditional Sales Contract

An arrangement whereby the firm retains legal
ownership of the goods until the customer has
completed payment. A firm uses it as a credit
instrument. Conditional sales contracts usually
are paid off in installments and have interest
costs built into them.

166. Conditional Value at Risk (C-VaR)

Expected loss during N days conditional on being
the (100-X) percent tail of the distribution of
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profits/losses. The variable N is the time horizon,
and X percent is the confidence level.

167. Confidence Index

The confidence index is designed to measure how
willing investors are to take a chance in the market.
It is the ratio of high-grade bond yields to low-
grade bond yields. This ratio is started below one.
When bond investors grow more confident about
the economy, they shift their holdings from high-
grade to lower-grade bonds, lowering their yield
relative to high-grade bonds and increasing the
confidence index. In other words, the confidence
ratio moves close to one.

Confidence-index technicians believe that the
confidence index leads the stock market by two to
eleven months. An upturn in the confidence index is
supposed to foretell of rising optimism and rising
prices in the stock market. A fall in the confidence
index represents the fact that low-grade bond yields
are rising faster or falling more slowly than high-
grade yields. This is supposed to reflect increasing
risk aversion by institutional money managers who
foresee an economic downturn and rising bankrupt-
cies and defaults. Analysts who have examined the
confidence index conclude that it conveys some in-
formation for security analysis.

168. Confirmation

Contract confirming verbal agreement between two
parties to trade in the over-the-counter market.

169. Conflict between Bondholders and
Stockholders

These two groups may have interest in the corpor-
ation that conflict. Sources of conflict include divi-
dends, dilution, distortion of investment, and
underinvestment. Protective covenants work to re-
solve these conflicts. Stockholders and bond-
holders have different objective functions, and
this can lead to agency problems, where stock-
holders can expropriate wealth from bondholders.

Because the firm is interested in trying to maximize
stockholders wealth, there can develop a conflict of
interest between stockholders and bondholders.
For instance, stockholders have an incentive to
take riskier projects than bondholders do and to
pay more out in dividends than bondholders would
like them to. This conflict can lead to costly de-
cisions by the firm, which lowers the total value of
the firm.

170. Conglomerate Acquisition

Acquisition in which the acquired firm and the
acquiring firm are not related, unlike a horizontal
or a vertical acquisition. For example, the acquisi-
tion of a food-products firm by a computer firm
would be considered a conglomerate acquisition.

171. Conglomerate Combination

A conglomerate combination is a type of business
combination that may involve firms that have lit-
tle, if any, product market similarities. A firm that
is called a conglomerate, however, generally is one
that has engaged in several conglomerate combin-
ations.

172. Conservator

An individual or trust department appointed by a
court to manage the property of an incapacitated
individual.

173. Consol

Consols are bonds that never stop paying a cou-
pon, have no final maturity date, and therefore
never mature. Thus, a consol is perpetuity. British
bonds are called consols. [See also Perpetuity]

174. Consolidated Balance Sheet

A balance sheet showing the aggregate financial
condition of a firm and its subsidiaries, netting
out all intracompany transactions.
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175. Consolidation

Assuming there are originally two firms, Firm A
and Firm B. One possible business combination
results in the formation of a new firm, Firm C,
which has the assets of both Firm A and Firm B.
This is called a consolidation.

176. Constant Dividend Growth Model

[See Gordon model]

177. Constant Elasticity Variance Model (CEYV)

This model allows the variance term to follow a
diffusion process in which its elasticity is always
constant. It will allow the variance of the rate of
return to vary inversely with stock price. In Schro-
der (1989) shows that this kind of call option
model can be defined as

C = (current stock price per share)
x (first cumulative
density function of noncentral y?)
— (present value of exercise price)x
(second cumulative density function

of noncentral x?).

This kind of option pricing model can be reduced
to Black-Scholes option pricing model. [See also
Black-Scholes formula]

178. Constant Growth Model

A form of the dividend discount model that as-
sumes dividends will grow at a constant rate. [See
also Gordon model]

179. Constant Maturity Swap (CM Swap)

A swap where a swap rate is exchanged for either a
fixed rate or a floating rate on each payment date.
For example, an agreement to exchange 6-month
LIBOR rate for the 10-year swap rate every six
months for next 6 years.

180. Constant Maturity Treasury Swap (CMT
Swap)

A swap where yield on a Treasury bond is ex-
changed for either a fixed rate or a floating rate
on each payment date. For example, agreement to
exchange a LIBOR rate for Treasury rate (e.g., the
10-year treasury rate).

181. Constructive Sale

A term in tax law describing the owner of an asset
entering into an offsetting position that largely
eliminates the risk of holding the asset.

182. Consumer Bank

A bank that does not make commercial loans.

183. Consumer Credit

Credit granted to consumers. Trade credit is credit
granted to other firms.

184. Consumption Asset

An asset held for consumption rather than invest-
ment.

185. Contingent Claim

Claim whose value is directly dependent on, or is
contingent on, the value of its underlying assets.
For example, the debt and equity securities issued
by a firm derive their value from the total value of
the firm. When the value of the firm exceeds the
amount promised to the debtholders, the share-
holders obtain the residual of the firm’s value
over the amount promised the shareholders, and
the debtholders obtain the amount promised.
When the value of the firm is less than the amount
promised the debtholders, the shareholders receive
nothing and the debtholders get the value of the
firm.
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186. Contingent Immunization

A mixed passive-active investment strategy that
immunizes a portfolio if necessary to guarantee a
minimum acceptable return but otherwise allows
active management.

187. Contingent Liabilities

Items, such as guarantees or related contracts, that
may become liabilities if certain developments arise.

188. Contingent Pension Liability

Under Employees Retirement Income Security Act
(ERISA), the firm is liable to the plan participants
for up to 30 percent of the net worth of the firm.

189. Continuous Compounding

An extreme example of frequent compounding is
continuous compounding. Continuous compound-
ing has many financial applications. These range
from determining future values on bank accounts
that advertise continuous compounding to topics
such as the Black-Scholes option pricing model
used by most option traders.

We know that FV,, = PVy(1 +L£)™, that is, the
future value (FV) of an investment today is equal
to the amount invested multiplied by a future value
interest factor that reflects compounded interest.
Note that r is the interest rate per period; and m is
the number of compounding periods each year,
and 7 is the number of years in the investment
horizon.

The future value interest factor [(1 + r/m)
rises at a decreasing rate and asymptotically ap-
proaches the continuous compounding FVIF of
™. The FVIF rises as m increases, as the effect of
more frequent compounding is to raise the effect-
ive annual rate (EAR). Higher EARs result in
larger future values.

In sum, continuous compounding implies that
interest compounded continuously, every instant,
rather than fixed intervals.

Wll’l]

190. Continuous Discounting

The present value of interest factor (PVIF) =[1/
(1 +r/m)™] decreases at a decreasing rate and
asymptotically approaches the continuous com-
pounding FVIF of e~™. The PVIF falls as m in-
creases, as the effect of more frequent
compounding is to raise EAR. Higher discount
rates result in lower present values. [Notation def-
initions see Continuous compounding]

191. Continuously Compounded Interest Rate

A way of quoting an interest rate such that if $1 is
invested at a continuously compounded rate of r,
the payoff in one year is €’

192. Contract Amount

The number of units of the good or service to be
delivered.

193. Contract Interest Rate

[See Annual percentage rate]

194. Contract Month

The month in which a futures contract is scheduled
to mature by making or accepting a delivery.

195. Contract Specification

The precise definition of the good or service to be
delivered in the futures contract.

196. Contracting Costs

[See Transaction costs]

197. Contribution Margin

Amount that each additional unit produced, such
as a jet engine, contributes to after-tax profit of the
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whole project: (Sales price — Variable cost) x
(1 — T,), where T, is the corporate tax rate.

198. Control Variate Method

A technique used in Monte Carlo valuation in
which simulated asset prices are used to compute
two derivatives prices: the price of the derivative
that is being valued, and the price of a related
derivative for which the value is known. The
error in valuing the derivative with a known price
is used as a control for that with the unknown
price.

199. Controller

The firm’s controller traditionally manages
accounting, cost analysis, and tax planning and
usually reports to the chief financial officer (CFO).

200. Convenience Yield

A measure of the benefits from ownership of an
asset that are not obtained by the holder of a long
futures contract on the asset.

201. Conventional Mortgage

A mortgage or deed or trust that is not obtained
under a government insured program.

202. Convergence Property

The convergence of futures prices and spot prices
at the maturity of the futures contract.

203. Conversion

A risk-free position consisting of an asset, a pur-
chased put, and a written call. For example, we can
create a risk-free position by buying a stock and a
put of the stock and sell the call of the stock to
create a Treasury bill.

204. Conversion Factor

A factor used to determine the number of bonds
that must be delivered in the Chicago Board of
Trade bond futures contract. For example, the
Treasury bond futures contract allows a party
with the short position to choose to deliver any
bond that has a maturity of more than 15 years
and that is not callable within 15 years. When a
particular bond is delivered, a parameter known as
its conversion factor defines the price received by
the party with the short position.

205. Conversion Fee

Fee charged for converting a loan commitment to
a term loan.

206. Conversion Premium

Difference between the conversion price and the
current stock price divided by the current stock
price. [See also Conversion price]

207. Conversion Price

The conversion price, in general, equals

Par value of bond
Conversion ratio

Conversion price =

It implies that the amount of par value exchange-
able for one share of common stock.

208. Conversion Ratio

The number of shares per $1,000 bond (or deben-
ture) that a bondholder would receive if the bond
were converted into shares of stock. [See also Con-
vertible bonds]

209. Conversion Value

What a convertible bond would be worth if it were
immediately converted into the common stock at
the current price. [See also Convertible bonds]
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210. Convertible Bonds

Convertible bonds may vary the amount of money
the bondholder ultimately receives. A convertible
bond can be converted, as the investor’s option,
into a specified number of shares of the issuer’s
common stock (defined as the bond’s conversion
ratio). The conversion ratio is set to make conver-
sion unattractive initially. If the firm meets with
success, however, its stock price will rise, and the
bond’s price will be affected by its conversion value
(the stock price times the conversion ratio) rather
than just its value as a straight bond.

211. Convertible Debt

A bond that may be exchanged for common stock
in the same firm. [See also Common stock]

212. Convertible Risk

The variability of return caused when one type of
security is converted into another type of security. If
a bond or a preferred stock is convertible into a
stated number of shares of common stock of the
corporation issuing the original security, the rate
of return of the investment may vary because the
value of the underlying common stock has increased
or decreased. A convertible security normally has a
lower coupon rate, or stated dividend (in the case of
preferred stocks), because investors are willing to
accept a lower contractual return from the company
in order to be able to share in any rise in the price of
the firm’s common stock.

213. Convertible Securities

A convertible security is a bond or preferred stock
issue that typically gives its holder the right to
exchange it for a stipulated number of shares of
common stock of the issuing corporation during a
specified period of time. Therefore, convertible
bonds and convertible preferred stock represent
options to the security holder. If the price of com-
mon stock rises sufficiently, holders of these secur-

ities will find it profitable to exercise their
conversion rights. As for a warrant, such a right
will have some positive value in the market, so the
market will accept a lower coupon rate on the
corporation’s convertible bonds than it would de-
mand for a bond with no conversion privilege.

Convertible bonds are especially attractive when
management prefers to raise capital by issuing
equity rather than debt, but believes that transient
influences have led the market to temporarily
undervalue its common stock. [See also Convertible
bonds] If this perception is correct, the stock price
will rise and, as a result, debt will be converted to
equity. A convertible bond issue may offer an ad-
vantage over a bond issue with warrants since
mangers can predict how much capital the issue
will raise.

The exercise of a warrant raises further capital
for the firm; conversion simply substitutes equity
for debt. The conversion of a bond issue for com-
mon stock does not raise new capital, but it does
implicitly increase cash flow if the conversion oc-
curs prior to the bond’s maturity date, by reducing
future coupon payments.

A further distinction between warrants and con-
vertible bonds is that warrants are not callable,
while the issuer generally can call a convertible
bond. The bondholder can be offered the option
of converting it within a short time period or sur-
rendering it at a specific cash price. As with all
callable bonds, investors demand higher returns
for callable, convertible securities. Firms are will-
ing to pay this higher price in exchange for man-
agement flexibility.

We have seen why a corporation might want to
issue a hybrid security rather than straight debt
and/or equity. What about the investor? These
securities may be particularly attractive when in-
vestors have trouble assessing the riskiness of a
corporation’s future business activities. If the cor-
poration embarks on a high-risk enterprise, hold-
ers of straight bonds will be in the unappealing
position of gaining nothing if the enterprise suc-
ceeds and facing greatly increased default risk if it
fails.
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Warrants or conversion privileges can restore
some balance. By exercising a warrant or convert-
ing a bond to stock, the bondholder can share in
any success resulting from a risky venture. This
reduces the importance of assessing the future
business risk of a corporation’s activities.

214. Convex

Convex shaped like the cross section of a bowl.
Convex with shapes such that of price-yield rela-
tionship are said to be convex and curvature of the
price yield curve is called the convexity of the
bond.

215. Convexity

The second derivative of a bond’s price with re-
spect to a change in the interest rate, divided by the
bond price. In other words, it refers to the degree
of curvature of the price-yield curve around some
interest level. [See also Convex]

216. Convexity Adjustment

There are two possible meanings for this term: (1)
it refers to the adjustment necessary to convert a
futures interest rate to a forward interest rate. The
difference between the expected bond yield and the
forward bond yield is known as convexity adjust-
ment. (2) it can also refer to the adjustment to a
forward rate that is sometimes necessary when
Black’s model is used. [See also Black’s model]

217. Copula Function

A copula function is simply a specification of how
the univariate marginal distributions combine to
form a multivariate distribution. For example, if
we have N-correlated uniform random variables,
Uy, Uy, ..., Uy, then

C(“la“Za"'auN) = Pr{Ul < up, U2 < uz;--"UN

<uyy

is the joint distribution function that gives the
probability that all of the uniforms are in the spe-
cified range.

In a similar manner, we can define the Copula
function for the default times of N assets

C(F\(Th),Fx(T3), ..., Fy(Ty)) =
P{U; < Fi(Th), U, < F5(Ty), ...,Uy < Fx(Ty)},

where Fi(T;) = P{t; < t}.

Li (2000) has shown that how copula function
can be used to estimate default correlation. [See
also Default correlation]

218. Core Capital

Tier 1 capital consisting primarily of stockholder’s
equity.

219. Core Deposits

A base level of deposits a bank expects to remain
on deposit, regardless of the economic environ-
ment.

220. Corporate Bonds

Long-term debt issued by private corporations typ-
ically paying semiannual coupons and returning
the face value of the bond at maturity.

221. Corporate Leverage

Corporate leverage is used to refer to the debt
floated by the corporation.

222. Corporations

Proprietorships are the most numerous form of
business organization, but in terms of market
value, corporations are the dominant form. A cor-
poration is a legal person in the eyes of the law,
separate in concept from its owners and managers.
As a person, it has rights, duties, privileges, and
obligations.
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The corporate organizational form has several
advantages. As a separate legal entity, its life does
not depend on that of its owners. Unlike a propri-
etorship or partnership, the death of a shareholder
does not force the corporation to stop doing busi-
ness. Shares of ownership in the corporation, es-
pecially those listed on stock exchanges such as the
New York Stock Exchange, can be traded at easily
discernible prices. Issuing shares gives a corpor-
ation access to much larger pools of capital than a
partnership or proprietorship. As a legal entity, it
can borrow money in its own name. Also, as
owners of a corporation have limited liability, the
most they can lose is their investment.

A major disadvantage of the corporate organ-
izational form is the taxation of earnings. Depend-
ing upon the income level, corporate income may
be taxed at higher rates than proprietor or part-
nership income. In addition, corporate dividends
are taxed twice. As corporations pay dividends
from after-tax earnings, they represent funds that
have been taxed once at the corporate level. Inves-
tors then pay taxes on these dividends again, as
part of their personal income.

Two special forms of corporate organization in
the US allow dividends to escape double taxation.
[See also Subchapter S corporation and Limited
liability company]

Many countries’ laws recognize the corporate
form of organization. US corporations may use
the suffixes “Inc.” or “Corp.” to designate them-
selves. British corporations use the suffix “PLC,”
for public limited company, in which limited refers
to shareholders’ liability in the firm. The suffix
“AG” following the same names of firms in Ger-
many, Austria, Switzerland, or Liechtenstein is an
abbreviation for Aktiengesellschaft, which means
corporation. Some countries allow corporations to
sell bearer shares, which allow the owners to re-
main anonymous. A history of social upheavals,
wars, and high taxation in Europe led to the evo-
lution of bearer shares to allow owners to remain
anonymous and thus escape taxation from their
governments or identification if their governments
were overthrown. Suffixes of “NV” (Naamioze

Venootschap) in the Netherlands and “SA” (Soci-
ete Anonyme) in France and Belgium designate
such firms.

In sum, a corporation is one type of business
organization that is created as a distinct ‘““legal
person” composed of one or more actual indi-
viduals or legal entities, primary advantages of a
corporation include limited liability, ease of own-
ership, transfer, and perpetual succession.

223. Correlation

Correlation is a statistical concept that relates
movements in one set of variables to movements
in another. Covariance can indicate a positive,
zero, or negative relationship between two vari-
ables, but little else. [See also Covariance] Correl-
ation, however, shows the strength of the linear
relationship between two sets of variables. The
correlation coefficient between two set of numbers,
denoted by the small Greek letter rho (p), is com-
puted as:

cov(R(, Ry)

p =
12 10

where o7 and o, are the standard deviations of
the two number series. Mathematically, the cor-
relation will always lie between —1.0 and +1.0,
inclusively. As correlation approaches +1.0, it
indicates a stronger positive linear relationship
between the two series of numbers. As the correl-
ation approaches —1.0, it indicates a stronger
negative linear relationship between the two
series. The greatest reduction in risk occurs when
two strongly negatively correlated assets are
placed in the same portfolio. Correlations close
to zero represent weak linear relationship; a cor-
relation of zero implies that no linear relationship
exists.

224. Correlation Coefficient

A statistic in which the covariance is scaled to a
value between minus one (perfect negative correl-
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ation) and plus one (perfect positive correlation).
[See also Correlation]

225. Correspondent Bank

A bank that provides services, typically check
clearing, to other banks.

226. Cost of Carry

The interest cost of owning an asset, less lease or
dividend payments received as a result of owner-
ship; the net cash flow resulting from borrowing to
buy an asset.

227. Cost of Common Equity

Unlike debt and preferred stock, cash flows from
common equity are not fixed or known before-
hand, and their risk is harder to evaluate. In add-
ition, firms have two sources of common equity —
retained earnings and new stock issues — and thus
two costs of common equity. It may be clear that
there is an explicit cost (i.e., dividends and flota-
tion costs) associated with issuing new common
equity. But while the firm pays no extra dividends
or flotation costs to use retained earnings, their use
is not free; we must consider the opportunity cost
of using money that could have been distributed to
shareholders.

Retained earnings represent the portion of net
income that the firm does not distribute as divi-
dends. From the shareholders’ perspective, the op-
portunity cost of retained earnings is the return the
shareholders could earn by investing the funds in
assets whose risk is similar to that of the firm. To
maximize shareholder wealth, management must
recognize that retained earnings have a cost. That
cost, k., is the return that shareholders expect
from their investment in the firm.

228. Cost of Debt

The firm’s unadjusted cost of debt financing equals
the yield to maturity (YTM) on new debt, either a
long-term bank loan or a bond issue. The yield to

maturity represents the effective annual rate or
cost to the firm of borrowing funds in the current
market environment. Coupon rates from previ-
ously issued bonds reveal little about the firm’s
present financing costs. The firm’s current finan-
cing costs determine its current cost of capital.

A firm can determine its cost of debt by several
methods. If the firm targets an “A” rating (or any
other bond rating), a review of the yields to matur-
ity on A-rated bonds can provide an estimate of
the firm’s current unadjusted borrowing costs. Sev-
eral additional factors will affect the firm’s specific
borrowing costs, including convenants and fea-
tures of the proposed bond issue as well as the
number of years until the bond or loan matures
or comes due. It is important to examine bonds
whose ratings and characteristics resemble those
the firm wants to match.

In addition, the firm can solicit the advice of
investment bankers on the cost of issuing new
debt. Or, if the firm has debt currently trading, it
can use public market prices and yields to estimate
its current cost of debt. The publicly traded bond’s
yield to maturity can be found using the techniques
for determining the return on an investment. Fi-
nally, a firm can seek long-term debt financing
from a bank or a consortium of banks. Preliminary
discussions with the bankers will indicate a ball-
park interest rate the firm can expect to pay on the
amount it borrows. [For calculation of YTM see
Yield to maturity]

229. Cost of Equity Capital

The required return on the company’s common
stock in capital markets. It is also called the equity
holders’ required rate of return because it is what
equity holders can expect to obtain in the capital
market. It is a cost from the firm’s perspective. [See
also Cost of common equity]

230. Cotango

An increment added to a futures price to cover the
carrying costs until delivery occurs at the schedule
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settlement date (also called Forwardation). There-
fore, the futures price must exceed the expected
future spot price.

231. Counterparties

The buyer and seller of a derivative such as swap
are counterparties. Usually, not always, a financial
institution serves as an intermediary between the
counterparties. When bank and the company agree
on an at-the-money forward exchange contract or
swap, the company is at risk if the bank fails, just
as much as the bank is at risk if the counterparty
fails. After inception, swap positions often move
in/out-of-the-money and the relative credit risk
changes accordingly. [See also Interest rate swap]

232. Country Risk

The credit risk that government or private bor-
rowers in a specific country will refuse to repay
their debts as obligated for other than pure eco-
nomic reasons. For example, the repayments from
foreign borrowers may be interrupted because of
interference from foreign government.

233. Country Selection

A type of active international management that
measures the contribution to performance attrib-
utable to investing in the better-performing stock
markets of the world.

234. Coupon

The stated interest on a debt instrument. In bonds,
notes, or other fixed income securities, the stated
percentage rate of interest, usually paid twice a year.

235. Coupon Bond

A security that obligates the issuer to make interest
payments called coupon payments over the life of
the bond, then to repay the face value at maturity.

236. Coupon Interest Rate (Coupon Rate)

The coupon interest rate is the percentage of the
par value to be paid annually, as interest, to the
bond holder.

237. Coupon-reinvestment Risk

It is the expected yield calculated by assuming that
all coupon cash flows would be reinvested at the
same yield that exists at the time of purchase. If
rates began to fall, it would be impossible to re-
invest the coupon at a rate high enough to produce
the anticipated yield. If rates increase, the coupon
cash flow will be reinvested at higher rates and
produce a return above expectation.

238. Covariance

Covariance is a statistical concept that relates
movements in one set of variables to movements
in another. For example, the covariance between
two sets of returns, R; and R», is

o
Ri; —R)Rzx—R
VR, Ry) = - (R EVE =R

=1

where N represents the number of joint observa-
tions of the assets’ returns; R, and Ry, represent
the rth observations of R; and R,; and R and R,
represent the average returns on the two assets.

A negative covariance produces a situation
where when one set of returns is rising, the other
is usually falling, and vice versa. A zero covariance
means that the two time series have no linear rela-
tionship.

Covariance can indicate a positive, zero, or
negative relationship between two variables but
little else. To look at the stremgth of the linear
relationship between two sets of variables we look
at the correlation. [See also Correlation]

239. Covenants

A bond indenture may include covenants, which
can impose restrictions or extra duties on the firm.
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Covenants are most effective when they are specific
measures that state the acceptable limits for change
in the obligor’s financial and overall condition.
They clearly define what is meant by ‘“‘significant”
deterioration in the obligor’s credit quality. Finan-
cial covenants are more explicit (and therefore more
desirable) than a ““material adverse change” clause.
Cross default provisions are common: allowing ac-
celeration of debt repayment. These provisions af-
fect the credit rating of the issue and the firm’s
financing costs. Restrictive covenants designed to
protect bondholders and maintain the value of their
investment can reduce the issuer’s financing costs.
The firm must decide if the restrictions and duties
are worth the access to lower cost funds. The trustee
ensures that the issuer observes any bond coven-
ants. If the issuer violates a covenant, the issue is
technically in default and the trustee can pursue a
legal remedy, including immediate redemption of
the bondholders’ principal, in court.

Covenants are an example of a mechanism to
control bondholder-firm agency problems. The
covenants help ensure that management’s actions
do notunduly jeopardize the firm’s liquidity and the
bondholders’ security. Examples of covenants in-
clude stipulations that the firm must maintain a
minimum level of net working capital, maintain a
minimum interest coverage ratio, keep pledged as-
sets in good working order, and send audited finan-
cial statements to bondholders. Other examples
include restrictions on the amount of the firm’s
debt, its dividend payments, and asset sales.

240. Coverage Ratios

Ratios of company earnings to fixed costs. Low or
falling coverage ratios signal possible cash flow
difficulties. [See also Interest coverage ratio]

241. Covered Call

Covered call is a long position in an asset together
with a written call on the same asset. Covered calls
are far less risky than naked calls, because the

worst can happen is that the investor is required
to sell shares already owned at a below their mar-
ket value.

242. Covered Interest Arbitrage

A zero-investment strategy with simultaneous bor-
rowing in one currency, lending in another, and
entering into a forward contract to guarantee the
exchange rate when the loans mature.

243. Covered Write

A long position in an asset coupled with sale of a
call option on the same asset.

244. Crack Spread

Crude oil is generally refined to make petroleum
products, in particular heating oil and gasoline.
The split of oil into heating oil and gasoline can be
complemented by a process known as “‘cracking.”
Hence, the difference between the price of crude oil
futures and that of equivalent amounts of heating
oil and gasoline is known as crack spread.

245. Credit Bureau

An association that collects and provides informa-
tion on the credit (payment) histories of borrowers.

246. Credit Check

Efforts by a lender to verify the accuracy of infor-
mation provided by potential borrowers.

247. Credit Department

The bank department where credit information is
collected and analyzed to make credit decisions.

248. Credit Derivatives

A claim where the payoff depends upon the credit
rating or default status of a firm. These include
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credit options, credit swaps, credit forwards and
others.

249. Credit Enhancement

A guarantee or letter of credit backing for a loan
which improves the creditworthiness of the con-
tract.

250. Credit Exposure

The amount subject to changes in value upon a
change in credit quality through either a market
based revaluation on the event of an up (down)
grade or the application of a recovery fraction in
the event of default.

251. Credit File

Information related to a borrower’s loan request,
including application, record of past performance,
loan documentation, and analyst opinions.

252. Credit Instrument

Device by which a firm offers credit, such as an
invoice, a promissory note, or a conditional sales
contract.

253. Credit Limit

The maximum amount that a borrower is allowed
to borrow against a loan commitment or credit line.

254. Credit Period

Time allowed a credit purchaser to remit the full
payment for credit purchases. Credit periods vary
among different industries. For example, a jewelry
store may sell diamond engagement rings for 5/30,
net 4 months (the company require final payment
within 4 months but offer a 5 percent discount to
customers who pay within 30 days). A food whole-
saler, selling fresh fruit and produce, might use net
7 months. Generally, a firm must consider three

factors in setting a credit period. (1) the probability
that the customer will not pay. A firm whose cus-
tomers are in high-risk businesses may find itself
offering restrictive credit terms. (2) the size of the
account. If the account is small, the credit period
will be shorter. Small accounts are more costly to
manage, and small customers are less important.
(3) the extent to which the goods are perishable. If
the collateral values of the goods are low and
cannot be sustained for long periods, less credit
will be granted.

255. Credit Quality

Generally meant to refer to an obligor’s relative
chance of default, usually expressed in alphabetic
terms (e.g., Aaa, Aa, A, etc.). In credit metrics
analysis, the credit quality includes also the vola-
tility of up (down) grades.

256. Credit Rating

A measure of the creditworthiness of a bond issue.
In addition to bond credit rating, there is a grow-
ing trend toward the “credit rating” of loans
offered for sale. Unlike bonds, a loan credit rating
reflects more than the financial soundness of the
underlying borrowing corporation. In particular,
the value of the underlying collateral can change a
loan’s credit rating up to one full category above a
standard bond rating. As more loans are rated,
their attractiveness to secondary market buyers is
likely to increase.

257. Credit Ratings Transition Matrix

A table showing the probability that a company
will move from one credit rating to another during
a certain period of time.

258. Credit Risk

The cash flows to be received by bond market
investors are not certain; like individuals, corpor-
ate debtors may pay interest payments late or not
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at all. They may fail to repay principal at maturity.
To compensate investors for this credit or default
risk, rates of return on corporate bonds are higher
than those on government securities with the same
terms of maturity. Government securities are pre-
sumed to be free of credit risk. Generally, as inves-
tors perceive a higher likelihood of default, they
demand higher default-risk premiums. Since per-
ceptions of a bond’s default risk may change over
its term, the bond’s yield to maturity also may
change, even if all else remains constant.

259. Credit Scoring

The use of a statistical model based on applicant
attributes to assess whether a loan automatically
meets minimum credit standards. The model as-
signs values to potential borrowers’ attributes,
with the sum of the values compared to a thresh-
old. More specifically, this is a reference to the
application of linear discriminant analysis to com-
bine financial ration to quantitatively predict the
relative chance of default. [See also Credit scoring
model]

260. Credit Scoring Model

Using financial ratio analysis to evaluate credit
risk is certainly helpful. Yet, the decision that
must be made following the examination of
such data can be complicated by the difficulty
of interpreting conflicting ratios. Different ratios
often imply different predictions for the same
firm. To overcome such ambiguity, information
from several financial ratios can be combined
into a single index. The resulting multivariate
financial model will yield a single number for
classifying the firm in terms of credit risk. For
example, the multivariate financial model devel-
oped by Altman (1968) is defined as:

Y; =0.012X; + 0.014X, + 0.033.X3 + 0.006.X4
+0.999.X5,

where X| = Working capital/Total assets; X, =
Retained earnings/Total assets; X3 = EBIT/Total

assets; X4 = Market value of equity/Book value of
total debt; and X5 = Sales/Total assets.

By substituting the financial ratio information
for an individual company into this model, we can
obtain financial Z-scores. This financial Z-score
can be used to determine financial condition of a
firm.

261. Credit Sensitive Notes

The coupon rates on credit sensitive notes increase
(or decrease) if the issuer’s bond rating falls (or
rises). This compensates investors for changes in
the issuer’s credit quality over the life of the note.

262. Credit Spread Option

Option whose payoff depends on the spread be-
tween the yields earned on two assets. Options can
be written on many spread: bond spreads, credit
default swap spreads, and asset swap spreads.

263. Credit Union

A non-profit organization that offers financial ser-
vices to qualifying members. Credit unions do not
pay state and federal income taxes and thus oper-
ate at a competitive advantage to other depository
institutions.

264. Credit Value at Risk

The credit loss that will not be exceeded at
some specified confidence level. [See also Value at
risk]

265. Credit-Linked Notes (CLNs)

Bonds that have payments determined at least in
part by credit events (e.g., default) at a different
firm. These also refer to asset-backed securities
which were issued against the loan portfolio.
Credit-linked notes exist in a number of forms,
but all of them contain a link between the return
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they pay and the credit-related performance of the
underlying asset. A standard CLN is a security,
usually issued by an investment-graded entity that
has an interest payment and fixed maturity struc-
ture similar to a vanilla bond. The performance of
the CLN, however, including the maturity value, is
linked to the performance of a specified underlying
asset or assets as well as that of the issuing entity.
CLNs are usually issued at par. They are often
used as a financing vehicle by borrowers in order
to hedge against credit risk; CLNs are purchased
by investors to enhance the yield received on their
holdings. Hence, the issuer of the CLN is the pro-
tection buyer and the buyer of the note is the
protection seller.

266. CreditMetrics Model

CreditMetrics was introduced in 1997 by J.P. Mor-
gan and its co-sponsors (Bank of America, Union
Bank of Switzerland) as a value at risk (VAR)
framework to apply to the valuation and risk of
nontradable assets such as loans and privately
placed bonds. Thus, while RiskMetrics seeks to
answer the question, “If tomorrow is a bad day,
how much will I lose on tradable assets such as
stocks and bonds?” CreditMetrics asks, “If next
year is a bad year, how will I lose on my loans and
loan portfolio?”

267. Creditor

Person or institution that holds the debt issued by
a firm or individual. Bond holder is the creditor,
creditors do not usually have voting power. The
device used by creditors to protect themselves is
the loan contracts (that is the indenture).

268. Creditors’ Committee

A method of adjusting a capital structure without
bankruptcy proceedings involves the operation of
the enterprise by a group of creditors, called a
creditors’ committee. These representatives man-
age the firm until it gathers sufficient liquid capital

to satisfy existing claims or until an acceptable
composition is found.

There is no legal compulsion for any creditor to
accept an out-of-court adjustment. Any creditor
can delay the process if it is dissatisfied with a
proposal by the majority (or minority) of creditors
to relieve the financial burden on the firm. The
unhappy creditor can refuse the arrangement and
insist that a claim be met in full; if it is not, the
creditor can take the firm to court to be liquidated
or reorganized.

269. Cross Rate

An exchange rate may be quoted as a cross-rate,
the rate of a non-US dollar currency expressed in
terms of another non-US dollar currency.

270. Cross Hedge

Use of a futures contract for a specific asset that
differs from the cash asset being hedged. For ex-
ample, to use index futures to hedge 10-year US
government bond. For example IBM hold stocks
of GM.

271. Cross Holdings

One corporation holds shares in another firm.

272. Cross-Sectional Analysis

Financial ratios can be used in cross-sectional an-
alysis, in which different firms are compared at the
same point in time. The best information source
for cross-sectional analysis of firm ratios is the
firm’s financial statements and their footnotes.
These materials appear in annual reports as well
as 10-Q and 10-K filing with the Securities and
Exchange Commission.

273. Crown Jewels

An anti-takeover tactic in which major assets — the
crown jewels — are sold by a firm when faced with a
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takeover threat. This is sometimes referred to as
the scorched earth strategy.

274. Crush Spread

Soybean generally can be crushed to produce soy-
bean meal and soybean oil. Therefore, the differ-
ence between the price of a quantity of soybeans
and that of the soybean meal and oil that can be
produced by those soybeans.

275. Cum Dividend

With dividend before the ex-dividend date the
stock 1s said to trade cum dividend.

276. Cumulative Abnormal Return (CAR)

Sum of differences between the expected return on
a stock and the actual return that comes from the
release of news to the market. The abnormal return
on a given stock for a particular day can be calcu-
lated by subtracting the market’s return (Ry,) on
the same day — as measured by a broad based
index such as the S&P composite index — from
the actual return (R) on the stock for the day.
AR =R — R,. Cumulative abnormal return
(CAR) is the total abnormal return for the period
surrounding an announcement on the release of
information. The CAR generally can be measured
by cumulative average residual. [See also Cumula-
tive average residual]

277. Cumulative Average Residual (CAR)

Following Fama, Fisher, Jensen and Roll (1969),
the cumulative average residual (CAR) can be
defined as:

T
CAR = ZAR,,

=1
1 &
where AR, = N ;ejt;

e = Rj; — Bijt;

Rj, = rate of return for security j in period #; 8; =
beta coefficient for j th security; R,,, = market rate
of return in period ¢; T = the number of months
being summed (T =1,2, ..., m); and N = the
total number of months in the sample.

278. Cumulative Distribution Function

A function giving the probability that a value drawn
from a distribution will be less than or equal to some
specified value.

279. Cumulative Dividend

Dividend on preferred stock that takes priority
over dividend payments on common stock. Divi-
dends may not be paid on the common stock until
all past dividends on the preferred stock have been
paid.

280. Cumulative Normal Distribution Function

The cumulative distribution function for the nor-
mal distribution; N(x) in the Black-Scholes equa-
tion. [See Black-Scholes option pricing model]

281. Cumulative Probability

The probability that a drawing from the standard-
ized normal distribution will be below a particular
value. For example, the probability for a standard-
ized normal distribution that a drawing will be
below 0 is clearly 50 percent because the normal
distribution is symmetric. Using statistical termin-
ology, we say that the cumulative probability of 0
is 50 percent. Statisticians also say that N(0) = 50
percent.

282. Cumulative Voting

A procedure whereby a share holder may cast all of
his or her votes for one member of the board of
directors. The effect of cumulative voting is to
permit minority participation. If cumulative voting
is permitted. The total number of votes that each
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shareholder may cast is determined first. The num-
ber is calculated as the number of shares (owned or
controlled) multiplied by the number of directors
to be elected. Each shareholder can distribute these
votes as he or she wishes over one or more candi-
dates.

283. Currency Risk

It is also called exchange-rate risk. Securities de-
nominated in a currency other than the currency
used by the purchaser have this additional risk.
The total return an investor receives will equal
the stock return times the change in the currency
the security is denominated in relative to the inves-
tor’s domestic currency.

Total return = Security return x Change in
relative exchange rate.

284. Currency Selection

Asset allocation in which the investor chooses
among investments denominated in different cur-
rencies.

285. Currency Swap

In a currency swap, two firms agree to exchange an
equivalent amount of two different currencies for a
specified period of time. A fixed rate is paid in one
currency while a floating rate is paid in another.
Currency swap is generally used to hedge the cur-
rency interest rate risk.

As an example of a typical currency swap, sup-
pose a German company would like to borrow US
dollars to finance a foreign investment, but the
firm is not known outside Germany. Similarly, a
US firm needs DMs for its German subsidiary, but
the cost of borrowing in the US is cheaper than the
cost of borrowing in Germany for this firm. Both
firms face a similar problem. They can borrow at
favorable rates, but not in the desired currency. In
this case, a currency swap presents on solution. A
bank acting as an intermediary can bring these two
firms together and arrange a swap of deutsche

marks for dollars. The German firm agrees to
pay the US company principal and interest on its
dollar borrowings in the Untied States, while the
US firm agrees to pay the costs of the DM bor-
rowings for its German subsidiaries. Each firm
thus obtains the best possible rate and eliminates
exposure to exchange rate changes by agreeing to
exchange currencies.

286. Currency-Translated Index

An investment in an index denominated in a for-
eign currency, where the buyer bears both currency
and asset risk.

287. Current Account

The difference between imports and exports, in-
cluding merchandise, services, and transfers such
as foreign aid.

288. Current Asset

Asset that is in the form of cash or that is expected
to be converted into cash in the next 12 months,
such as inventory. Current assets are presented in
the balance sheet in order of their accounting li-
quidity, that is, the ease with which they can be
converted to cash at a fair price and the time it
takes to do so.

289. Current Exposure

For market-driven instruments, the amount it
would cost to replace a transaction today should
counterparty default. If there is an enforceable
netting agreement with the counterparty, then the
current exposure would be the net replacement
cost; otherwise, it would be the gross amount.
[See also Exposure]

290. Current Liabilities

Obligations that are expected to require cash pay-
ment within one year or the operating period,
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whichever is shorter. The three major items found as
current liabilities are account payable; accrued
wages; and other expenses payable; and note pay-
able. Also, on the balance sheet, Net working capital
= cash + other current assets — current liabilities.

291. Current Ratio

Total current assets divided by total current liabil-
ities, used to measure short-term solvency of a
firm. [See also Liquidity ratios]

292. Current Yield

A bond’s annual coupon payment divided by its
price. Differs from yield to maturity.

293. Customer Information File

A record of the services used by each customer.

294. Customer Profitability Analysis

A procedure that compares revenues with expenses
and the bank’s target profit from a customer’s total
account relationship.

295. Cyclical Liquidity Needs

An estimate of liquid funds needed to cover de-
posit outflows or loan demand in excess of trend or
seasonal factors.



1. Date of Payment

Date that dividend checks are mailed.

2. Date of Record

Date on which holders of record in a firm’s stock
ledger are designated as the recipients of either
dividends or stock rights. Dividends will not be
paid to those individuals whose notification of
purchase is received by the company after this
date.

3. Dates Convention

Treating cash flows as being received on exact
dates — date 0, date 1, and so forth — as opposed
to the end-of-year convention.

4. Day Count

A convention for quoting interest rates.

5. Day Order

A buy order or a sell order expiring at the close of
the trading day.

6. Day Trade

A trade that is entered into and closed out in the
same day.

7. Daylight Overdrafts

Bank payments from deposits held at a Federal
Reserve Bank or correspondent bank in excess of
actual collected balances during a day.

8. Days in Receivables

Average collection period. It measures the average
amount of time required to collect an account re-
ceivable. Suppose in one company, 80 percent of its
customers take the discounts and pay on day 20; the
rest pay on day 60. The average collection period is
28 days (0.8 x 20 days + 0.2 x 60 days). It is also
refers to days’ sales outstanding.

9. Days Sales Outstanding

Average collection period.

10. Days’ Receivables

[See Average collection period]

11. De Facto

Existing in actual fact although not by official
recognition.

12. De Novo Branch

A newly opened branch.

13. Dealer Market

A market where traders specializing in particular
commodities buy and sell assets for their own ac-
count. Most debt securities are traded in dealer mar-
kets. The many bond dealers communicate with one
another by telecommunication equipment-wires,
computers, and telephones. Investors get in touch
with dealers when they want to buy or sell, and can
negotiate a deal. Some stocks are traded in the dealer
market. The OTC market is an example.

14. Dealer Reserve

An account established by a bank and dealer used
to assign the interest that accrues to dealers as they
sell loans to a bank.
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15. Debenture

A debenture is an unsecured bond, or a bond that
pledges no specific assets as security or collateral.
In case of default, debenture holders are treated as
general creditors of the firm. The riskiest type of
bond is a subordinated debenture. [See also Subor-
dinated debenture]

16. Debit Card

A plastic card that, when used, immediately re-
duces the balance in a customer’s transactions de-
posit.

17. Debt

Loan agreement that is a liability of the firm. An
obligation to repay a specified amount at a par-
ticular time.

18. Debt Capacity

Ability to borrow. The amount a firm can borrow
up to the point where the firm value no longer
increases. A firm’s maximum debt capacity is de-
fined as the point where the advantage derived
from an incremental addition of debt to the firm’s
capital structure is offset by the cost incurred.

19. Debt Displacement

The amount of borrowing that leasing displaces.
Firms that do a lot of leasing will be forced to cut
back on borrowing.

20. Debt Ratio

Total debt divided by total assets. This ratio is used
to determine a firm’s capital structure.

21. Debt Service

Interest payments plus repayments of principal to
creditors, that is, retirement of debt.

22. Debtor-in-Possession Financing

A loan made to a firm which has filed for Chapter
11 bankruptcy protection.

23. Debt-to-Assets Ratio

[See Capital structure ratios]

24. Debt-to-Equity Ratio

[See Capital structure ratios]

25. Decision Trees

A graphical representation of alternative sequen-
tial decisions and the possible outcomes of those
decisions. Decision tree can be used to analyze
capital budgeting under uncertainty. It can also
be used to analyze the option valuation. [See also
Binomial model]

26. Declaration Date

Date on which the board of directors passes a
resolution to pay a dividend of a specified amount
to all qualified holders of record on a specified
date.

27. Dedicated Capital

Total par value (number of shares issued multi-
plied by the par value of each share). Also called
dedicated value.

28. Dedication Strategy

Cash flow matching on a multi-period basis is
referred to as a dedication strategy. In this case,
the manager selects either zero-coupon or coupon
bonds that provide total cash flows in each period
that match a series of obligations. The advantage
of dedication is that it is a once-and-for-all ap-
proach to eliminating interest rate risk. Once the
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cash flows are matched, there is no need for rebal-
ancing. The dedicated portfolio provides the cash
necessary to pay the firm’s liabilities regardless of
the eventual path of interest rates.

29. Deed of Trust

Indenture is sometime referred to as deed of trust.
[See also Indenture]

30. Deep-Discount Bond

A bond issued with a very low coupon or no
coupon and selling at a price far below par
value. When the bond has no coupon, it is also
called a pure-discount or original-issue-discount
bond.

31. Defalcation

The misappropriation of funds or property by an
individual.

32. Default

The failure to make obligated interest and princi-
pal payments on a loan.

33. Default Correlation

Default correlation is a measurement of the
degree to which default of one asset makes more
or less likely the default of another asset. One can
think of default correlation as being jointly due to
(1) a macroeconomic effect which tends to tie all
industries into the common economic cycle, (2) a
sector-specific effect, and (3) a company-specific
effect.

34. Default Premium

A differential in promised yield that compensates
the investor for the risk inherent in purchasing a
corporate bond that entails some risk of default.

35. Default Probability (DP)

The likelihood that an obligor or counterparty will
encounter credit distress within a given time
period. “Credit distress” usually leads to either an
omitted delayed payment or distressed exchange
which would impair the value to senior unsecured
debt holders. Note that this leaves open the possi-
bilities that:

(1) Subordinated debt might default without
impairing senior debt value, and

(i1) Transfers and clearing might continue even
with a senior debt impairment.

This probability can be either marginal default
probability (MDP) or cumulative default probabil-
ity (CDP). The MDP refers the probability that a
borrower will default in any given year. The CDP
refers the probability that a borrower will default
over a specified multiyear period.

36. Default Probability Density

Measures the unconditional probability of default
in a future short period of time. As the asset value
of a firm increases, the firm is more likely to re-
main solvent, the default probability drops.

37. Default Risk

The chance that interest or principal will not be
paid on the due date and in the promised amount
under the loan contract. [See also Credit risk]

38. Default Swap

A contract in which the swap buyer pays a regular
premium; in exchange, if a default in a specified
bond occurs, the swap seller pays the buyer the loss
due to the default.

39. Defeasance

A debt-restructuring tool that enables a firm to
remove debt from its balance sheet by establishing
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an irrevocable trust that will generate future cash
flows sufficient to service the decreased debt.

40. Deferred Annuities

Tax-advantaged life insurance product. Deferred
annuities offer deferral of taxes with the option of
withdrawing one’s funds in the form of a life annu-

1ty.

41. Deferred Availability Credit Items

Checks received for collection for which a bank
has not provided credit to the depositor.

42. Deferred Call

A provision that prohibits the company from call-
ing the bond before a certain date. During this
period the bond is said to be call protected.

43. Deferred Down Rebate Option

A deferred rebate option for which the current stock
price is above the rebate barrier. The payoff to this
claim does not depend upon a strike price. The pay-
off will be done as long as the barrier has been hit.

44. Deferred Nominal Life Annuity

A monthly fixed-dollar payment beginning at re-
tirement age. It is nominal because the payment is
fixed in dollar amount at any particular time, up
till and including retirement.

45. Deferred Payment Option

An option where the price paid is deferred until the
end of the option’s life.

46. Deferred Rebate Option

A claim that pays $1 at expiration if the price of the
underlying asset has reached a barrier prior to
expiration. If a contract that pays $1 at the time
of a barrier is reached, it is called rebate option.

Therefore, the deferred rebate option is similar to
rebate option.

47. Deferred Swap

A swap with terms specified today, but for which
swap payments begin at a later date than for an
ordinary swap.

48. Deferred Taxes

It is a noncash expense item. It results from differ-
ences between accounting income and true taxable
income.

49. Deferred Up Rebate Option

A deferred rebate option for which the current
stock price is below the rebate barrier. The payoff
to this claim does not depend upon a strike price.
The payoff will be done as long as the barrier has
been hit.

50. Deferred-Strike Options

Deferred-strike options are also called shout op-
tions. As the phrase “deferred-strike” implies, a
shout option is an option whose strike price can be
specified as an underlying asset price at any time
before the maturity of the option. The level of the
strike is ultimately set at a specific relationship to
the spot, for example, 6 percent or 4 percent below
the spot, or 4 percent or 6 percent above, during a
period of time normally starting on the trade date
and ending on a date agreed upon at the trade time.
After the strike is specified according to the terms in
the contract or after the shouting time, the shout
option becomes a vanilla option until the maturity
of the option.

Shout options possess characteristics of Ameri-
can options. Since optimal timing or the ‘“‘shout-
ing” time is uncertain, there is no straightforward
way to price shout options. However, they can be
priced using either the binomial tree method or
some analytical approximations.
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51. Deficit

The amount by which a sum of money is less than the
required amount; an excess of liabilities over assets,
of losses over profits, or of expenditure over time.

52. Defined Benefit Plans

Pension plans in which retirement benefits are set
according to a fixed formula. This plan promises in
advance to pay employees a special level of benefit.
A major question in the management and regula-
tion of this kind of plan is whether an employer’s
contribution to the fund is sufficient to meet future
pension liability.

53. Defined Contribution Plans

Pension plans in which the employer is committed
to making contributions according to a fixed for-
mula. However, benefits paid during retirement are
not promised in advance. Instead they depend on
contributions and earnings accumulated over time.

54. Degree of Combined Leverage (DCL)

A firm’s degree of combined leverage (DCL) is the
percentage change in earnings per share (EPS) that
results from a 1 percent change in sales volume as:

_ Percentage change in EPS

DCL = . :
Percentage change in sales

The relationship between the degrees of operating
and financial leverage and the degree of combined
leverage is a multiplicative one. DFL times degree
of operating leverage (DOL) results in:

Percentage change in EPS
Percentage change in EBIT

" Percentage change in EBIT
Percentage change in sales

_ Percentage change in EPS
- Percentage change in sales -

Thus, a firm’s degree of combined leverage is sim-
ply the product of its degree of operating leverage

and its degree of financial leverage. The DCL rep-
resents the impact on earnings per share of the
combined effects of operating leverage and finan-
cial leverage if profit margins remain constant.

Like the degree of operating leverage and the
degree of financial leverage, the DCL is not con-
stant, as the firm’s sales rise and fall over time.
We know DOL declines as sales increase and
DFL declines as EBIT rises. Thus, a firm’s degree
of combined leverage will fall as its sales and
EBIT increase, as long as the firm’s margin, fixed
operating costs and financial costs remain con-
stant.

The degree of combined leverage uses a firm’s
operating leverage and financial leverage and the
assumption of constant margins to estimate a rela-
tionship between changes in sales and changes in
earnings. [See also Appendix B]

55. Degree of Financial Leverage (DFL)

A firm’s financial risk reflects its interest expense,
or in financial jargon, its financial leverage. A
quick way to determine a firm’s exposure to
financial risk is to compute its degree of financial
leverage. The degree of financial leverage (DFL)
measures the sensitivity of EPS to changes in
EBIT as:

_ Percentage change in EPS

DFL = . ,
Percentage change in EBIT

This definition clearly suggests that DFL repre-
sents the percentage change in earnings per share
due to a 1 percent change in earnings before inter-
est and taxes.

There is a more straightforward method to com-
pute a firm’s degree of financial leverage that
avoids handling percentage changes in variables.
This formula is given as:

EBIT  EBIT
EBIT -1 EBT

DFL =

DFL equals the firm’s earnings before interest and
taxes (EBIT) divided by EBIT minus interest ex-
pense (I), or earnings before taxes (EBT).
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DFL changes with the level of EBIT for much
the same reason that DOL changes with sales vol-
ume. [See also Degree of operating leverage] When
EBIT is about the same as the firm’s interest ex-
pense, EPS is small. A slight change in EBIT can
therefore lead to a large percentage change in EPS,
resulting in a large DFL. If the firm’s interest
expense does not change while EBIT continues to
grow, the percentage increase in EPS becomes
smaller and smaller, resulting in lower values for
the firm’s degree of financial leverage. [See also
Appendix B]

56. Degree of Operating Leverage (DOL)

A quick way to approximate a firm’s exposure to
business risk is to compute its degree of operating
leverage. The degree of operating leverage (DOL)
is a measure of the sensitivity of EBIT to a change
in unit volume in sales, assuming a constant price-
variable cost margin. Formally,

DOL — Sales revenue — Variable costs

Sales revenue — Variable costs — Fixed Costs

or, stated with variables, the formula for DOL can
be written as:

Op—v) _ QOp-v
EBIT Q(p—v)—F’

where Q = quantity of goods sold, p = price per
unit, v = variable cost per unit, F' = total fixed cost,
and EBIT = carnings before interest and taxes.

These formulas make computing the degree of
operating leverage seem fairly straightforward, but
these calculations assume constant margins. Any
careful analysis of business risk should include
analysis of competitive conditions and other influ-
ences on the firm’s margins.

Why does a firm’s DOL change as its level of
unit sales varies? Recall the basic definition of
DOL: it is the percentage change in EBIT that
corresponds to a 1 percent change in unit sales.
For lower levels of sales, EBIT is small. At the
firm’s break-even point, EBIT is zero. [See also

Break-even point] Therefore, any change in sales
from the break-even point results in an infinite
percentage change in EBIT and a DOL value of
infinity. As sales volume grows, the level of EBIT
also grows, but the resulting percentage change in
EBIT becomes smaller and smaller, leading to re-
ductions in the firm’s degree of operating leverage.
With constant margins and fixed costs, this implies
that firm growth causes business risk to decline.
[See also Appendix B]

57. Delinquent Account

An account that is past due because the account
holder has not made the obligated payment on time.

58. Deliverable Instrument

The asset in a forward contract that will be deliv-
ered in the future at an agreed-upon price. A for-
ward contract for foreign exchange currency is a
deliverable instrument.

59. Delivery

The tender and receipt of an actual commodity or
financial instrument, or cash in settlement of a
futures contract.

60. Delivery Date

Specific day that a futures contract expires.

61. Delivery Point

A point designated by a futures exchange at which
the financial instrument or commodity covered by
futures contract may be delivered in fulfillment of
such contract.

62. Delivery Price

Price agreed to (possibly some time in the past) in a
forward contract.
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63. Delta

The change in the price of a derivative due to a
change in the price of the underlying asset. Based
upon the call option formula defined in option
pricing model [See also Option pricing equation].
The mathematic result can be defined as:

oC

55 = N >o.

64. Delta Neutral Portfolio

The value of the zero-delta portfolio is not affected
by changes in the value of the asset on which the
options are written.

65. Delta-Gamma Approximation

A formula using the delta and gamma to approxi-
mate the change in the derivative price due to a
change in the price of the underlying asset.

66. Delta-Hedging

Hedging a derivative position using the underlying
asset, with the amount of the underlying asset
determined by the derivative’s sensitivity (delta)
to the price of the underlying asset.

67. Demand Deposit

Transactions account, payable on demand, that
pays no interest to the depositor.

68. Demand Shock

An event that affects the demand for goods and
services in the economy.

69. Denomination

Face value or principal of a bond.

70. Depository Transfer Check (DTC)

A depository transfer check (DTC) is an ordinary
check restricted “for deposit only” at a designated
bank. Hence, the designated collection bank de-
posits a DTC for the daily deposits into the firm’s
checking account and then submits the DTC to the
collection system. Although the DTC is less expen-
sive than a wire transfer, it is also slower.

71. Depreciation

A non-cash expense, such as the cost of plant or
equipment, charge against earnings to write off the
cost of an asset during its estimated useful life. It
can use straight line method to do the depreciation.
[See Double-declining balance depreciation]

72. Depreciation Tax Shield

The term T(Dep), the tax rate multiplied by the
depreciation expense, is called the depreciation tax
shield. It represents the tax savings the firm re-
ceives from its noncash depreciation expense. For
example, with a 34 percent tax rate, a depreciation
expense of $1,000 reduces a firm’s tax bill by $340.

73. Derivative

A financial instrument whose value is determined
by the specific features of the underlying asset or
instrument. [See also Primitive security]

74. Derivative Asset/contingent Claim

Securities providing payoffs that depend on or
are contingent on the values of other assets such
as commodity prices, bond and stock prices, or
market index values. Examples are futures and
options.

75. Derivative Security

[See Primitive security]
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76. Detachable Warrant

A warrant entitles the holder to buy a given num-
ber of shares of stock at a stipulated price. A
detachable warrant is one that may be sold separ-
ately from the package it may have originally been
issued with (usually a bond).

77. Development Projects

Development projects are attempts to develop pro-
jects and technologies that represent small ad-
vances of an already established knowledge base.
These “‘sure things” will be low-risk, low-return
investments in R&D.

78. DI System

The directional indicator system (DI system) is
from a technical family known as momentum os-
cillators. Oscillators deal with price changes. The
logic employed by the directional-indicator system
is that any trending period can be characterized as
having a significant excess of either positive or
negative price movements. Periods when prices
are quickly moving upwards will have more up-
wards price change than downward price change,
and vice versa. It is this relative price change that
the DI estimates.

79. Diagonal Spread

A position in two calls where both the strike prices
and times to maturity are different. It can be
regarded as a combination of bull (or bear) and
calendar spread. (A diagonal spread can also be
created with put options.)

80. Differential Equation

An equation relating a variable to its derivatives
and one or more independent variables. The dif-
ferential equation can be classified into determin-
istic and stochastic differential equation. Black and
Scholes (1973) used stochastic differential equation
to derive the option pricing model.

81. Diffusion Process

Generally, a continuous stochastic process in
which uncertainty increases with time. Also used
to describe the Brownian (random) part of an It
process. [See also Differential equation]

82. Digital Option

Another name for binary option. [See also Binary
option]

83. Dilution

Loss in existing shareholders’ value. There are sev-
eral kinds of dilution: (1) dilution of ownership, (2)
dilution of market value, and (3) dilution of book
value and earnings, as with warrants and convert-
ible issues. Firms with significant amounts of war-
rants or convertible issues outstanding are required
to report earnings on a ‘“fully diluted” basis.

84. Direct Agency Costs

[See Agency costs]

85. Direct Lease

A lease under which a lessor buys equipment from
a manufacturer and leases it to a lessee. In other
words, it gives the lessee the use of an asset while
the lessor retains title and ownership of the asset.

86. Direct Loan

Loan with terms negotiated directly between the
lender and actual user of the funds.

87. Direct Quote

A direct quote states an exchange rate in terms of
the amount of US dollars that equal one unit of
foreign currency, such as $0.6786/DM. [See also
Indirect quote]
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88. Direct Search Market

Buyers and sellers seek each other direct and trans-
act directly.

89. Dirty Price

The present value of a bond’s future cash flows
(this implicitly includes accrued interest). For in-
stance, a 7 percent annual coupon bond trading at
par would have a dirty price of $107 just prior to
coupon payment. CreditMetrics estimates dirty
prices since the coupon is paid in non-default states
but assumed not paid in default. [See also Credit-
Maetrics model and Accrued interest]

90. Disbursement Float

A decrease in book cash but no immediate change in
bank cash, generated by checks written by the firm.
[See also Float]

91. Discount Bonds

A bond that sells below par value is said to be
selling at a discount and is called a discount bond.

The price of a discount bond will rise as it nears
maturity if the market rate remains the same, since
at maturity its price will equal its par value.

92. Discount Broker

A brokerage firm that offers a limited range of
retail services and charges lower fees than full-ser-
vice brokers.

93. Discount Factor

The term 1/(1 + r)" is called a present value inter-
est factor, PVIF (r,n), or discount factor.

When the number of periods # and interest rate r
are the same, the future value interest factor (FVIF)
and PVIF terms are merely reciprocals of each other.
That s,

PVIF =1/FVIF and FVIF =1/PVIF.

As it is the reciprocal of the compounding future
value interest factor, the present value interest fac-
tor, 1/(1 4+ r)", will diminish as either the interest
rate or the number of years increases. Thus, using
the same discount rate, cash flows in the far future
are worth less to us than nearer cash flows. Over
the same time frame, higher discount rates result in
lower PVIFs, meaning future cash flows will be
worth less in present value terms.

94. Discount Function

The discounted value of $1 as a function of the
time until payment.

95. Discount Instrument

An instrument, such as a Treasury bill, that pro-
vides no coupons.

96. Discount on a Currency

The forward rate either will be at a discount or a
premium to the spot rate. A currency is selling at a
discount if it can be purchased more cheaply in the
forward than in the spot market. Or, in other words,
using indirect quotes, a dollar that is selling at a
discount can buy fewer units of the foreign currency
in the forward market than in the spot market.

97. Discount Payback Period Rule

An investment decision rule in which the cash flows
are discounted at an interest rate and the payback
rule is applied on these discounted cash flows. This
method has taken time value of money into ac-
count. However, it still does not consider all poten-
tial cash flow.

98. Discount Rate

There are two possible meanings for this term as
follows:

1. Occasionally, the Fed implements monetary
policy by adjusting the discount rate, the interest
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rate it charges on its loans to banks. This serves
to encourage or discourage banks from bor-
rowing from the Fed to raise loanable reserve.
Changes in the discount rate also transmit
signals regarding future Fed policy.

2. The interest rate that is used to find a present
value often is called a discount rate.

99. Discount Rate for Discount Instrument

The annualized rate of return on a Treasury bill or
similar works on 360-days, instead of 365-day year
instrument expressed as a percentage of the final
face value. It assumes a 360-day, instead of 365-day
per year, for calculating this type of rate of return.

100. Discount Window

Interest rate charged by Federal Reserve banks
lending to member institutions.

101. Discounted Cash-Flow Valuation Theory

It is the basic tool for determining the theoretical
price of a corporate security. The price of a cor-
porate security is equal to the present value of
future benefits of ownership. For example, for
common stock, these benefits include dividends
received while the stock is owned plus capital
gains earned during the ownership period.

102. Discounted Dividend Model (DDM)

A formula to estimate the intrinsic value of a firm
by figuring the present value of all expected future
dividends. [See also Gordon model]

103. Discounting

Discounting is the process of determining the pre-
sent value, or the value as of today, of a future cash
flow.

104. Discretionary Account

An account of a customer who gives a broker the
authority to make buy and sell decisions on the
customer’s behalf.

105. Distressing Exchange

During a time of credit distress, debt holders may
be effectively forced to accept securities in ex-
change for their debt claim; such securities being
of a lower value than the nominal present value of
their original claim. They may have a lower cou-
pon, delayed sinking funds, and/or lengthened ma-
turity. For historical estimation of default
probabilities, this would count as a default event
since it can significantly impair value.

106. Distribution

A type of dividend paid by a firm to its owners from
sources other than current or accumulated retained
earnings.

107. Diversifiable Risk

A risk that specifically affects a single asset or a
small group of assets. [See also Unsystematic risk]

108. Diversification

Diversification occurs when we invest in several
different assets rather than just a single one.
Financial theorists commonly assume that the
goal of a business is to maximize shareholder
wealth. Hence decisions should be evaluated on
the basis of how they affect value and, more dir-
ectly, how they affect the amount and uncertainty
of the cash flow stream accruing to the owners.
One line of financial theory has sought to ex-
plain conglomerate mergers through the diversifi-
cation effect. The basic argument follows from
portfolio theory: joining together two less than
perfectly correlated income streams reduces the
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relative variability of the streams. However, it has
been conversely argued that a perfect capital
market allows no economic advantage from a
purely conglomerate merger. That is, a merger
cannot create diversification opportunities beyond
those available to an individual investor before the
merger.

109. Divestitures

In a divestiture, one firm sells a segment of its
operations to another firm. No new corporate en-
tity is created. The selling firm gives up the oper-
ational cash flows associated with the divested
assets in exchange for a cash flow from the buyer.
Arguably, a decision to divest a segment should be
made in a capital budgeting framework.

Tax treatment of a divestiture handles the trans-
action as an ordinary sale with capital gains or
losses recognized normally.

110. Dividend

A payment made to holders of a firm’s common
stock and/or preferred stock. Cash dividends are
paid in cash while stock dividends are paid in
stock.

111. Dividend Declaration Date

On the dividend declaration date, the directors of
the firm may issue a statement declaring a regular
dividend. The statement might be worded some-
thing like, “On January 2, 2005, the directors of
this corporation met and declared quarterly divi-
dends to be $0.75 per share payable to the holder
of record on January 22; payment will be made on
February 7, 2005.” With this declaration, the divi-
dend becomes a legally binding obligation to the
corporation.

112. Dividend Growth Model

A model wherein dividends are assumed to be at a
constant rate in perpetuity. [See also Gorden model]

113. Dividend Irrelevance

Miller and Modigliani (1961) were the first to pre-
sent an argument for dividend irrelevance. Miller
and Modigliani’s theory that the value of the firm
is independent of its dividend policy is similar to
their analysis of the irrelevance of capital structure.
The theory assumes a world without taxes or trans-
action costs. In addition, investors are assumed to
be rational, with homogeneous expectations, and
both corporate management and shareholders are
assumed to know the same information about the
firm.

114. Dividend Payout Ratio

It equals dividend per share divided by earnings
per share. [See also Retention rate]

115. Dividend Policy

Dividend policy is the decision a firm makes to pay
out earnings or retain them for reinvestment in the
firm. If it pays out dividends, company policy must
determine the amount to retain. Two questions
drive a firm’s dividend policy: Does dividend pol-
icy have an effect upon the firm’s value? If so, will
the firm try to achieve an optimal payout ratio by
attaining an ideal dollar payment per share? These
questions have sparked debate between practi-
tioners and academicians for many years. Practi-
tioners see an optimal level of dividend payout,
whereas some academic factions have argued that
dividend policy does not affect the value of the
firm at all.

Still other groups of academics have argued that
dividends are the only factor that determines firm
value. This shows up in Gordon’s constant dividend
growth model for a share of common stock as:

D,

Py = ,
r—g

where Py = current stock price; D; = dividend
payout in next period; r = cost of equity capital
for the firm; and g = growth rate for the firm.
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According to the Gordon model, if the firm
increases its cash dividend, the price of its stock
will increase. Remember, however, that any in-
crease in the dividend is a reduction in retained
earnings, which causes lower growth rate, g, for
the firm. According to the model, a lower growth
rate reduces the firm’s stock price, so the optimal
dividend policy must balance the effects of these
two variables to maximize the stock price.

116. Dividend Yield

Dividends per share of common stock divided by
market price per share.

117. Dividends Per Share

Amount of cash paid to shareholders expressed as
dollar per share.

118. DMAC System

The dual moving-average crossover system
(DMAC system) employs logic similar to the
MAPB system by seeking to find when the short-
term trend rises above or below the long-term trend.
The MAPB represents the short-term trend by the
daily price and the long-term trend by the moving
average. The DMAC uses a short-term moving
average and long-term moving average to represent
the short-term and long-term trend. A change in the
price trend is signaled when these two moving aver-
ages cross. Specifically, a buy signal is generated
when the shorter moving average is greater than
(above) the longer moving average, and a sell signal
when the shorter moving average is less than
(below) the longer moving average. The trader al-
ways maintains a long or short position in the fu-
tures market. [See also MAPB system]

119. Dollar-Weighted Return

The internal rate of return on an investment.

120. Dominance Principle

Under the efficient-frontier analysis, the assump-
tion that an investor prefers returns and dislikes
risks. For example, an individual is prepared to
experience risk associated with the different return,
he or she can obtain a higher expected return with
two different return portfolios with the same risk.
Thus, the higher return portfolio dominates the
lower return portfolio and would be preferred.
Similarly, if an individual was satisfied with a re-
turn, he would select the less risky portfolio.

121. DONCH System

The Donchian system (DONCH system) is part of a
family of technical systems known as price chan-
nels. The system generates a buy signal any time the
daily high price is outside (greater than) the highest
price in the specified time interval. A sell signal is
generated any time the daily low breaks outside
(lower than) the lowest price in the same interval.
The system always generates a signal for the trader
to take a position, long or short, in the futures
market.

122. Double Taxation

Tax law complicates the dividend decision by im-
posing the burden of double taxation. In effect,
income that a firm pays to shareholders as divi-
dends is taxed twice. A corporate income tax is
levied on the corporation’s profits, and share-
holders then pay personal income taxes on the
dividends they receive. This is one of the complex-
ities of the US tax laws that affects dividend
policy.

The investor has no control over corporate tax
effects. It is up to the corporate managers to reduce
or defer tax payments as much as possible. How-
ever, the investor can influence the amount of per-
sonal taxes due on any dividend earnings. Investors
can reduce or defer taxes by buying low-dividend,
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high-growth stocks. Or, if they are tax exempt,
investors can buy dividend-paying stocks.

Personal income taxes may affect an investor’s
preference for dividends or capital gains. When the
tax rate on capital gains is substantially lower than
the tax rate on personal income, then shareholders
should prefer capital gains to dividends. This in-
creases the firm’s focus on retained earnings as
equity financing. Investors still can realize home-
made dividends through capital gains from sales of
stock.

Different investors will have different prefer-
ences between dividends and capital gains. For
example, average investors may prefer dividends
because of the need for additional income, while
wealthy investors may prefer capital gains because
they currently do not need the income. Some large,
tax-exempt institutions, such as pension funds, pay
no taxes on their investment income, so they may
be indifferent between dividends or capital gains.
Other tax-exempt institutions, such as foundations
and endowments, may favor current income to
help meet budget needs.

Investors can defer receiving capital gains by
holdingstock; gains are received and become taxable
only when stock is sold at a profit. Dividends offer
less flexibility. Once the firm pays a dividend, the
investor must pay taxes on this income. Therefore,
the ability to defer taxes on capital gains may bias the
investor against cash dividend payments.

123. Double-Declining Balance Depreciation

One of the accelerated depreciation methods. To
use the double-declining-balance (DDB) method
we first need to find the annual depreciation rate,
which is calculated as:

o 1
Annual depreciation rate = N’

where N is the number of years used to calculate
straight line depreciation method. The annual
straight-line rate of depreciation is 1/N percent
per year; for DDB we need only multiply this

amount by 2. Using this rate, the depreciation
over five years for an asset with an initial value of
$6,000 is calculated as:

Depreciation
Year 1 $6,000 (2/5) = $2,400
Year 2 ($6,000 — $2,4000)(2/5) = 1,440
Year 3 ($6,000 — $2,400 = 864
- $1,440)(2/5)
Year 4 ($6,000 — $2,400 = 518
—$1,440 — $864)(2/5)
Year 5 ($6,000 — $2,400 = 178 (311)
— $1,440 — $864
— $518)(2/5)
TOTAL $5,400

The maximum depreciation that can be taken is
the value of cost minus salvage of $5,400. Thus,
$178 of depreciation in year 5 exhausts the depre-
ciation allowed under DDB, even though $311 is
available.

Comparison between Straight-line and Double-
Declining-balance method

Year Straight-line DDB

1 $1,080 $2,400
2 1,080 1,440
3 1,080 864
4 1,080 518
5 1,080 178

124. Doubling Option

A sinking fund provision that may allow repur-
chase of twice the required number of bonds at
the sinking fund call price. This is one aspect of
sinking fund call different from conventional bond
call.

125. Dow Jones Industrial Average Index (DJIA)

The DJIA is an arithmetic average of the stock
prices that make up the index. The DJIA originally
assumed a single share of each stock in the index,
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and the total of the stock prices was divided by the
number of stocks that made up the index:

30
> Pi
i—1
DJIA, = 3030
Py,
1

i=

30

Today, the index is adjusted for stock splits and the
issuance of stock dividends:

30 Pti
£ 4D,
DJIA, ==L

30
E Py,
i1

where P;; = the closing price of stock i on day ¢,
and AD, = the adjusted divisor on day z. This
index is similar to the simple price index except
for the stock splits adjusted overtime. The adjust-
ment process is illustrated as:

b

Adjustment of DJIA divisor to allow for a stock split

After 2-for-1 Stock

Before Split Split by Stock A

Stock Price Price

A 60 30

B 30 30

C 20 20

D 10 10

Sum 120 90
120

Average before split = 7= 30

sum of prices after the split

Average before split

90
_%_3

Adjusted divisor =

0
Average after split = 9? =30

Before-split divisor = 4 After-split divisor = 3

Alternatively, the average after split can be
calculated as:

30 x 2430420410
: -

This average is identical to that obtained by using
the adjusted-divisor approach.

As the Table shows, the adjustment process is
designed to keep the index value the same as it
would have been if the split had not occurred.
Similar adjustments have been made when it has
been found necessary to replace one of the com-
ponent stocks with the stock of another company,
thus preserving the consistency and comparability
of index values at different points in time.

Average = 30.

126. Dow Theory

One of the tools used by technical analysts to meas-
ure supply and demand and forecast security prices
is the Dow theory. The Dow theory is used to indi-
cate reversals and trends in the market as a whole or
in individual securities. According to the theory,
there are three movements going on in the markets
at all times. These movements are (1) daily fluctu-
ations (the narrow movement from day to day), (2)
secondary movements (short-run movements over
two weeks to a month or more), and (3) primary
trends, major movements covering at least four
years in duration. The theory asserts that daily fluc-
tuations are meaningless. However, daily asset
prices or the market average must be plotted in
order to outline the primary and secondary trends.
In plotting the asset prices, the Dow theorists search
for price patterns indicating market tops and bot-
toms.

Technical analysts use three basic types of
charts: (1) line charts, (2) bar charts, and (3)
point-and-figure charts. Bar charts have vertical
bars representing each day’s price movement.
Each bar spans the distance from the day’s highest
price to the day’s lowest price with a small cross on
the bar marking the closing price. Lines are used to
connect successive day’s prices. Patterns indicating
market tops or bottoms are then searched for in
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these line charts by technical analysis. The Wall
Street Journal uses the bar charts to show daily
fluctuations in the Dow Jones Average.

Point-and-figure charts are more complex than
line or bar charts. These charts draw the percent-
age change directly. They are not only used to
detect reversals in a trend but are also employed
to set actual price forecasts.

The construction of a point-and-figure chart
varies with the price level of the stock being
charted. Only significant changes are posted to a
point-and-figure chart. As a result there are one-
point, two-point, three-point, and five-point point-
and-figure charts.

To set the price target (forecasted stock price)
which a stock is expected to attain, point-and-fig-
ure chartists begin by finding a congestion area. A
congestion area is a horizontal band created by a
series of reversals around a given price level. Con-
gestion areas are supposed to result when supply
and demand are equal. A breakout is said to have
occurred when a column of price increase rises
above the top of a congestion area. Breakout refers
to a price rise or fall in which the price rises above
or falls below the horizontal band which contained
the congestion area. A penetration of the top of a
congestion area is a signal for continued price rise.
Penetration of the bottom of a congestion area by
a column of price declines is a bearish signal.

To establish estimates of the new prices that a
security should attain, point-and-figure chartists
measure the horizontal width of a congestion area
as they watch for a breakout. When a breakout
occurs, the chartist projects the horizontal count
upward or downward in the same direction as the
breakout to establish the new price target.

127. Down-and-In Option

An option that comes into existence when the price
of the underlying asset declines to a prespecified
level. This option can be classified into down-and-
in call and down-and-in put. For example, down-
and-in call is a regular call that comes in to exist-
ence only if the asset price reaches the barrier level.

128. Down-and-Out Option

An option that ceases to exist when the price of the
underlying asset declines to a prespecified level.
This option can be classified into down-and-out
call and down-and-out put. For example, down-
and-out call is a regular call that ceases to exist if
the asset price reaches a certain barrier level.

129. Downgrade Trigger

A clause in the contract that states that the contract
will be terminated with a cash settlement if the
credit rating of one side falls below a certain level.

130. Draft

A written order requesting one party to make pay-
ment to another party at a specified point in time.

131. Drift

The expected change per unit time in an asset price.

132. Drift Rate

The average increase per unit of time in a stochas-
tic variable. The drift can be undetectable amid all
the up and down movements due to the random
terms. [See also Stochastic process]

133. Du Pont Analysis

Breaking return on equity into component parts is
called Du Pont analysis. [See also Profitability ra-
tios]

134. Du Pont System of Financial Control

Highlights the fact that return on asset (ROA) can
be expressed in terms of the profit margin and asset
turnover. [See also Profitability ratios]

135. Dual Banking System

Banking system in the US in which groups trying
to obtain a charter to open a bank can apply to the
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state banking department or the office of the
Comptroller of the Currency-the national banking
agency. Therefore, charters of US banks can be
classified into state bank charter and national
charter bank.

136. Dual Funds

Funds in which income and capital shares on a
portfolio of stocks are sold separately.

137. Dumbbell Strategy

Dumbbell strategy are characterized by the inclu-
sion of some proportion of short and intermediate
term bonds that provide a liquidity buffer to pro-
tect a substantial investment in long-term security.
The dumbbell portfolio divides its funds between
two components. The shortest maturity is usually
less than three years, and the longest maturities are
more than ten years. The portfolio is weighted at
both ends at the maturity spectrum. The logic and
mechanics of the dumbbell strategy are straightfor-
ward: the short-term treasury notes provide the
least risk and highest liquidity, while long-term
bonds provide the highest return. The best risk/
return portfolio combination may very well be a
combination of these extremes. Assuming an up-
ward-sloping yield curve, no intermediate bonds
will be held since they have (1) less return than
the longest-maturity bonds, and (2) less liquidity
and safety than the shortest T-note.

138. Duration

The weighted average time of an asset’s cash flows.
The weights are determined by present value fac-
tors. The formula can be defined as:

T
Z PV A

P

where D is the duration of the bond; ¢ is specific
point in time; 7'is the number of years to maturity;

PV, is the present value of the cash flow received at
time ¢. PV, 1s further defined as follows:

G
(1+n"

where r is the interest rate, and C; is the cash
payment in period t (¢t =1,2,3..., T).

If coupon s zero, then duration is equal to matur-
ity, therefore, the duration of zero-coupon bond is
equal to maturity.

See table to calculate duration using equations
(A) and (B).

(B)

=

Calculation of duration for two bonds

Table A: 6% Coupon Bond

Present Proportion Proportion
value of present  in year X
Year Payment (r =9.91%) value
1 60 54.59 0.0586 0.0586
2 1,060 877.47 0.9414 1.8828
932.06 1.0000 1.9414

Table B: 12% Coupon Bond

Present  Proportion Proportion
value of present  in year X
Year Payment (r = 9.82%) value
1 120 109.27 0.1053 0.1053
2 1,120 928.66 0.8947 1.7894
1,037.93 1.0000 1.8947

For the 6 percent coupon bond, we find the
duration in terms of equation (A) as:

Duration = (.0586)(1) + (.9414)(2) = 1.9414 years.

Similarly, the duration of the 12 percent coupon
bond in table B is 1.8947 years. The duration of 6
percent coupon bond is longer then that of 12 per-
cent coupon bond where the maturity for two cou-
pon bonds is equal. In sum, duration refers to the
weighted average life of the bond, which also pro-
vides a measure of bond’s sensitivity of interest rate
changes. Two common duration measures are
modified and Macaulay duration. The duration dis-
cussed here is the Macaulay duration which the yield
curve is assumed to be flat.
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139. Duration Gap (DURgap)

The weighted duration of assets (DUR4) minus the
product of the weighted duration of liabilities
(DURy) and the ratio of total liabilities to total
assets (). The formula can be defined as:

DURG4p = DUR, — (W)(DURy),

where W, = total liability / total assets.

140. Duration Matching

A procedure for matching the durations of assets
and liabilities in a financial institution.

141. Duration Measure

Duration measure is simply a weighted-average
maturity, where the weights are stated in present
value terms. In the same format as the weighted-
average term to maturity, duration is:

_ PVCF, PVCF, . PVCF,
- PVICF PVTCF " PVTCF

where PV CF, = the present value of the cash flow
in year ¢ discounted at current yield to maturity;
t = the year when cash flow is received; n = ma-
turity; and PVTCF = the present value of total
cash flow from the bond discounted at current
yield to maturity

D (1) + (2)+ (n),

142. Dyl Model

Dyl (1975) introduced short selling with margin
requirements by creating a new set of risky secur-
ities, the ones sold short, which are negatively
correlated with the existing set of risky securities.
These new securities greatly enhance the diversifi-
cation effect when they are placed in portfolios.
The Dyl model affects the efficient frontier in two
ways: (1) If the investor were to combine in equal
weight any long position in a security or portfolio
with a short position in a security or portfolio,
the resulting portfolio would yield zero return
and zero variance. (2) Any combination of un-

equal weighted long or short positions would
yield portfolios with higher returns and lower
risk levels.

143. Dynamic Financial Ratio Analysis

In basic finance and accounting courses, industry-
average ratios are usually used as a benchmark
with which to compare a specific company’s ratio
at a specific point of time. This is a form of static
ratio analysis because the focus is on one point in
time. But making static comparisons between ra-
tios does not take full advantage of all the infor-
mation the ratios provide. Dynamic analysis helps
us better compare the ratios between either two
firms or between the ratio of individual firm and
that of industry average. In addition, this kind of
relationship can be used to forecast the future
ratios.

The financial manager compares the firm’s ra-
tios against same norm, such as the industry’s
average ratios. Let’s take the debt ratio (DR) as
an example. By regressing the current year’s debt
ratio against the industry average of debt ratio, the
manager can better analyze the dynamic nature of
ratios and determine the adjustment process the
firm should undertake to get back on target. If
the firm’s DR is off target, the manager would
attempt to adjust it to meet the mark. Lev (1969)
developed the partial adjustment model to define
the dynamic financial ratio adjustment process.
The equation is:

}]ja[: }]ja 171+5j(),./"[*_ Ifja tfl)’ (A)
where Y, = desirable target ratio for firm j;
Y; -1 = previous period’s ratio for firm j; §; =

partial adjustment coefficient for firm j reflecting
technological and institutional constraints; and
Y}, ; = current year’s ratio for the firm.

The partial adjustment model takes the differ-
ence between the firm’s debt ratio and the target
ratio (industry average) and adjusts it by 8. The
difference can be only partially adjusted because
deviations caused by financial and capacity con-
straints cannot be completely removed in the short
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run. Therefore, the coefficient of adjustment re-
flects the fact that there are limitations to the
periodic adjustment of ratios.

144. Dynamic Hedging

A procedure for hedging an option position by
periodically changing the position held in the under-
lying assets. The objective is usually to maintain a
delta-neutral position. It can be quite expensive
because of the transaction costs involved. Dynamic

hedging sometimes referred to as dynamic options
replication. [See also Static option replication]

145. Dynamic Option Replication

Option replication can be classified into either
static or dynamic replication. Dynamic replication
requires the position in the hedging assets to be
rebalanced frequently and can be quite expensive
because of the transaction costs involved. [See also
Static option replication and Delta hedging]



1. EAC Method

Equivalent annual cost method is used to do cap-
ital decision for projects with unequal lives. It
equals to the NPV of cost divided by an annuity
factor that has the same life as the investment.
However, this method assumes that two alternative
projects have same revenue. [For a general case,
see Equivalent annual NPV and Appendix D]

2. EAFE Index

The European, Australian, Far East index, com-
puted by Morgan Stanley, is a widely used index of
non-US stocks.

3. Early Exercise

Exercise prior to the maturity date.

4. Early Withdrawal Penalty

An interest penalty a depositor pays for withdraw-
ing funds from a deposit account prior to maturity.

5. Earning Assets

Income-earning assets held by a bank; typically
include interest-bearing balances, investment se-
curities, and loans.

6. Earnings Credit (Earnings Credit Rate)

The assumed interest rate at which a bank applied
to customer’s investable balances to earn interest
income. Estimating investment income from bal-
ances involves four steps.

1. The bank determines the average ledger
(book) balances in the account during the
reporting period.

2. The average transactions float — uncollected
funds that still appear as part of the customer’s
ledger deposit — is subtracted from the ledger
amount. This difference equals collected bal-
ances.

3. The bank deducts required reserves that must
be maintained against collected balances to
arrive at investable balances.

4. Management applies an earnings credit rate
against investable balances to determine the
average interest revenue earned on the cus-
tomer’s account.

7. Earnings Dilution

A decrease in earnings per share after one bank
acquires another.

8. Earnings Per Share

Net income divided by the number of outstanding
shares of common stock.

9. Earnings Retention Ratio

It equals one minus pay-out ratio. [See also Plow-
back ratio]

10. Earnings Yield

The ratio of earnings to price, E/P.

11. EBIT

Earnings before interest and taxes.

12. EBIT/EPS Analysis

EBIT/EPS analysis allows managers to see how
different capital structures affect the earnings and
risk levels of their firms. Specifically, it shows the



100 ENCYCLOPEDIA OF FINANCE

graphical relationship between a firm’s operating
earnings, or earnings before interest and taxes
(EBIT) and its earnings per share (EPS). Scenario
analysis with different levels of EBIT can help
analysts to see the effects of different capital struc-
tures on the firm’s earnings per share.

EBIT/EPS analysis is an older tool that was first
developed when accounting concepts dominated
financial analysis. Also, most managers are famil-
iar with the concept of earnings and are more
comfortable discussing the impact of leverage on
earnings rather than on cash flow.

Leverage obviously affects earnings per share.
For low values of EBIT, the proposed capital
structure leads to lower EPS than the current struc-
ture. For higher values of EBIT, debt works to the
firm’s benefit, as EPS is higher under the proposed
capital structure than under the current structure.

EBIT/EPS analysis has several practical implica-
tions. First, it shows the ranges of EBIT where a firm
may prefer one capital structure over another. Sec-
ond, should the expected EBIT of the firm lie above
the indifference EBIT level, the firm’s managers
should examine the standard deviation of their
EBIT forecast. If there is a relatively high probabil-
ity that the actual EBIT level may fall below the
indifference level, management may decide to play
it safe and use a more conservative financing strat-
egy with less debt.

Third, a firm’s level of business risk will affect its
desired exposure to financial risk. Variations in firm
sales lead to changes in EPS through the joint ef-
fects of operating and financial leverage, as given by
the following relationship:

DOL x DFL = DCL,

where DOL, DFL, and DCL represent degree of
operating leverage, degree of financial leverage and
degree of combined leverage, respectively.

A firm’s DFL, or degree of financial leverage, is
related to its choice of capital structure. Other things
being equal, as a firm uses more debt to finance its
assets, its degree of financial leverage rises.

There is no evidence that firms adjust their DOLs
and DFLs to match some standard degree of com-

bined leverage. This relationship does, however,
imply a potential tradeoff between a firm’s business
and financial risk. Firms with volatile sales, variable
price-cost margins, and large amounts of fixed op-
erating expenses may prefer to use less debt in their
capital structures. A firm with excessive risk will not
attract stock or bond investors.

EBIT/EPS is a simple tool, and so it has a limi-
tation it provides little insight into how financing
decision affect shareholder wealth. Still, it provides
managers with an idea of how different levels will
affect earnings and earnings variability.

13. EBITDA

Earnings before interest, taxes, depreciation, and
amortization.

14. Econometric Model

It is based on representations of the underlying
economic behavioral system for a particular com-
modity. These representations attempt to identify
and model the relevant supply-and-demand factors
that together determine market price and quantity.

15. Economic Assumptions

Economic environment in which the firm expects
to reside over the life of the financial plan. The
economic condition can be classified as boom, nor-
mal, or recession.

16. Economic Earnings

The real flow of cash that a firm could pay out
forever in the absence of any change in the firm’s
productive capacity.

17. Economic Income

Economic income is defined as the maximum value
that a firm can consume in a given period and be as
well off at the end of the period as it was at the
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beginning. Accounting income measures only the
changes in wealth caused by realized or recognized
gains and losses, revenues and expenses. [See also
Accounting income] Economic income measures
changes in wealth based upon both realized and
unrealized gains and losses. This is why the market
value of the firm (its stock price) usually differs
from its book value.

Theoretically, financial analysis should consider
economic income rather than accounting earnings
to determine the value of a firm, since economic
income represents the firm’s true earnings and cash
flows. However, economic income is not directly
observable. For that reason, analysts generally use
accounting earnings as a proxy. The relationship
between economic income and accounting earn-
ings can be related by the following equation:

Accounting Income = Economic Income + Error.

18. Economic Value Added (EVA)

Economic value added (EVA) is a tool by which
division managers can correct failures of account-
ing-driven or sales-driven evaluation systems. EVA
addresses the shortcomings of these performance
measures while at the same time including a cost
most measures omit — the cost of capital, or the
cost of financing the firm’s operations with debt
and equity. EVA is roughly equal to after-tax op-
erating profit minus the firm’s dollar cost of cap-
ital. If EVA is positive, management has added
value to the firm; if it is negative, shareholder
wealth has been harmed. In sum, EVA is a measure
of financial performance trade-marked by Stern,
Stewart & Co. equal to a firm’s net operating profit
after tax (NOPAT) minus a capital charge repre-
senting the required return to shareholders.

19. Economics, Relationship to Finance

The field of economics provides the basic frame-
work within which managers make firm-level
decision, since microeconomic decisions are imple-
mented in the context of a dynamic, global macro
economy. Like economics, finance employs the

theory of rational decision making; like quantita-
tive management science, finance does use some
highly structured models and methods.

20. Economies of Scale and Economies of Scope

Economies of scale and high capital requirements
typically go together. Scale economies occur as
average production cost declines with rising output
per period. Any new entrant must (1) have avail-
able financing to construct a large-scale factory
and (2) be able to sell in sufficient quantity to be
cost-competitive. Entry may be especially un-
attractive when the entrant considers the impact
of added volume on market price; the increase in
supply caused by a new entry may lower product
prices, making it more difficult for the new entrant
to compete in the market. Scale requirements can
deter entry and promote positive net present value
projects among existing firms. Economies of scope,
in particular, refers to financial institution’s abil-
ities to generate synergistic cost savings through
joint use of inputs in producing multiple products.

21. ECU

European Currency Unit.

22. ECU Swap

Used to transform principal and coupon payments
denominated in European Currency Units into an-
other currency, and vice versa.

23. Edge Act Corporation

A specialized organization form open to US do-
mestic banks since 1919 and foreign banks since
1978. These banks specialized in international
trade-related banking transactions or investments.

24. Effective Annual Interest Rate

A way of quoting an interest rate such that the
quoted rate is the annual percentage increase in
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an amount invested at this rate. If $1 is invested at
an effective annual rate of r, the payoff in one year
is $1+r. [See also Effective annual rate|

25. Effective Annual Rate (EAR)

The effective annual rate (EAR) sometimes called
the annual effective yield, is the true opportunity
cost measure of the interest rate, as it considers the
effects of periodic compounding. If the periodic
interest charge r is known, the EAR is found as:

EAR=(1+r)" -1,

where m = the number of compounding periods
per year.

If the annual percentage rate (APR) is known
instead, r is found by dividing the APR by m and
compounding by m periods. [See also Annual per-
centage rate (APR)]

APR m
EAR = [1+—} —1.
m

It is useful to distinguish between a contractual or
stated interest rate and the group of rates we call
yields, effective rates, or market rate. A contract
rate, such as the annual percentage rate (4PR), is
an expression that is used to specify interest cash
flows such as those in loans, mortgages, or bank
savings accounts. The yield or effective rate, such
as the effective annual rate (EAR), measures the
opportunity costs; it is the true measure of the
return or cost of a financial instrument.

26. Effective Annual Yield

Annualized interest rate on a security computed
using compound interest techniques. [See also Ef-
fective annual rate]

27. Effective Convexity

The value for convexity that reflects the price im-
pact of embedded options in different interest rate
environments. [See also Convexity]

28. Effective Duration

The value for duration reflecting the price impact
of embedded options when interest rates rise versus
fall. In addition, it can also refer to percentage
change in bond price per change in the level of
market interest rate.

29. Efficiency Ratio

Noninterest expense divided by the sum of net
interest income and noninterest income. This is
an aggregate profitability measure for a bank.

30. Efficient Diversification

The organizing principle of modern portfolio the-
ory, which maintains that any risk-averse investor
will search for the highest expected return for any
level of portfolio risk.

31. Efficient Frontier

Graph representing a set of portfolios that either
(1) maximize expected return at each level of port-
folio risk or (il) minimize risk at each level of
return.

32. Efficient Market

Unexpectedly good or bad news can cause assets’
prices to change. Good news surprises lead market
participants either to reduce the risk premium they
demand of an asst (thus decreasing its required
return) or to increase their expectations for future
cash flows. Either reaction leads to an increase in
an asset’s price. Bad news surprises lead the market
to demand a higher risk premium (and required
return) or to reduce its expectations for future cash
flows; either reaction results in a falling asset price.

If a market adjusts prices quickly and in an
unbiased manner after the arrival of important
news surprises, it is said to be an efficient market.
If the market, for example, for IBM stock is effi-
cient, we should see a quick price change shortly
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after any announcement of an unexpected event
that affects sales, earnings, or new products. A
quick movement in the price of a stock such as
IBM should take no longer than several minutes.
After this price adjustment, future price changes
should appear to be random. That is, the initial
price reaction to the news should be unbiased, or,
on average, fully reflect the effects of the news.
Every time IBM’s stock price changes in reaction
to new information, it should show no continuing
tendency to rise or fall after the price adjustment.

Any consistent trend in the same direction as the
price change would be evidence of an inefficient
market that does not quickly and correctly process
new information to properly determine asset
prices. Likewise, evidence of price corrections or
reversals after the immediate reaction to news im-
plies an inefficient market that overreacts to news.

In an efficient market, it is difficult to consist-
ently find stocks whose prices do not fairly reflect
the present values of future expected cash flows.
Prices will change only when the arrival of new
information indicates that an upward or down-
ward revision in this present value is appropriate.

This means that in an efficient market, investors
cannot consistently profit from trades made after
new information arrives at the market. The price
adjustment occurs so rapidly that no buy or sell
order placed after the announcement can, in the
long-run, result in returns above the market’s aver-
age return. An order to buy after the arrival of
good news may result in large profits, but such a
gain will occur only by chance, as will comparable
losses. Stock price trends always return to their
random ways after initially adjusting to the new
information.

Efficient markets result from interactions
among many market participants, all analyzing
available information in pursuit of an advantage.
Also, the information flows or news they analyze
must be random, both in timing and content (i.e.,
in an efficient market, no one can consistently
predict tomorrow’s news). The profit motive leads
investors to try to buy low and sell high on the
basis of new information and their interpretation

of it. Hordes of investors analyzing all available
information about the economy and individual
firms quickly identify incorrectly priced stocks;
resulting market pressures immediately push
those stocks to their correct prices. In an efficient
market, this causes prices to move in a random
walk, meaning that they appear to fluctuate ran-
domly over time, driven by the random arrival of
new information. [See also Random walk]

33. Efficient Market Hypothesis (EMH)

The prices of securities fully reflect available infor-
mation. Investors buying securities in an efficient
market should expect to obtain an equilibrium rate
of return. Weak-form EMH asserts that stock
prices already reflect all information contained in
the history of past prices. The semistrong-form
hypothesis asserts that stock prices already reflect
all past and current publicly available information.
The strong-form hypothesis asserts that stock
prices reflect all relevant information, including
insider information.

34. Efficient Portfolio

If a portfolio is efficient, if there exists no other
portfolio having the same expected return at a
lower variance of returns. Moreover, a portfolio is
efficient if no other portfolio has a higher expected
return at the same risk of returns.

35. Efficient Set

Graph representing a set of portfolios that maxi-
mize expected return at each level of portfolio risk.
Each point on an efficient set represents an effi-
cient portfolio.

36. Elasticity

A measure of the relative quantity response to a
change in price, income, interest rate, or other
variable.
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37. Elasticity (of An Option)

Percentage change in the value of an option ac-
companying a 1 percent change in the value of a
stock.

38. Electronic Trading

System of trading where a computer is used to
match buyers and sellers.

39. Electronic Transfer

An electronic transfer is essentially a high-tech,
automated depository transfer check (DTC). [See
also Depository transfer check] To speed the cash
transfer, an electronic check image is processed
through clearinghouses rather than through a
wire network. An electronic transfer is cheaper
than a DTC and usually clears in a single business
day.

40. Embedding Option

An option that is an inseparable part of another
instrument. For example, bond with embedded
options. Such bonds are debt exchangeable for
common stock (DECS), premium equity partici-
pating shares (PEPS) and preferred equity redeem-
able for common stock (PERCS). All of these
instruments are effectively bonds plus some op-
tions position.

41. Empirical Research

Research based in historical market data.

42. Employee Stock Ownership Plans

Employee ownership can help align the incentives
of all the firm’s workers with those of the share-
holders. Employee stock ownership plans (ESOPs),
if correctly implemented, can make all employees
think and act like owners. As part of the ESOP,
employee participation groups (comprised of mem-

bers elected by fellow employees) meet regularly to
discuss ways to increase productivity and the firm’s
value and, therefore, the value of the employees’
stake. About 10,000 firms, many of them privately
owned, currently have ESOPs in place.

ESOPs can be difficult to implement for an inter-
national firm. Some countries ban stock options or
limit ownership of foreign shares. For a firm resid-
ing in such a country, an ESOP plan needs to be
designed to meet specific, local requirements.

43. EMU

European Monetary Union. There are eleven euro-
zone countries. In this union, the European Cen-
tral bank sets the monetary policy.

44. End-of-Year Convention

Treating cash flows as if they occur at the end of a
year (or, alternatively, at the end of a period), as
opposed to the date convention. Under the end-of-
year convention, the end of year 0 is the present,
end of year 1 occurs one period hence, and so on.

45. Endowment Funds

Organization chartered to invest money for spe-
cific purposes.

46. Enhancement

Enhancement is less common than cannibalization;
it reflects an increase in the cash flows of the firm’s
other products that occurs because of a new pro-
ject. [See also Cannibalization] For example, add-
ing a delicatessen to a grocery store may increase
cash flows more than the deli sales alone if new deli
customers also purchase grocery items.

47. Enterprise Value

The value of a firm equal to the market capitaliza-
tion (market value of the equity) plus the market
value of outstanding debt.
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48. Equilibrium Model

A model for the behavior of interest rates derived
from a model of the economy.

49. Equilibrium Rate of Interest

The interest rate that clears the market.

50. Equipment Obligation Bonds
[See Collateral]

51. Equipment Trust Certificate

An equipment trust certificate gives the bond-
holder a claim to specific “rolling stock” (move-
able assets), such as railroad cars or airplanes. The
serial number of the specific items of rolling stock
are listed in the bond indenture and the collateral is
periodically examined by the trustee to ensure its
proper maintenance and repair.

52. Equity

Ownership interest of common and preferred
stockholders in a corporation. Also, total assets
minus total liabilities; or net worth.

53. Equity Kicker

Used to refer to warrants because they usually are
issued in combination with privately placed bonds.

54. Equity Method

One of the two methods that accounted for stock
held as an investment in another corporation. The
equity method is used if the investing firm exercises
significant control over the other corporation
(investee). Under this method the investment is
recorded at cost. Any net earnings of the investee
are recorded in proportion to the investor’s share
of ownership as an increase in the investment ac-
count of the investor. Dividends or net losses of the

investee result in a decrease in the investing firm’s
investment account.

55. Equity Multiplier

Calculated as assets divided by total equity; the
equity multiplier is determined by the firm’s finan-
cing policy. A firm that uses a larger amount of
financial leverage can support a faster sustainable
growth rate, when all else remains constant. If
actual growth exceeds the sustainable growth
rate, a firm can finance the difference by taking
on additional debt. Growth below the planned rate
may lead to smaller additions to debt and an un-
planned reduction in financial leverage. [See also
Capital structure ratios]

56. Equity Swap

A swap where the return on an equity portfolio is
exchanged for either a fixed or a floating rate of
interest.

57. Equity-Linked Forward

A forward contract (e.g., for currency) where the
quantity to be bought or sold depends upon the
performance of a stock or stock index.

58. Equivalent Annual NPV (EANPYV)

The net present value of a project divided by an
annuity factor that has the same life as the invest-
ment.

We will give an example to demonstrate how
different lives in capital budgeting needs an annu-
ity factor to deal with this issue. In addition,
we will mathematically derive the annuity factor.
The traditional NPV technique is suitable for in-
vestment projects that have the same life. However
it may not be appropriate to select a project from
mutually exclusive investment projects, if these
projects have different lives. The underlying
reason is that, compared with a long-life project,
a short-life project can be replicated more quickly
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in the long run. In order to compare projects with
different lives, we can compute the NPV of an
infinite replication of the investment project. For
example, let Projects A and B be two mutually
exclusive investment projects with the following
cash flows.

Year Project A Project B
0 —100 —100
1 70 50
2 70 50
3 50

By assuming a discount rate of 12 percent, the
traditional NPV of Project A is 18.30, and the
NPV of Project B is 20.09. This shows that Project
B is a better choice than Project A. However, the
NPV with infinite replications for Project A and B
should be adjusted into a comparable basis.

In order to compare Projects A and B, we com-
pute the NPV of an infinite stream of constant
scale replications. Let NPV (N, oco) be the NPV
of an N-year project with NPV (N), replicated
forever. This is exactly the same as an annuity
paid at the beginning of the first period and at
the end of every N years from that time on. The
NPV of the annuity is:

NPV(N)

NPV (N, infinity) = NPV(N) + ———
(N, infinity) (N) ey

NPV(N)

+——t....
(1+K)2N

(A)
In order to obtain a closed-form formula, let
(1/[(1 + K)M]) = H. Then we have
NPV(N,f)=NPV(N)(1+H+H*+...+H"). (B)
Multiplying both sides by H, this becomes
H[NPV(N,t)] = NPV(N)H + H?> + ...

+H' + H™. (@

Subtracting Equation (C) from Equation (B)
gives

NPV(N,t) — (H)NPV(N,i) = NPV(N)(1 — H'™Y),

NPV(N)(1 — H'*h)

NPV(N,f) = T

Taking the limit as the number of replications, ¢,
approaches infinity, we obtain:

lim NPV (N,0) = NPV(N,00)

:NPV{ : ]
[/ + K]

B 1+ K)N
= NPV (N) [7(1 TR = J . (D

Equation (D) is the NPV of an N-year project
replicated at constant scale an infinite number of
times. We can use it to compare projects with
different lives because when their cash-flow
streams are replicated forever, it is as if they had
the same (infinite) life.

For Project A:
14 0.12)°
NPV (2.00) = NPV(2)| L0127
(1+0.12> -1
1.2544
= (18.30) {0.2544}
=90.23.
For Project B:
1+ 0.12)°
NPV (.o0) = NPV ()| L0127
(140.12)° — 1
1.4049

=69.71

Consequently, we would choose to accept Project
A over Project B, because, when the cash flows are
adjusted for different lives, A provides the greater
cash flow.
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Alternatively, Equation (D) can be rewritten as
an annuity version as:

NPV(N)

K x NPV(N =
(V,00) Annuity factor’

(E)
where the annuity factor is

[1—1/(1+K)"/K.

The decision rule from Equation (E) is equivalent
to the decision rule of Equation (D). The left hand
side of equation (E) is defined as equivalent annual
NPV, which is called the equivalent annual NPV
method in capital budgeting decision.

59. Equivalent Loan

The amount of the loan that makes leasing equiva-
lent to buying with debt financing in terms of debt
capacity reduction. This concept can be used to
determine whether a firm should buy or lease
equipments.

60. Equivalent Taxable Yield

The pretax yield on a taxable bond (7) providing an
after-tax yield equal to the rate on a tax-exempt
municipal bond (r,,).

r(l—1) =ry,
r= rm/(l - l),
where ¢ = marginal tax rate.

Thus the equivalent taxable yield (r) is simply
the tax-free rate (r,) divided by 1 — ¢.

61. ERISA

Employee Retirement Income Security Act of
1974. This is a federal law that governs the admin-
istration of pension plans for nongovernmental

employees. The basic provision is that all private
corporations fully fund their pension plans.

62. Erosion

Cash-flow amount transferred to a new project
from customers and sales of other products of the
firm.

63. Estimation Risk

The risk of error in estimating a project’s cash flows
or required rate of return is called forecasting risk or
estimation risk. The following table reviews some
source of estimation risk associated with cash flows
and required rate return.

Required Rates

Expected Cash Flows of Return

Political risk: Real risk-free return:

Blocked currencies Supply/demand
for funds

Tariffs, quotas, embargoes Macroeconomic

Military conflict consumption
patterns

Unstable government Investor
optimism/pessimism

Long-run real
economic growth
Fluctuating exchange rates
Central bank policy Expected inflation:
Monetary policy
Fiscal policy: Commodity prices
Government spending
Tax policy Risk premium:
Systematic risk
Political risk
Exchange rate risk
Business risk

Financial risk

Inadequate or incorrect:
Strategic analysis
Market research
Pricing policy

Competitor retaliation

Construction delays

Delay in R&D,
manufacturing, or
production

Work stoppages or strikes

Technology obsolescence
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64. Euro

The European currency unit introduced in January
1999.

65. Eurobanks

Banks that make loans and accept deposits in for-
eign currencies.

66. Eurobonds

Eurobonds are bonds denominated in US dollars
issued by firms in financial markets outside the US
and typically pay interest annually. Eurobonds are
an international bond sold primarily in countries
other than the country in whose currency the issue
is denominated.

67. Eurocurrency

A currency that is outside the formal control of the
issuing country’s monetary authorities.

68. Eurodollar Bonds

Eurodollar bonds are dollar-denominated bonds
that are underwritten by international syndicates
of commercial and investment banks. Because
these issues are sold outside the US, they escape
review by the SEC, somewhat reducing their issue
expenses. Eurodollar bonds usually have fixed cou-
pons with annual coupon payments. Most mature
in three to ten years, so they are not attractive for
firms that want to issue long-term debt. They typ-
ically are unsecured, pledging no specific assets to
the bondholders in case of default. This is not a
major concern to investors, as only the largest and
financially strongest firms have access of the Euro-
bond market. Investors do care that the bonds are
sold in bearer form, thus helping bondholders to
remain anonymous and evade taxes on coupon
income. Some researchers believe that this is the
main reason that Eurodollar bond interest rates
are low relative to US rates.

69. Eurodollar CD

Deposit of dollars with foreign banks.

70. Eurodollar Futures Contract

A futures contract written on a Eurodollar deposit.

71. Eurodollar Interest Rate

The interest rate on a Eurodollar deposit.

72. Eurodollars

Dollar-denominated deposits at banks of located
outside the US. Eurodollar transaction denotes
any transaction involving dollars that takes place
outside the US.

73. Euroequity

Firms are not limited to domestic financial markets
for raising capital. The world’s financial markets
have become more liquid and more integrated as
cross-border restrictions have diminished, and
more and more large corporations have begun
looking outside their national boundaries to
raise financing. US firms can raise money in the
Euroequity market by selling equity and debt
claims to non-US investors. Changes in tax laws
and regulations, as well as lower financing costs,
have led US firms to issue more offerings to non-
US investors.

A cost advantage of trading in the Euroequity
market is that Euroequity is traded over-the-coun-
ter in a large, active, cross-border market, so issu-
ing firms need not register their securities on
exchanges in many different countries.

74. European Currency Unit (ECU)

An index of foreign exchange which was intro-
duced in eleven European countries in January
2002.
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75. European Monetary Unit (EMC)

It is a form of denomination. It is consisted of the
currencies of six original European Currency Unit
(ECU) members.

76. European Option

A European option is an option that can be exer-
cised only on the expiration date, which makes it
simpler to analyze as compared to an American
option because its term to maturity is known.
An American option may be exercised any time
up to the expiration date. [See also American op-
tion] The factors that determine the values of
American and European options are the same;
all other things being equal, however, an American
option is worth more than a European option
because of the extra flexibility it grants the op-
tion holder.

77. European, Australian, Far East (EAFE) Index

A widely used index of non-US stocks computed
by Morgan Stanley.

78. Event Study

Research methodology designed to measure the
impact of an event of interest on stock returns.

79. Excess Return

Rate of return in excess of the risk-free rate.

80. Exchange Option

An option permitting the holder to obtain one
asset by giving up another. For example, an ex-
change call maturing ¢ period from today provides
the right to obtain one unit of the Nikkei index in
exchange for one unit of the S&P index. In add-
ition, standard calls and puts are exchange options
in which one of the two assets is cash.

81. Exchange Rate

An exchange rate is the price of one currency in
terms of another currency. [See also Direct quote
and Indirect quotes]

82. Exchange Rate Risk

Investors in nondomestic securities face a number
of risks beyond those of domestic securities. Ex-
change rate changes will cause fluctuations in the
values of cash flows in terms of US dollars; this is
called exchange rate risk.

83. Exchange Ratio for Business Combination

In business combination, two companies agree to
exchange shares of common stock. In such a case,
the determination of a ““price” is actually the de-
termination of an exchange ratio. Larson and
Gonedes (1969) have presented a model for ex-
change ratio determination that involves making
assumptions about the precombination and post-
combination earnings streams and P/E (price/earn-
ings) ratios.

For example, assume Firm A and Firm B are the
acquired firm and the acquiring firm, respectively.
Let the exchange ratio (ER) be defined as the
number of traded shares of Firm B to be ex-
changed for the one traded share of Firm A. LG
defined the postcombination price (p*) as

. NI+ Nig

7 = | G 2

where NI4 = net income for Firm A, NIp = net
income for Firm B, N4 = number of shares out-
standing for Firm A, N = number of shares out-
standing for Firm B, PE* = post combination
price/earnings ratio.

By comparing p* with price per share before the
combination of Firm A (P4) and Firm B (Pg), we
find the following exchange ratio will affect the
shareholders of both Firm A and Firm B as:

(1) The shareholders of Firm A are as well off
after the combination as before if
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ER = NpPp )
= (NI + NIg)(PE*) — NP’

(i1) The sharcholders of Firm B are as well off
after the combination as before if

rr < (PEYWNL +NIg) Ng

(N4)(P3) Ny

84. Exchanges

National or regional auction markets providing a
facility for members to trade securities. A seat is a
membership on an exchange. For example, New
York exchange and Philadelphia exchanges are
national and regional exchange respectively.

85. Exclusionary Self-tender

The firm makes a tender offer for a given amount
of its own stock while excluding targeted stock-
holders. It is the opposite of a targeted repurchase.

86. Ex-Dividend Date

A practical problem arises if a sharecholder decides
to sell a day to two before the record date. Because
the brokerage industry requires some time to pro-
cess the transaction and enter the name of the
buyer on the stockholder list, it has arbitrarily
decided that the right to the declared dividend is
terminated four business days before the record
date. Any sale between this ex-dividend date and
the record date leaves the seller with the right to
the dividend. The term ex-dividend comes from the
Latin ex meaning from, because the dividend has
been taken from anyone who buys the stock after
the ex-dividend date.

The extent of the appropriate drop in stock
prices associated with dividend payments depends
in part on the tax situation of the marginal in-
vestor, the individual who at the margin causes
an imbalance between supply and demand and
therefore causes a price change. If the marginal

investor in the marketplace is in the 30 percent
tax bracket and the dividend is $1.00 per share,
the per-share price of the stock might fall by $0.70
on the ex-dividend date, all else being equal. The
price might not fall by a full dollar because the
marginal investor realizes only a $0.70 after-tax
dividend.

One model has been developed to incorporate
tax effects into determining the ex-dividend price
as:

P,—P, 1-T,
D, 1-T,

where P, = the price just before the stock goes ex;
P, = the ex-dividend share price; D, = the amount
of the dividend per share; T, = the relevant mar-
ginal personal tax rate; 7, = the effective marginal
tax rate on capital gains.

IfT,=T,=0,0or T, = Tg, then P, = P, — D,.

Tax laws require the corporation to mail a copy of
Form 1099 to every shareholder at the end of the
year to report the amount of dividends the firm
paid to that person. The firm also sends a copy of
this form to the IRS to report the dividend income
it paid to each shareholder during the year. This
system of informing the taxing authorities is
unique to the US. Most other nations of the
world require that corporations withhold portions
of stockholders’ dividends and turn these funds
over to the government to settle each individual’s
tax liability on dividend income.

In sum, ex-dividend date is a date four business
days before the date of record for a security. An
individual purchasing stock before its ex-dividend
date will receive the current dividend.

87. Ex-dividend or Ex-rights

Phrases used to indicate that a stock is selling
without a recently declared right or dividend. The
ex-rights or ex-dividend date is generally four busi-
ness days before the date of record.
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88. Executive Stock Options

Executive stock options provide stock purchase
rights as compensation for corporate employees.
For services rendered, the manager or the employee
has the right to buy a specific number of shares for a
set price during a given period. Unlike warrants and
publicly traded options, executive stock options
cannot be traded. The option’s owner has only
two choices: exercise the option or let it expire.
Like a warrant, should the owner decide to exercise
the option, the corporation receives money and
issues new shares.

The use of executive stock options for manage-
ment compensation raises an interesting agency
question. The firm’s managers may make invest-
ment and financing decisions that increase the
firm’s risk in order to increase the value of their
stock options. Such an action could have a detri-
mental effect on the bondholders and other cred-
itors of the firm.

89. Executor
An individual or trust department responsible for
handling a settlement.

90. Exercise

The exchange of the strike price (or strike asset) for
the underlying asset at the terms specified in the
option contract.

91. Exercise Price

Price at which the holder of an option can buy (in
the case of a call option) or sell (in the case if a put
option) the underlying stock. Also called the strik-
ing price.

92. Exercise Style

The circumstances under which an option holder
has the right to exercise an option. “European”
and “American’ are exercise styles.

93. Exercising the Option

The act of buying or selling the underlying asset via
the option contract.

94. Exotic Option

A derivatives contract in which an ordinary deriva-
tive has been altered to change the characteristics
of the derivative in a meaningful way. Also called a
nonstandard option. Most exotic options trade in
the over-the-counter market and designed by fi-
nancial institutions to meet the requirement of
their clients. For example, barrier options are
exotic options. [See also Barrier option]

95. Expectations Hypothesis

The expectations hypothesis assumes that bond
investors look ahead and make predictions, or
form expectations, about future interest rates.
From this perspective, in an efficient market, the
return from investing in an N-year bond will be the
same as the expected return from rolling over the
proceeds (coupons and principal) from maturing
one-year bonds into new one-year bonds over the
N-year time frame. Thus today’s long-term rates
reflect expectations about future short-term rates
Although intuitive, the expectations hypothesis
does not totally explain the shapes of observed
term structures. Historically, the term structure is
sloped upward; long-term rates usually are higher
than short-term rates. Under the expectations hy-
pothesis the typical upward-sloping term structure
implies that the market always expects rising short-
term interest rates. This does not agree with the
observed behavior of short-term rates over time.
Other explanations for the behavior of the term
structure have attempted to correct this flaw.

96. Expected Return

Risk arises from the possibility that actual returns
may differ from expected returns. Actual returns
differ from expected returns whenever there is an
unexpected change in an asset’s price or cash flow
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stream. Issuers must compensate investors with an
expected return that is greater than the nominal risk-
free return; otherwise, investors would have no eco-
nomic incentive to place their capital at risk. A basic
principle of finance is that higher risk leads to higher
expected returns, or that risk drives returns.

A more complete model of returns is

Expected return = (1 4 Real risk-free rate)
x (1 + Expected inflation rate)
x (1 + Risk premium) — 1.

Combining with our nominal risk-free rate gives us

Expected return = (1 + Nominal risk-free rate)
x (1 + Risk premium) — 1.

The term expected return on the left-hand side of
the equations indicates that the investor may not
earn the stated return on an instrument. Because of
risk, the actual return may be higher or lower than
expected.

97. Expected Return-Beta Relationship

One implication of the capital asset pricing model
(CAPM) is that security risk premiums (expected
excess returns) will be proportional to beta. This is
used to describe relationship between return and
systematic risk, as shown in the security market
line (SML).

98. Expected Value of a Variable

The average value of the variable obtained by
weighting the alternative values by their probabil-
ities.

99. Expiration Date

The time by which the option transaction must be
carried out. In other words, it is the maturity date
of an option.

100. Expiration-Date Risk

Futures contracts are not usually available for
every month. If a hedger needed a futures contract
for July and the only contracts that were available
were for March, June, September, and December,
the hedger would have to select either the June or
September contract. Either of these contract would
have a different price series than a July contract (if
one existed). Hence, the hedger cannot form a
perfect hedge and is faced with the chance that
the basis may change.

101. Explicit Finite Difference Method

A method for valuing a derivative by solving the
underlying differential equation. The value of the
derivative at time ¢ is related to three values at time
t + 6t. It is essentially the same as the trinomial
tree method.

102. Exposure

The amount which would be lost in a default given
the worst possible assumptions about recovery in
the liquidation or bankruptcy of an obligor. For a
loan or used facility it is the full amount of the
facility, since the worst assumption is that the bor-
rower draws the full amount and then goes bank-
rupt. In a credit risk analysis, it is called exposure
at default (EAD)

103. Extendable Notes

Notes that have their coupons reset every two or
three years to reflect the current interest rate envir-
onment and any changes in the firm’s credit qual-
ity. At each reset, the investor may accept the new
coupon rate (and thus effectively extend the ma-
turity of the investment) or put the bonds back to
the firm.
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104. Extendable Swap

In an extendable swap, one party has the option to
extend the life of the swap beyond the specified
period.

105. Extension

Voluntary arrangements to restructure a firm’s
debt, under which the payment date is post-
poned.

106. Extension Risk

The risk that the holder of a mortgage-backed
security will receive outstanding principal payment
later than originally anticipated. Later principal
payments result from interest rates rising and pre-
payments occurring slower than expected.

107. Extinguish

Retire or pay off debt.



1. Face Value

The value of a bond that appears on its face. Also
referred to as par value or principal.

2. Facility

A generic term which includes loans, commit-
ments, lines, letter, etc: Any arrangement by
which a bank accepts credit exposure to an obligor.

3. Facility Fee

Fee imposed for making a line of credit available.

4. Factor

A financial institution that buys a firm’s accounts
receivables and collects the debt. [See also Factor-

ing]

5. Factor Analysis

An analysis aimed at finding a small number of
factors that describe most of the variation in a
large number of correlated variables. (Similar to a
principal components analysis.) [See also Arbitrage
pricing theory]

6. Factor Model

A model in which each stock’s return is generated
by common factors, called the systematic sources
of risk. [See also Arbitrage pricing theory]

7. Factor Portfolio

A well-diversified portfolio constructed to have a
beta of 1.0 on one factor and a beta of zero on any

other factor. Factor portfolios will serve as the
benchmark portfolios for a multifactor security
market line.

8. Factoring

Firms can convert accounts receivable to cash by a
method called factoring. Factoring essentially in-
volves an outright sale of accounts receivable to a
finance company or factoring department of a
commercial bank. Factoring differs from pledging
since it gives the finance company no recourse to
the borrower in the case of bad debts. [See also
pledging] The customer receives notice that the
invoice has been sold and is asked to make pay-
ment directly to the finance company.

This arrangement clearly increases the lender’s
risk, as compared to pledging. To reduce this risk,
the finance company virtually takes over the work
of the borrower’s credit department. All new cus-
tomer orders pass through the finance company,
which does a credit appraisal. If the finance com-
pany rejects the customer as an unacceptable credit
risk, the borrower either must turn down the order
or fill it for cash.

Factoring, like pledging, is a fairly costly source
of credit. This overall cost has a number of distinct
components. The factor charges the borrower a fee
between about 1 to 3 percent of the face value of the
invoices for credit appraisal. The interest charge
depends upon whether the finance company has
agreed to forward the funds as soon as the goods
are shipped or only on the receivable’s due date at
the end of the credit period. For payment at ship-
ment, the interest rate may well rise as high as 15 to
25 percent.

The advantages of factoring resemble those of
pledging; it is a relatively easy and flexible source
of funds once the initial negotiations have been
completed, and it provides additional funds as the
borrower’s scale of operations, and therefore its
needs, grow. Factoring always has been widely
used by small companies in specific industries,
such as textiles, garments, or furniture, which
may lack access to bank loans. Factoring allows
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the smaller company to avoid the cost and trouble
of setting up its own credit department; this gives
factoring one advantage over pledging. Against
this, however, must be set the possible damage to
the borrower’s reputation when customers learn
that their accounts have been sold to a finance
company.

Credit-card transactions share some common
traits with factoring. In effect, the merchant that
accepts a credit card payment is factoring its ac-
counts receivable to the issuer of the card, and the
credit-card holder pays the issuer directly.

In sum, factoring is a sale of a firm’s accounts
receivable to a financial institution known as a
factor.

9. Fair Game

Under the fair game, the expected value of a gamble
is exactly equal to the cost. Under this situation,
there is no way to use “information’ available at a
point in time (t) to earn return above normal.

10. Fair Game Model

Bases on average returns across a large number of
observations, the expected return on an asset
equals its actual return that is

Zj, 141 = 1j, 141 — E(1j, 151|DPy)
and E(Zj, 1) = E(”j, +1 — E(”j, +1|®;)) =0,

where z; .11 is the error term between the jth
stock’s actual return r; 41 at time 7+ 1 and its
expected return E(r;j, ;41|®P,). The fair-game model
is an expected return efficient-market model. In
search of a fair game, investors can invest in secur-
ities at their current prices and can be confident
that these prices fully reflect all available informa-
tion and are consistent with the risks involved.

11. Fair Market Value

Amount at which common stock would change
hands between a willing buyer and a willing seller,

both having knowledge of the relevant facts; also
called market price.

12. Fair Value

Another name for the theoretical forward price;
spot price plus interest less the future value of
dividends.

13. Fallen Angels

Obligors having both relatively high percentage risk
and relatively large exposure, whose large expos-
ures were created when their credit ratings were
better, but who now have much higher percentage
risk due to recent downgrades.

14. Fannie Mae

Name referring to the Federal National Mortgage
Association (FNMA).

Originally created in 1983, the Federal National
Mortgage Association (FNMA), or “Fannie
Mae,” is the oldest of the three mortgage-backed
security sponsoring agencies. While it is now a
private corporation owned by shareholders with
stock traded on major exchanges, in the minds of
many investors it still has implicit government
backing that makes it equivalent to a govern-
ment-sponsored agency. Indeed, supporting this
view is the fact that FNMA has a secured line of
credit available from the US Treasury should it
need funds in an emergency. FNMA is a more
active agency than Government National Mort-
gage Association (GNMA) in creating pass-
through securities. GNMA merely sponsors such
programs. FNMA actually helps create pass-
throughs by buying and holding mortgages on its
balance sheet; it also issues bonds directly to fi-
nance those purchases.

15. FASB Statement 13

Complicated accounting rules must guide a presen-
tation of the effects of a financial lease on the
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lessee’s balance sheet and income statement. FASB
Statement 13 requires the firm to capitalize lease
payments and list the leased property as an asset
(“leased property under capital lease”) and as a
liability (“‘obligations under capital lease’). The
rationale for this accounting treatment is straight-
forward. Since the financing lease is a long-term,
fixed obligation to the firm, it should be treated like
similar liabilities. The firm’s long-term access to the
leased asset and liability accounts are amortized to
zero over time under the FASB 13 treatment. The
income statement deduction includes both the
amortization of the liability and an imputed interest
expense on the remaining lease liability.

16. Feasible Set

Opportunity set in a portfolio analysis.

17. Fed Wire

The Federal Reserve System operates by Fed Wire
to process US-dollar-denominated transactions
initiated and received in the US. Since Fed Wire
transfers are guaranteed by the US government,
the system minimizes users’ liquidity and credit
risks.

18. Federal Agency Securities

Securities issued by corporations and agencies
created by the US government, such as the Federal
Home Loan Bank Board and Government Na-
tional Mortgage Association. [See also Ginnie Mae]

19. Federal Deposit Insurance Corporation (FDIC)

The FDIC was created in the Glass-Steagull Act
(1933). Fed member bank must be insured by the
FDIC. If a bank purchases deposit insurance, it
must comply with rules set by FDIC.

20. Federal Financing Bank (FEB)

FEB is a federal agency that borrows from the US
Treasury and lends funds to various federal agen-

cies. FEB can require the treasury to purchase up
to $5 billion of its obligations. The treasury secre-
tary is authorized to purchase any amount of FEB
obligations at his or her discretion.

21. Federal Funds

Unsecured short-term loans that are settled in im-
mediately available funds. Federal funds are excess
reserves lent by one institution to another institu-
tion to meet Fed reserve requirements.

22. Federal Reserve Bank

One of the 12 district federal reserve banks that
make up the Federal Reserve System. Typically,
regional Federal reserves banks serve as clearing
locations where institutions accounts are debited
or credited as necessary, and checks are sorted,
bundled, and returned to participating depositor-
ies.

23. Federal Reserve Board

The Federal Reserve Board (or the Fed) acts as the
central bank, or “banker’s bank,” in the US econ-
omy.

The Federal Reserve Board has three basic in-
struments with which it can affect the money sup-
ply to administer its monetary policy. [See also
Monetary policy]

1. Open market operations (repurchases or sales
of government securities);

2. Discount rate changes (adjustment in the inter-
est rate paid by banks when they borrow from
the Fed); and,

3. Reserve requirement changes (adjustments in
the amount of reserves banks must hold either
as cash or on deposit at the Fed).

The only interest rate the Fed directly controls is
the discount rate. As with any price, demand and
supply influences affect all other interest rates. [See
also Open market operations, Discount rate, Re-
serve requirement|
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24. FHA

Federal Housing Administration — a federal
agency that insures mortgages which target groups
that might otherwise be disadvantaged in the hous-
ing market, such as low income family.

25. FHLMC

Federal Home Loan Mortgage Corporation (Fred-
die Mac); a private corporation operating with an
implicit federal guarantee; buys mortgages fi-
nanced largely by mortgage-backed securities.
The implicit Federal guarantee can reduce the bor-
rowing cost.

26. Fidelity Bond

A contract that covers losses associated with em-
ployee dishonesty, typically embezzlement and for-
gery at banks.

27. Fiduciary

An individual or trust department responsible for
acting in the best interests of a designated third

party.

28. Field Warehouse Financing

A form of inventory loan in which a public ware-
house company acts as a control agent to supervise
the inventory for the lender.

29. Field Warehousing

In field warehousing, the finance company (usually a
specialized warehousing organization) takes over
the use of a certain part of the borrower’s premises.
This floor space must be segregated from the bor-
rower’s other operations so that it can be kept
locked, restricting access only to the warehousing
company. The inventory to serve as collateral is
transferred to this segregated area, and the ware-
housing company advances the discounted cash
value of the inventory to the borrower. In return,

the warehousing company receives a warehouse re-
ceipt, which gives its title to the inventory.

This inventory cannot be sold or used without
the warehouse company’s permission, and this per-
mission is given only when the borrower repays a
corresponding portion of the funds advanced.
Thus, the lender can ensure that the collateral
always is adequate to secure the loan. The ware-
housing company locates a member of its own
staff, the custodian, on the borrower’s premises
to ensure that its rights are respected.

30. FIFO

The first-in-first-out accounting method of inven-
tory valuation. In an inflation period, the cost of
inventory is lower than that calculated by the last-
in-first-out accounting method.

31. Filter Rule

A technical analysis technique stated as a rule for
buying or selling stock according to past price
movements. The filter rule is usually stated in the
following way: Purchase the stock when it rises by
X percent from the previous low and hold it until it
declines by Y percent from the subsequent high. At
this point, sell the stock short or hold cash.

Filter rules are a timing strategy. They show
investors when they should be long in a security
and when they should sell it short. The alternative
to timing is to buy and hold the security. Thus,
filter rules are analyzed by comparing them to buy
and hold strategy. One further assumption is ne-
cessary for the buy and hold strategy to be rele-
vant; namely, the expected return is positive. If the
expected return is negative, then the relevant alter-
native is to hold cash.

32. Finance

Finance is the study of how to manage assets and
obtain funds in order to maximize the wealth of the
owner. Thus, the broad field of finance deals with
such varied topics as designing a personal retire-
ment plan, managing inventory, investing excess
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cash, borrowing money, or attracting bank deposi-
tors. Business operations generate profits when the
firm can raise funds at a lower cost than the return
generated by the investment of the funds.

Businesses purchase assets with the hope that
they will generate future cash flows. The cash
flows may be in the form of income, future cost
savings, and/or changes in company value. To fi-
nance asset purchases, firms sell liability and equity
securities, including bonds, stocks, mortgages, and
loans. Investors are willing to buy the securities in
order to receive future cash flows, which help the
investors meet their own future needs. The value of
an asset depends on three cash flow characteristics:
(1) amount; (2) pattern over time, and; (3) risk.

Investors will pay more for an asset that prom-
ises larger cash flows after shorter time periods
with lower risks. Values are lower for assets that
generate smaller, later, and/or more uncertain cash
flows.

33. Finance Charge

As defined by truth-in-lending Regulation Z the
finance charge refers to “all charges payable dir-
ectly or indirectly by the borrower and imposed
directly or indirectly by the lender as an incident to
or as an extension of credit.”

34. Finance Company

A firm that borrows from the money and capital
markets to make loans to individuals and commer-
cial enterprises. The services provided by finance
companies include consumer lending, business
lending and mortgage lending. Finance companies
do not accept deposits but instead rely on short
and long term debt as a source of funds. Addition-
ally, finance companies often lend money to cus-
tomers who commercial banks find too risky.

35. Financial Accounting Standards Board (FASB)

The governing body in accounting. FASB issues
generally accepted accounting principles (GAAP)

as a guide for financial statement reporting in the
US.

36. Financial Analyst

The position of the financial analyst in the corpor-
ate structure and the scope of his or her work are
interdependent. The financial analyst is a staff
member who diagnoses the effects of management
proposals and/or decisions on the financial health
of the firm. Acting as an internal consultant, the
financial analyst examines profitability, cash flows,
and operations; conducts studies; interprets infor-
mation; and designs financial controls. Although
some of this analysis is focused entirely within the
firm, the analyst also must examine the dynamic
economic, social, political, and competitive envir-
onments that are external to the firm, in an attempt
to gauge their impact on the firm’s well-being. This
information is used to assist in the process of fi-
nancial planning and forecasting. The analyst pro-
vides this information as input for upper-level
management’s decisions; generally, he or she does
not set policy or make decisions. Major decisions
are made by top management, which may include
the CFO and treasurer of the firm.

In addition, the financial analyst must perform
many tasks on a periodic basis. These activities
include analyzing the company’s liquidity and
profitability and supervising its day-to-day finan-
cial operations, including accounts receivable, ac-
counts payable, and cash balances. The analyst
must also contribute to longer term projects by
analyzing the firm’s capital structure and major
investment alternatives.

The analyst also completes specific projects that
are either self-initiated or, more commonly,
requested by others. For example, if the analyst
notices a market variation from a normal financial
ratio, he or she may try to determine the under-
lying cause of the variation and report it to man-
agement as part of the control function. Also, the
analyst may examine the effect of a current eco-
nomic force on the company, such as how a tax
policy change might affect the firm’s cash flows
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and stock value. The financial analyst may assist
operations management in determining whether to
lease or purchase a specific asset. Some problem
analyses are critical to the success of the entire
company, such as the decision whether to expand
or sell off one of the operating division; others are
as commonplace as deciding whether to purchase
Treasury bills or certificates of deposit (CDs) with
surplus cash.

Within the company’s organization structure,
the position of financial analyst may be centralized
or decentralized or have elements of both. Central-
izing the analyst function places it at corporate
headquarters, separate from the operational units
for which it performs most of its analyses. Decen-
tralizing the position places analysts in each of the
firm’s divisions to do division-specific work. Cen-
tralization allows the firm to pool expertise, pro-
mote interaction among the analysts, and maintain
objectivity, as the analysis views a divisional issue
from a companywide point of view consistent with
the firm’s overall strategy.

However, certain circumstances create advan-
tages for a decentralized financial analyst function.
A decentralized organization is useful: (1) when the
analyst’s role is to advise the operating manager,
who has some independence to make division-level
decisions; (2) when the operations of the division are
complex and the analyst must possess specialized
expertise to make useful recommendations; and (3)
when the larger firm is really a holding company for
different, independent organization (e.g., one cor-
poration may operate a banking division, another
may run an insurance division, and so on).

37. Financial Assets

Financial assets such as stocks and bonds are
claims to the income generated by real assets or
claims on income from the government.

38. Financial Break-Even

Financial break-even occurs when the project
breaks even on a financial basis, that is, when it

has a net present value of zero. To determine a
project’s financial break-even point, we must first
determine the annual operating cash flow, OCF",
that gives it a zero NPV. The formula for the
financial break-even quantity is:

FC+ OCF*
p— Ve

OCF*
p—vc’

Q_;inancial = = Qzash +
where FC = fixed costs; VC = variable cost per
unit; P = price per unit; OCF" = annual operating
cash flow; and Q}, = cash break-even point.

Without any calculations, we know intuitively
that this break-even quantity should exceed the
cash and accounting break-even quantities. OCF*
must be sufficiently large to both cover depreciation
expense (Dep) and allow the project to earn
its minimum required return. Intuition also tells us
that accounting income under financial break-even
should exceed that of the accounting break-
even point. As OCF* must exceed the depreciation
expense, the firm’s net income (NI) will be
positive (ignoring working capital effects, OCF
= NI + Dep). Thus, some positive taxable income
occurs under financial break-even.

As expected the financial break-even quantity
and operating cash flow exceed those of the cash
and accounting break-even analyses. [See also Cash
break-even and Accounting break-even] Note a
major difference between financial break-even as
compared to cash and accounting break-even: Fi-
nancial break-even analysis encompasses cash
flows from the entire life of the project.

39. Financial Distress

Financial distress means that a firm’s short-run
operating and financial cash inflows are less than
its outflows.

Financial distress occurs when the firm’s in-
ternal rate of return on its investments is less than
its cost of capital, either at the present time or in
the near future. In terms of sources and uses of
funds, financial distress occurs when the inflow of
funds from operations is not sufficient to meet
required outflows.
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In sum, financial distress is the events preceding
and including bankruptcy, such as violation of
loan contracts.

40. Financial Distress Costs

Legal and administrative costs of liquidation or
reorganization (direct costs); an impaired ability
to do business and an incentive toward selfish
strategies such as taking large risks, underinvest-
ing, and milking the property (indirect costs).

41. Financial Engineering

Creating new financial instruments by combining
other derivatives or more generally, by using de-
rivatives pricing techniques.

42. Financial Futures Contract

A commitment between two parties to exchange a
standardized financial asset through an organized
exchange at a specified price of futures contracts
changes prior to delivery, and participants must
settle daily changes in contract value.

43. Financial Innovation

The continuous development of new financial
products, services and technology to deliver prod-
ucts and services.

44. Financial Intermediaries

An area of finance that deals with financial insti-
tutions, such as banks and insurance companies,
which collect funds from savers and lend them to
or invest them in businesses or people that need
cash. Institutions that provide the market function
of matching borrowers and lenders or traders. Fi-
nancial institutions may be categorized as deposi-
tory, contractual savings, and investment-type.
Alternatively, they can be classified into depository
institutions, insurance companies securities firms

and investment banks, mutual funds and finance
companies.

45. Financial Lease

A long-term noncancelable capital lease, generally
requiring the lessee to pay all maintenance fees.
Tax law identifies lessor as the owner of the leased
asset, so the lessor can deduct the depreciation
over the life of the lease. [See also Capital lease]

46. Financial Leverage

Just as operating leverage arises from fixed oper-
ating costs, financial leverage arises from fixed
financing costs. Financial leverage magnifies any
change in EBIT to produce a percentage change in
earnings per share larger than the change in EBIT.
Financial leverage defines extent to which a firm
relies on debt. Financial leverage is measured by
the ratio of long-term debt to long-term plus
equity.

47. Financial Management Analysis

Financial management analysis is a field in finance
that studies how an organization should manage
its assets, liabilities, and equity to produce a good
or service.

48. Financial Markets

Markets that deal with cash flows over time, where
the savings of lenders are allocated to the financing
needs of borrowers. Financial markets are com-
posed of money markets and capital market. [See
also Money and capital markets]

49. Financial Planning

Financial planning is the process of analyzing al-
ternative investment, financing, and dividend strat-
egies in the context of various potential economic
environments. Planning involves forecasting both
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the outcomes of different strategies and their risks.
Thus, financial planning models are tools to help
managers improve their forecasts of important ac-
counts of financial statements and better under-
stand the interactions of investment, financing,
and dividend decisions.

Planning involves using different economic and
sales scenarios and reacting to them with different
strategies. Playing what-if games helps managers
select an optimal course of action, given managers’
risk preferences and beliefs about the most likely
scenarios.

In developing a long-term financial plan, these
three decisions (policies) can be described more
explicitly as follows:

1. The firm’s investment decision. This refers to
the amount of cash needed for the firm’s in-
vestment in a new asset (it is also called the
capital budgeting decision). In addition, it also
refers to the amount of working capital needed
on an ongoing basis (also referred to as the
working capital decision).

2. The firm’s financing decision. This refers to new
borrowing or new equity issued for financing
the firm’s investment in new assets. This deci-
sion is influenced by the degree of financial
leverage the firm chooses to employ and how
it plans to raise the necessary new funds.

3. The firm’s dividend decision. This refers to the
amount of cash the firm thinks is necessary

and appropriate to pay equity holders as cash
dividends.

At the most basic level, a planning model is a
tool that uses inputs supplied by managers in the
form of economic, accounting, market, and policy
information.

50. Financial Requirements

In the financial plan, financing arrangements that
are necessary to meet the overall corporate object-

ive. The plan will include a section on financing
arrangements. This part of the plan should discuss
dividend policy and debt policy. Sometimes firms
will expect to raise equity by selling new shares of
stock. In this case the plan must consider what
kinds of securities must be sold and what methods
of issuance are most appropriate.

51. Financial Risk

Financial risk measure the additional risk that the
firm’s stockholders bear when the firm is financed
with debt as well as equity.

Financial risk is determined by how the firm
decides to finance its assets. Financial risk occurs
as a result of fixed costs in a firm’s financial struc-
ture. A firm’s financial structure is the combin-
ation of debt and equity that it uses to finance
assets. Equity dividends, including preferred stock
dividends, are considered to be a variable financing
cost, as the firm can reduce the dollar amount of
dividends or eliminate them entirely if its cash flow
is poor. Shareholders may be unhappy, but even
preferred shareholders can do little to force the
firm to pay dividends. In sum, financial risk refers
to potential variation in income before interest and
taxes associated with fixed interest payments on
debt and lease payments.

52. Financial Services Holding Company

A parent company that owns a bank holding com-
pany plus other subsidiaries, such as a thrift hold-
ing company and insurance subsidiary.

53. Financial Z Score

[See also Credit scoring model]

54. Finite Difference Method

A method for solving a differential equation. It can
be classified into implicit, explicit, or other finite
difference method.
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55. Firm

A firm is a collection of assets, and the value of
those assets depends upon the size, timing, and risk
of their cash flows. Of all the possible goals of a
firm, only shareholder wealth maximization fully
considers the size, timing, and risk of the cash flow
generated by the firm’s activities.

A firm purchases its assets with funds obtained
from sources listed on the right-hand side of the
balance sheet — liabilities and owners’ equity. Thus,
the value of a firm belongs to its creditors and
owners. Creditors have a fixed claim on the firm
that does not change with variations in the value of
the firm’s assets over time. As the shareholders
have a residual claim on the firm’s assets, vari-
ations in a firm’s value are reflected mainly in the
fluctuating value of the owners’ or shareholders’
wealth in a firm. Alternatives that increase share-
holders’ wealth should be chosen; alternatives that
harm shareholders’ wealth should be rejected.

Fluctuations in the value of a firm are most
easily seen in fluctuations in the market value of
the shareholders’ claim on the firm. All else being
constant, increases in shareholder value lead to a
larger cushion for those with fixed claims on the
firm, such as creditors, bondholders, employees,
and pensioners.

Economics teaches that the goal of a firm is to
maximize its economic profit, which is a function of
the difference between the return earned on its as-
sets and the opportunity cost of buying those assets.
The workings of the financial markets will ensure
that the cost to a firm of raising capital is equal to
the capital’s opportunity cost; otherwise, available
funds will flow to other firms that can offer inves-
tors higher expected returns at lower risk. Should
returns earned by the firm exceed this cost, the
profit belongs to the firm’s owners. Thus, the finan-
cial goal of maximizing shareholder wealth is simi-
lar to the concept of maximizing economic profit.

56. Firm Commitment Offerings

Investment banks distribute most IPOs in firm
commitment offerings. With a firm commitment

offering, the investment bank commits its capital
to purchase IPO shares. Once the offering price is
set, the bank purchases the shares at the offer price
less a spread, or discount. The bank then sells the
securities to investors. In practice, the investment
bank lines up a number of investors to purchase
the shares before the offering date. The spread
represents the investment bank’s profit from resell-
ing each share at the offering price.

The issuer has virtually zero price risk in a firm
commitment offering once the offer price is set.
The issuer receives the proceeds from the sale im-
mediately, which it can then spend as outlined in
the prospectus. The investment bank carries, or
underwrites, the risk of fluctuating stock prices.
Should the market’s perception of the issuer
change or a macroeconomic event result in a
stock market decline, the investment bank carries
the risk of loss, or at least the possibility of a
smaller than expected spread.

For most firm commitment underwritings, the
managing investment bank arranges investment
banking syndicates to help distribute shares of the
newly public firm. The managing investment bank
makes a smaller spread, or profit, from selling
shares to syndicate members. [See also Syndicates]

57. Firm Commitment Underwriting

An underwriting in which an investment banking
firm commits to buy the entire issue and assumes all
financial responsibility for any unsold shares. [See
also Firm commitment offerings]

58. Firm-Specific Risk

[See Diversifiable risk]

59. First Mortgage Bond

A first mortgage bond has a primary, or senior,
claim on assets. In theory, a first mortgage claim
means that the underlying asset can be sold and the
proceeds distributed to the first mortgage bond-
holders to satisfy their claims against the firm;
any remaining funds from the sale are distributed
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to satisfy the second mortgage holders’ claims. [See
also Second mortgage bond]

60. First-Pass Regression

A time series regression to estimate the betas of
securities or portfolios.

61. Fiscal Policy

Fiscal policy involves planning government spend-
ing and taxing to influence economic conditions.
Both tax laws and government expenditures affect
the disposable income of consumers and corpor-
ations and, therefore, the level of aggregate demand
in the economy. For example, taxes affect the in-
centives that people have to save and invest, and
thus affect future economic growth. Tax laws affect
firms’ after-tax returns on their investments and
thus help determine how a firm will invest today in
order to generate future cash flows.

62. Fisher Effect

[See Nominal risk-free interest rate]

63. Fisherian Relation

The nominal interest rate in every contract will
be equal to the real rate of interest plus the
expected future inflation rate is called Fisherian
relation:

(1+ R = (1+r)(1 + 1),

where rj’. = the real rate of interest in country j at
time ¢; R]’. = the nominal rate of interest at time #;
and Ij’ = the inflation rate at time .

The implication of this relationship is that if the
real rate of interest is equal everywhere, then the
inflation differential between countries is fully
reflected in their nominal interest rate.

64. Fixed Annuities

Annuity contracts in which the insurance company
pays a fixed dollar amount of money per period.

65. Fixed Asset

Long-lived property owned by a firm that is used
by a firm in the production of its income. Tangible
fixed assets include real estate, plant, and equip-
ment. Intangible fixed assets include patents,
trademarks, and consumer recognition.

66. Fixed Asset Turnover Ratio

[See Asset management ratios]

67. Fixed-Charge Coverage Ratio

Ratio of earnings to all fixed cash obligations,
including lease payments and sinking fund pay-
ments. [See also Capital structure ratios]

68. Fixed Costs

Fixed cost is a cost that is fixed in total for a given
period of time and for given volume levels. It is not
dependent on the amount of goods or services
produced during the period.

A factor affecting business risk is the firm’s fixed
costs. Fixed costs, such as rent, lease payments, and
depreciation, remain the same whether the firm’s
sales, production, or profitability levels rise or fall.
The effect of fixed costs on the firm’s operating
structure is to magnify, or leverage, the impact of
a change in sales on EBIT. [See also Business risk]

69. Fixed Rate

An interest rate that does not change during a
specified period of time. Fixed rate mortgage is a
good example for this case.

70. Fixed-Dollar Obligations

Conventional bonds for which the coupon rate is
set as a fixed percentage of the par value.

71. Fixed-Income Security

A security such as a bond that pays a specified cash
flow over a specified period.
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72. Flat Benefit Formula

Method used to determine a participant’s benefits
in a defined benefit pension plan by multiplying
months of service by a flat monthly benefit. [See
also Defined benefit plans]

73. Flat Volatility

The name given to volatility used to price an inter-
est rate cap when the same volatility is used for
each caplet. If different volatility is used for each
caplet, then it is called spot volatility.

74. Flex Option

An option traded on an exchange with terms that
are different from the standard options trades by
the exchange.

75. Flight to Quality

Describes the tendency of investors to require
larger default premiums on investments under un-
certain economic conditions.

76. Float

Bankers define float as cash obligations that are in
the process of collection. Another way to think of
float is the difference between the balance shown in
a firm’s (or an individual’s) checkbook and the bal-
ance on the bank’s books. For instance, suppose
that, on average, a firm writes $10,000 worth of
checks each day. If it takes five days for these checks
to clear and be deducted from the firm’s bank ac-
count, then the firm’s own checking records will
show a daily balance of $50,000 lower than the
bank’s records. Conversely, if the firm, on average,
receives $10,000 worth of checks each day but de-
posits and clears these checks in only three days, the
firm’s books will show a balance $30,000 higher
than the balance on the bank’s records. The differ-

ence between the $50,000 negative float and the
$30,000 positive float, —$20,000, is called the
firm’s net float. This suggests the possibility that a
firm could consistently maintain a negative cash
balance on its books, as long as it could accurately
forecast its positive and negative clearings.

Float management is an integral component of
the cash management system. To understand how
to analyze and forecast float, we need to look at
the five different types of float:

1. Invoicing float is the time it takes for a firm to
bill receivables. The efficiency of the com-
pany’s internal accounting and billing proced-
ures affect this type of float.

2. Mail float is the time the firm’s bill spends in
the mail on its way to the customer and the
time the customer’s check spends in the mail
on its way to the firm.

3. Processing float is the time between a firm’s
receipt of a payment and its deposit of the
check for collection.

4. Collection float is the time from when the bank
accepts a check for deposit to when it makes
the funds available in the firm’s checking ac-
count.

5. Disbursing float is the time between when a
firm writes a check on available bank account
funds and when the bank deducts the corre-
sponding dollar amount from the firm’s bank
balance.

The first four components of float hinder the
firm’s ability to turn collection items into cash;
these are examples of negative float. The fifth com-
ponent, disbursing float, is positive float because it
increases the amount of cash the firm has to use.
High interest rates increase the benefits of reducing
negative float or increasing net float.

Mail float generally is hard to control, but it can
be controlled to some degree through the use of
different collection sites. Processing and invoicing
float result from internal company operations, so
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they can certainly be monitored and fine-tuned for
increased efficiency. Collection and disbursement
float can be reduced through cash collection and
disbursement services provided primarily by the
banking system.

In sum, float is the difference between bank cash
and book cash. Float represents the net effect of
checks in the process of collection, or clearing. Posi-
tive float means the firm’s bank cash is greater than
its book cash until the check’s presentation. Checks
written by the firm generate disbursement float,
causing an immediate decrease in book cash but
no change in bank cash. In neutral float position,
bank cash equals book cash. Checks written by the
firm represent collection float, which increases book
cash immediately but does not immediately change
bank cash. The sum of disbursement float and col-
lection float is net float.

77. Floater

Floating-rate bond.

78. Floating Lien

A floating lien gives the lender a claim against all
the borrower’s inventory without listing or speci-
fying individual items. Such an arrangement makes
it difficult, however, for the lender to prevent the
borrower from running down inventories to a level
that gives no real security for the loan; finance
companies, therefore, are usually willing to ad-
vance only a small fraction of the estimated market
value of the inventory against a floating lien.

79. Floating Rate

An interest rate tied to a base rate that changes
over time as market conditions dictate.

80. Floating-Rate Bond

A debt obligation with an adjustable coupon pay-
ment.

81. Floating-Rate Note (FRN)

A short-term note whose interest payment varies
with a short-term interest rate.

82. Floor

An option position that guarantees a minimum
price.

83. Floor Broker

A licensed member of the exchange who is paid a
fee for executing orders for clearing members of
their customers.

84. Floor Plan Loans

Floor plan loans finance equipment purchases in
an arrangement similar to a revolving credit agree-
ment. Many manufacturers or distributors of ma-
chine tools, tractors, and similar heavy equipment
supply these items to retailers under a floor plan
system, which allows the retailer to pay for the
merchandise only after actually selling it. The re-
tailer’s inventory therefore is financed by the sup-
plier, either a manufacturer or a distributor. The
manufacturer or distributor in turn finances this
inventory by setting up a credit arrangement with a
bank. Under such an arrangement, the bank pays
the manufacturer for the equipment as soon as it is
shipped. The bank then becomes the official owner
of the equipment. When the equipment is sold, the
retailer pays the wholesale price plus an interest
charge directly to the bank. Alternatively, the re-
tailer many give the manufacturer or distributor a
note for the wholesale price of the equipment,
which the manufacturer or distributor may then
sell to the bank at a discount. This agreement
compensates the bank, not by interest payments,
but by the difference between the discounted sum it
pays to the manufacturer and the full wholesale
price it eventually will recover from the retailer.
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85. Floor Rate

The rate in an interest rate floor agreement.

86. Floor Trader

An exchange member of the exchange who is paid
a fee for executing orders for clearing members or
their customers.

87. Floor-Ceiling Agreement

[See Collar]

88. Floorlet

One component of a floor.

89. Flotation Costs

The firm cannot costlessly arrange to borrow
money, either from a bank or by selling bonds or
shares of stock. It costs money to raise money. The
costs of issuing securities, flotation costs, include
bank application fees; “points’ paid on loans; the
accounting, legal, and printing costs of offering
securities to the public; and any commissions
earned by the investment bankers who market the
new securities to investors. As a result of these costs,
if the firm raises $100 of funds, it actually receives
less than $100 to apply to the capital budgeting
project. Thus, it must evaluate the cost of financing
the project, net of issuing or flotation costs.

90. Flower Bond

Special Treasury bond (no longer issued) that may
be used to settle federal estate taxes at par value
under certain conditions.

91. FNMA

Federal National Mortgage Association (Fannie
Mae); a private corporation operating with an

implicit federal guarantee; buys mortgages fi-
nanced by mortgage-backed securities. [See also
Fannie Mae]

92. Forced Conversion

If the conversion value of a convertible is greater
than the call price, the call can be used to force
conversion.

93. Foreclosure

Selling property in order to apply the proceeds in
payment of a debt.

94. Foreign Bonds

An international bond issued by foreign borrowers
in another nation’s capital market and tradition-
ally denominated in that nation’s currency.

95. Foreign Currency Futures

A foreign-currency futures contract is similar to
other commodity-futures contracts. It promises
future delivery of a standard amount of a foreign
currency at a specified times, place, and price.

96. Foreign Currency Option

An option on a foreign exchange rate. The valu-
ation model for the European type of currency call
option can be defined as:

C = Se""TN(dy) — Xe "TN(d»),

where S = spot exchange rate; r = domestic risk-
free rate; r, = foreign risk free rate; X= exercise
price; o = standard deviation of spot exchange
rate;

g [Ln(§)+<r—rf+%2>T}.
1= o T ;

d2:d1 —O'ﬁ.
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97. Foreign Exchange

Currency of a foreign country acceptable as a
medium exchange.

98. Foreign Exchange Market

The foreign exchange market is not a geographic
place; it consists of a communications network
through which many participants throughout the
world agree to buy or sell currencies. The foreign
exchange market includes a wide variety of smaller
markets for immediate exchanges (spot trading),
agreements for later exchanges (forward trading),
and contracts based on exchange rates (futures and
options trading).

Given the worldwide dispersion of the foreign
exchange market, exchange trading never opens or
closes. Markets around the world are intercon-
nected by communication links so that it is possible
to trade in the foreign exchange market somewhere
in the world 24 hours a day, 7 days a week. This
interconnection of diverse market segments also
provides very competitive prices, which usually are
within one-hundredth of a cent of each other.

99. Foreign Exchange Risk

The risk that the value of a position dominated in a
foreign currency may decline due to a change in
exchange rate. For a financial institution (FI), it
refers the risk that foreign exchange rate changes
can affect the value of an FI’s assets and liabilities
located abroad.

100. Foreign Exchange Swap

An agreement to exchange stipulated amounts of
one currency for another at one or more future dates.
101. Foreign Tax Credit

Income taxes paid to a foreign country that can be
claimed as a tax credit against a domestic tax
liability.

102. Forward Contract

A forward contract is an agreement between a
commercial bank and a corporate customer to
exchange a specific amount of one currency for
another on a specific future date at a specific
price or exchange rate. At the initiation of the
agreement, no money changes hands; the actual
exchange of funds takes place on the future date
specified in the forward contract. Forward con-
tracts are very useful because they can be tailored
to fit any situation, but they are very expensive.

103. Forward Curve

The set of forward or futures prices with different
expiration dates on a given date for a given asset.

104. Forward Exchange Rate

The forward price of one unit of a foreign cur-
rency. Forward exchange rates can be used to con-
trol the risk of fluctuating spot rates over a
specified time period. Forward rates allow a par-
ticipant to “lock in” an exchange rate today for a
transaction that will occur sometime in the future.
In other words, forward exchange rate is a future
day’s exchange rate between two major currencies.
[See also Spot exchange rate]

105. Forward Interest Rate

Rate of interest for a future period that would
equate the total return of a long-term bond with
that of a strategy of rolling over shorter-term
bonds. The forward rate is inferred from the term
structure.

106. Forward Parity

The relationship that forward exchange rate (F})
must be equal to the spot exchange rate at some
point in time (Sl-’j“):

t+1 _ it
Sl.'/' _Fi/'
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Forward parity must be true given the three rela-
tionships (Interest-rate parity, purchasing-power
parity, and Fisherian relation).

107. Forward Premium

The annualized percentage difference between the
forward price and the spot price.

108. Forward Price

The delivery price in a forward contract that causes
the contract to be worth zero.

109. Forward Rate

A forward rate is a rate quoted today on a forward
loan that originates at some future period.

110. Forward Rate Agreement (FRA)

Agreement that a certain interest rate will apply to
a certain principal amount for a certain time
period of the future.

111. Forward Risk-Neutral World

A world is forward risk-neutral with respect to a
certain asset when the market price of risk equals
the volatility of that asset.

112. Forward Start Option

An option designed so that it will be at-the-money
at some time in the future when the option starts.

113. Forward Strip

Another name for the forward curve.

114. Forward Swap

Used when new debt is to be issued at a future
date; allows issuer to hedge against an undesirable
increase in rates before the securities are issued.
[See also Deferred swap]

115. Forward Trade

An agreement to buy or sell based on exchange
rates established today for settlement in the future.
[See also Spot trade]

116. Fourth Market

Direct trading in exchange-listed securities between
one investor and another without the benefit of a
broker.

117. Free Cash Flow

Cash flow available after payment of all taxes and
after all positive NPV projects have been provided
for.

118. Frequency Distribution

The organization of data to show how often cer-
tain values or ranges of values occur. For example,
a frequency distribution for either binomial or
normal distribution.

119. Full-Service Broker

A brokerage that provides a full range of services
to customers including advice in which securities to
buy and/or sell.

120. Fully Diluted Earnings Per Share

Earnings per share expressed as if all outstanding
convertible securities and warrants have been exer-
cised. [See also Dilution]

121. Fundamental Analysis

Research to predict stock value that focuses on
such determinants as earnings and dividends pro-
spects, expectations for future interest rates, and
risk evaluation of the firm.
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122. Fundamental Betas

Fundamental betas are estimates of future betas,
based upon both industry-specific and firm-specific
balance sheet and income statement data. Re-
searchers have found that the average betas of dif-
ferent industries vary as a result of differences in
their business risk. In addition, researchers have
discovered that financial statement relationships
are useful in predicting a firm’s future beta. Betas
change over time as a firm’s growth, dividend-pay-
out ratio, earnings variability, financial leverage,
and size change. Studies have found that increased
financial leverage and increased variability in sales
and EBIT lead to larger betas, while higher divi-
dend-payout ratios lead to lower betas.

123. Funds Flows

Funds flows reflect changes in various financial
statement accounts and transfers of funds from
one account to another.

124. Future Value

The future value represents the dollar amount that
the current cash flow will come to be worth in the
future if it earns interest (or grows) at a given rate
over time.

Future Value After One Period

It is very straightforward to calculate the value of,
for instance a $100 investment after one year at a
10 percent annual rate of interest. The future value
(FV) will be $100 plus 10 percent of $100, or $110.

FVy = 100 + (0.10)(100) = (100)(1 + 0.10) =110.

Future Value After Two or More Periods

If the money is to be invested for two years, the
value of the CD after that time will equal its value
after one year plus an additional 10 percent:

FVs = 110 4 (0.10)(110) = (110)(1 + 0.10) =121

or, FV> = (110)(1 4 0.10) = (100)(1 + 0.10)
(1+0.10)
= (100)(1 + 0.10)*> =121.

During the second year, the $§100 principal plus
the first periods’ interest of $10 both earn
interest. The $10 of interest earned during the
first year earns $1 of interest (10 percent of $10)
during the second year. This growth illustrates the
effect of compounding. For this reason, future
value calculations are often called compound
value calculations.

What if our CD can be rolled into a third year?
That means the $121 we have at the end of the
second year will earn another 10 percent. At the
end of the third year the CD will be worth:

FV3 = (121)(1 + 0.10) = (100)(1 + 0.10)*(1 + 0.10)
= (100)(1 + 0.10)* =133.10

Over three years, the $100 in principal has earned
$33.10 in interest.

These equations suggest a general formula for
finding the future value (FV) in year n of a sum of
money (PV):

FV, = PV(l +r)".

The future value of PV is PV multiplied by a future
value interest factor, (14 r)". The future value
interest factor, or FVIF, (1 + r)", will increase in
size as either the interest rate or the number of
years increases. [t will increase exponentially as n
increases, due to the effects of compounding inter-
est. Higher interest rates will have a larger com-
pounding effect.

Future Value of Several Cash Flows

The future values of several amounts are additive if
the amounts are paid at the same future point in
time. If a problem has several present cash flows
or investments, we can easily find their total future
value simply by adding the individual future values
at the same future time.
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125. Futures Contract

Unlike a forward contract, a futures contract is a
standardized financial instrument with a stated
amount and specific maturity that is traded on an
organized exchange and is resalable up to the close
of trading or settlement date. Futures contracts
tend to be smaller than forward contracts and are
not as flexible in meeting hedging needs. [See also
Forward contract]

126. Futures Exchange

A futures exchange is the arena for the actual daily
trading of futures contracts. The exchange is a
nonprofit organization whose members include
those allowed to trade on its floor. Members in-
clude individual traders, brokerage firms, and
other types of institutions.

127. Futures Market

The underlying purpose for futures market is to
allow investors to display their uncertainties about

the future. Futures markets allow for the transfer
of risk from hedgers (risk-averse individuals) to
speculators (risk seeking individuals), a key elem-
ent necessary for the existence of futures market is
the balance between the number of hedgers and
speculators who are willing to transfer and accept
risk.

128. Futures Options

An option on a futures contract.

129. Futures Overlay

Converting an investment in asset A into the eco-
nomic equivalent of an investment in asset B by
entering into a short futures position on asset A
and a long futures position on asset B.

130. Futures Price

The delivery price currently applicable to a futures
contract.



1. GAAP

Generally  Accepted  Accounting  Principles
(GAAP) representing the standard rules and pro-
cedures that accountants follow when reporting
financial information in limited states.

2. Gamma

The change in delta when the price of the under-
lying asset changes by one unit. Based upon the
call option formula defined in option pricing
model [see also Option pricing equation]. The
mathematic result can be defined as

0*C 1

- — N'(dy) > 0.
95~ SovT (dy)

3. Gamma-Neutral Portfolio

A portfolio with a gamma of zero.

4. GAP

Dollar value of rate-sensitive assets (RSAs) minus
the dollar value of rate-sensitive liabilities (RSLs).
Another way of comparing RSAs and RSLs is the
GAP Ratio, defined as:

RSAs

GAP Ratio = .
40 = RSLs

5. Gap Option

An option where the option owner has the right
to exercise the option at strike price K; if the
stock price exceeds (or, depending on the option,
is less than) the price K,. For an ordinary
option, K; = K.

6. GARCH Model

Generalized autoregressive conditional hetroske-
dasticity (GARCH) is a model for forecasting
volatility where the variance rate follows a mean-
reverting process.

7. Garnishment

A court directive authorizing a bank to withhold
funds from a borrower.

8. General Break-even Analysis

A generalized formula for break-even quantity, O*
can be defined as:
. FC+ OCF
0 ==
p—vc

where FC = fixed cost; v¢ = variable cost per unit;
p = price per unit; and OCF = operating cash
flow.

9. General Cash Offer

A public issue of a security that is sold to all
interested investors, rather than only to existing
share-holders.

10. General Obligation Bonds

Municipal bonds secured by general fund (i.e., the
full faith), credit, and taxing power of the issu-
ing state or local government. [See also Revenue
bond]

11. General Partnership

Form of business organization in which all part-
ners agree to provide some portion of the work and
cash and to share profits and losses. Each partner
is liable for the debts of the partnership. [See also
Limited partnership]
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12. Generalized Wiener Process

A stochastic process where the change in a variable
in each short time period of length 8¢ has normal
distribution with mean and variance, both propor-
tional to é1.

13. Generally Accepted Accounting Principles

In the US, Generally Accepted Accounting Prin-
ciples (GAAP) are used as guidelines for financial
statement reporting. It is a common set of account-
ing concepts, standards, and procedures by which
financial statements are prepared. Besides GAAP,
thrifts and insurance companies are also subjected
to statutory accounting. [See also Statutory account-

ing]

14. Gentry-De La Garza Model

A way of analyzing receivable balances is to use the
Gentry-De La Garza model [see also Gentry and De
LaGarza (1985)]. Thismodel describes three reasons
why accounts receivable balances may increase:
sales pattern effects, collection experience effects,
and joint effect. Sales pattern effects are increases
in receivables due solely to increases in sales.

The increase in accounts receivable is partly a
function of increasing sales (the sales pattern ef-
fect), partly a function of the deterioration in col-
lections (the collection experience effect), and some
combination of both (the joint effect).

The joint effect is explained as the increase in
receivables due to a simultaneous deterioration in
collections and increase in sales. For instance,
some customers may have purchased the product
with the assumption that they could pay late; this
would both increase sales and slow collection. The
joint effect is calculated by taking the difference
between the current and past collection experience
effects and then multiplying this difference by the
difference between the current and past sales levels.

Finally, the sales pattern effect is quantified by
taking the difference between the current and past

sales levels multiplied by the prior collection ex-
perience effect.

The sum of the sales pattern effect, joint effect,
and collection experience effect equals the differ-
ence between the receivables balances.

The advantage of the Gentry-De La Garza
model is that it separates the increase in receivables
into three quantifiable components. A financial
manager then can see clearly if an increase in recei-
vables results from faulty credit controls or if the
increase is simply consistent with rising sales levels.
Deteriorating collections might indicate that credit
is granted too freely or that the company is not
persistent enough in collecting overdue accounts.
Both problems fall under the control of the credit
department and are the primary responsibility of
the credit manager.

15. Geometric Brownian Motion

A continuous stochastic process, x(¢), in which the
increments are given as dx(7)/x(t) = adt + odZ,
where dZ is the increment to a Brownian motion
driving the process.

16. Geometric Mean (also Called Geometric
Average)

If historical, or ex-post, data are known, an analyst
can easily compute historical average return and
risk measures. If X; represent a data item for
period ¢, the arithmetic average X, over n periods
is given by:

n
> X
Y: =1 .
n

The sum of the values observed divided by the total
number of observation is sometimes referred to as
the mean.

Alternatively, we can use the same data to cal-
culate the geometric average rate of return as:
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1

N N
X, = !H(HX» ~1,
i=1

In general, the geometric average is less than the
arithmetic average, and while both measures are
intuitively plausible, we are left with the problem
of determining which average is more appropri-
ate to calculate. To illustrate, suppose you pur-
chase a stock for $10 per share and at the end of
the first year the price is $20 per share; you have
experienced a 100 percent return. At the end of
the second year, the price has returned to $10 per
share; you have experienced a loss of 50 percent.
Using the arithmetic average of our yearly re-
turns of +100 percent and —50 percent gives an
average return of 25 percent, (+ 100 — 50)/2,
which is ridiculous. We started with a stock
value of $10 per share, and the value of the
stock at the end of the second year was $10 per
share, so we actually received a return of 0 per-
cent. This is the amount calculated for the geo-
metric average, +/(2)(1/2) — 1. In fact, viewing
these averages as estimates of return that actually
result from holding stock, Blume (1974) has
shown that a mixed average of these two quan-
tities is generally preferable to the individual use
of either one. The weights in this compromise
estimate depend on the length of time the stock
is to be held. Specifically, for a holding period
of T years, Blume recommends estimating the
annual holding period return by a mixed mean
as:

where N = numbers of periods of data used to
calculate the average rates of return and 7" = num-
ber of periods the investment is to be held. Notice
that if the stock is to be held for just one year
(T =1), then X,, is just the arithmetic average.
However, for holding periods longer than one
year, some weight is given also to the geometric
average. Since it is a weighted average of these
quantities, X, must lie between X, and X,.

17. Gibson Relation

Gibson relation describes relationship between ac-
tual levels of prices and yields as follows:

1. When the price is relatively high, so are inter-
est rates.

2. When prices are low, yields also tend to be
low.

18. Gilts

British and Irish government securities.

19. Ginnie Mae

Name referring to the Government National
Mortgage Association. [See also GNMA]

20. Glass-Steagall Act

The 1933 act that separated lending activities from
investment banking activities at commercial banks
by prohibiting commercial banks from underwrit-
ing corporate securities. Since 1987, the Fed now
allows bank holding companies to expand their
activities in securities underwriting through the
special investment bank subsidiaries of commercial
bank.

21. Global Bonds

The international bond market is increasingly ig-
noring national boundaries. A growing number of
debt issues are being sold globally. In 1989, the
World Bank was the first issuer of global bonds; in
1993, over $15 billion of global bonds were issued.
Global bonds usually are denominated in US dol-
lars. As they are marketed globally, their offering
sizes typically exceed $1 billion. In addition to the
World Bank, issuers include the governments of
Finland and Italy and corporations such as Mat-
sushita Electric Industrial Co., Citicorp, First Chi-
cago Corp., and Korea Electric Power Co.
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22. Global Minimum Variance Portfolio

The lowest-variance portfolio achievable, given a
population of securities.

23. Globalization

Tendency toward a worldwide investment environ-
ment, and the integration of national capital mar-
kets.

24. GNMA

Government National Mortgage Association
(Ginnie Mae) — a government entity that buys
mortgages for low-income housing and guarantees
mortgage-backed securities issued by private lend-
ers. GNMA was created by congress in 1968.
GNMA is a government-owned agency with
two major functions. The first is sponsoring mort-
gage-backed securities programs by FIs such as
banks, thrifts, and mortgage bankers. The second
is acting as a guarantor to investors in mortgage-
backed securities regarding the timely pass-
through of principal and interest payments on
their sponsored bonds. In other words, GNMA
provides timing insurance. In acting as a sponsor
and payment-timing guarantor, GNMA supports
only those pools of mortgage loans whose default
or credit risk is insured by one of three government
agencies: the Federal Housing Administration
(FHA), the Veterans Administration (VA), and
the Farmers Home Administration (FMHA).
Mortgage loans insured by these agencies target
groups that might otherwise be disadvantaged in
the housing market, such as low-income families,
young families, and veterans. As such, the max-
imum mortgage under the FHA/VA/FMHA-
GNMA securitization program is capped.

25. Going Private

A technique where a leveraged buyout (LBO) can
be used to take a firm out of public ownership and
into private ownership. [See also Leveraged buyout]

26. Going Public

Going public offers several advantages to a firm
and its current, private shareholders. First, selling
stock publicly allows the firm to tap another
source of capital: the public equity markets. Man-
agers may decide to make the firm public because
they need more capital than a private placement
can provide. Or it may be cheaper to raise public
equity than to undergo another round of financing
from venture capitalists. Studies show that a firm
should be profitable and raise at least $10 million
for an IPO to be cost-efficient. In addition, once a
firm goes public, it can raise money periodically
from the public markets by selling additional
shares of stock.

Second, a certain prestige and publicity sur-
rounds a firm that goes public and lists its shares
on a stock exchange for trading. Third, share-
holders may enjoy attractive capital gains if man-
agement achieves sales and profit goals. Founding
entrepreneurs often purchase shares for pennies
when the firm begins operating, but after the
IPO, their shares are worth much more. A good
time to go public is when investors favor stocks in
the firm’s industry or when the stock market is in a
strong rising trend. The IPO market may be mo-
mentarily hot in a certain industry.

A public company enjoys a fourth advantage
through its shares’ liquidity. Since investors can
buy or sell shares easily form each other, investors
or managers easily can sell all or part of their
investments if they choose. Managers may receive
pressure to go public form the firm’s private equity
holders — especially venture capitalists — who may
have a strong desire to liquidate their holdings.
Secondary market liquidity eases owners’ worries
about receiving fair market value for their shares,
since an impersonal marketplace, rather than ac-
countants and attorneys, determine the per-share
value of the company. Public trading may take the
shares even more valuable, by reducing their li-
quidity risk.

Yet, some firms find going public an undesirable
option. First, offering stock to the public is an
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expensive process. The costs of preparing financial
statements, hiring attorneys, and marketing the
shares to investors can consume a significant por-
tion of the funds raised.

Another drawback is loss of control over the
firm. Unless the firm offers less than 50 percent
of its equity to the public, investors who are un-
known to current managers and owners will col-
lectively own most of the firm’s common stock.
Those shareholders will elect a board of directors
to ensure that decisions are made in the share-
holders’ best interests. In addition, shareholders
will make other major decisions themselves by vot-
ing, as outlined in the corporate charter or as
allowed by the board. Additionally, since the for-
mer private shareholders will lose control over who
buys the publicly traded shares, they may find the
firm the target of a hostile takeover sometime in
the future. Of course, control can be diluted by
selling shares privately as well.

A third potential disadvantage is that a public
firm must lay out its finances for all to see. While
this reporting requirement allows current and po-
tential investors to examine the firm’s strengths
and weaknesses and gain insight into manage-
ment’s future plans, it also allows the firm’s com-
petitors, both foreign and domestic, to do the same
thing. Rivals can factor in the firm’s profit margins
and product sales as they ploy their marketing and
R&D strategies.

Public firms also must submit to regulation by
the Securities and Exchange Commission (SEC)
and the exchange on which their shares are traded.
[See also Securities and exchange commission]

Finally, having shares listed and traded on an
exchange does not always guarantee a dramatic
increase in liquidity and share price. If the firm is
still relatively small and the market sees no spec-
tacular potential for future growth in sales and
profits, investors may ignore the firm after the
public offering. This could leave shareholders
with shares of a public firm that nobody else really
wants to own. The shares can become illiquid
quickly if they are not traded frequently, and
weak interest can leave them languishing at a low

price. The firm may have been better off staying
private.

27. Going-Private Transactions

Public owned stock in a firm is replaced with com-
plete equity ownership by a private group. The
shares are de-listed from stock exchanges and can
no longer be purchased in the open market.

28. Gold Standard

A monetary system where the value of a country’s
currency is determined by the value of the gold
content in the currency.

29. Golden Parachute

Companies often provide their top executives with
substantial severance benefits, or golden para-
chutes, in the event of hostile takeovers. These
benefits may have some economic justification be-
cause top managers face a dilemma when a hostile
threat emerges. If they resist a successful takeover
attempt, even if they believe resistance in share-
holders’ best interests, then they are likely to face
dismissal by the new owners. Without the golden
parachute, managers may have some incentive to
acquiesce too easily to strong, hostile suitors.

30. Goodwill

An intangible asset representing the difference be-
tween the book value of an asset or a firm and the
actual sales price.

31. Gordon Model

Many firms have sales and earnings that increase
over time; their dividends may rise, as well. If we
assume that a firm’s dividends grow at an annual
rate of g percent, next year’s dividend, D;, will be
Do(1 + g)*. Generalizing,

D, = Dy(1+g)".
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Substituting this into the equation for the present
value of all future dividends, we can show that the
price at any future time ¢ can be defined as:

D
P, :’_“,
r—g
where P, = firm’s stock price at time ¢

D, 1 = D1+ g), next year’s expected dividend
(equals the current dividend increased by g per-
cent); g = the expected (constant) dividend growth
rate; r = required rate of return.

This result, known as the Gordon model, or the
constant dividend growth model, provides a
straightforward tool for common stock valuation.
The main assumption of constant growth in divi-
dends may not be realistic for a firm that is experi-
encing a period of high growth or negative growth
(that is, declining revenues). Neither will constant
dividend growth be a workable assumption for a
firm whose dividends rise and fall over the business
cycle. The constant dividend growth model also
assumes a dividend-paying stock; the model can-
not give a value for a stock that does not pay
dividends. In addition, in the denominator of the
equation, the required rate of return, r, must ex-
ceed the estimated growth rate, g. Finally, the
constant dividend growth model assumes estimates
for r, the required rate of return, and g, the divi-
dend growth rate.

The constant dividend growth model reveals
that the following three factors affect stock prices,
ceteris paribus: 1) the higher the dividend, the
higher the stock price; 2) the higher the dividend
growth rate, the higher the stock price; 3) the lower
the required rate of return r, the higher the stock
price. [See also Appendix A]

32. Grace Period

The time period for a credit card statement repre-
senting the time from when the statement is gener-
ated to the last day full payment can be made and
still avoid a finance charge. [See also Appendix A]

33. Grandfather Clause

A legislative provision that exempts parties previ-
ously engaged in activities prohibited by new legis-
lation.

34. Greeks

A term generally referring to delta, gamma, vega,
theta, and rho, all of which measure the change in
the price of a derivative when there is a change in
an input to the pricing formula.

35. Green Shoe Provisions

Some IPOs contain Green Shoe provisions, named
after one of the first firms to include the provision in
its underwriting agreement. A Green Shoe provi-
sion gives the leading investment bank the right to
increase the number of shares sold in the TPO, typ-
ically by 10 percent to 20 percent of the original
offering. This helps the investment bank satisfy
more investors if demand for an issue is particularly
hot. This also gives investment banks another way
to increase their profits, since they earn the spread
on any extra shares they sell.

36. Greenmail

Payments to potential bidders to cease unfriendly
takeover attempts. Managers may arrange tar-
geted repurchase to forestall a takeover attempt.
In a targeted repurchase, a firm buys back its own
stock from a potential bidder, usually at a substan-
tial premium. These premiums can be thought of
as payments to potential bidders to delay or stop
unfriendly takeover attempts. Critics of such pay-
ments label them greenmail.

37. Gross Domestic Product (GDP)

The market value of goods and services produced
over a period of time including the sum of con-
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sumer expenditures, investment expenditures, gov-
ernment expenditures, and net exports (exports
minus imports).

38. Growing Perpetuity

A constant stream of cash flows without end that is
expected to rise indefinitely. For example, cash
flows to the landlord of an apartment building
might be expected to rise a certain percentage each
year.

39. Growth Funds

Growth funds are structured to include a well di-
versified combination of common stock. Basically,
three reasons may be cited. First, empirical studies
of common stock have almost invariably shown
their long-term total return to exceed those on
bonds. Second, stock in generally conceded to be a
better hedge against inflation risk than bonds.
Third, many small investors may prefer to hold
obligations of financial institutions as their major
fixed-income securities because of their conveni-
ence and safety resulting from government insur-
ance programs.

40. Growth Opportunity

Opportunity to invest in profitable projects.

41. Guarantee

Make oneself liable for the debts of another.

42. Guaranteed Insurance Contract

A contract promising a stated nominal rate of
interest over some specific time period, usually
several years.

43. Guaranteed Investment Contract (GIC)

A financial contract in which the writer of a policy
agrees to pay a fixed amount at maturity after
receiving a fixed, single premium up front.

44. Guardian

An individual or a trust department appointed by a
court to manage a minor’s property or personal
affairs.



1. Haircut

The collateral, over and above the market value of
the security, required by the lender when a security
1s borrowed.

2. Hazard Rate

Measures probability of default in a short period
of time conditional on no earlier default.

3. HDD

Heating degree days (HDD). The maximum of
zero and the amount by which the daily average
temperature is less than 65° Fahrenheit. The aver-
age temperature is the average of the highest and
lowest temperatures (midnight to midnight). The
Chicago Mercantile Exchange began trading wea-
ther futures and European options on weather
futures in September 1999. The contracts are on
the cumulative HDD and cooling degree days
(CDD) for a month observed at a weather station.

4. Hedge

The forward markets allow users to hedge, or re-
duce the risk of, adverse currency fluctuations.
Hedging is taking a position in two or more secur-
ities that are negatively correlated (taking opposite
trading positions) to reduce risk.

5. Hedge Fund

Hedge funds are a type of investment pool that
solicits funds from (wealthy) individuals and other
investors (e.g., commercial banks) and invests these
funds on their behalf. Hedge funds, however, are
not technically mutual funds in that they are sub-

jected to virtually no regulatory oversight (e.g., by
the SEC under the Securities Act and Investment
Advisors Act) and generally take significant risk.

6. Hedge Ratio (for An Option)

The number of stocks required to hedge against the
price risk of holding on potion. Also called the
option’s delta. [See also Delta].

7. Hedge Ratio (for Futures)
The ratio of the size of a position in a hedging instru-
ment to the size of the position being hedged as:
cov(AS,AF)

var(AF)

where AS(Change of spot)=S; — S;_1; AF (Change
of future) = F,— F,_;.

Hedge ratio =

8. Hedger

A market participant who has or will have a pos-
ition in the cash commodity and who attempts to
eliminate or reduce risk exposure by taking an
offsetting position in the futures or forward mar-
ket.

9. Hedging

Investing in an asset to reduce the overall risk of a
portfolio.

10. Hedging Demands

Demands for securities to hedge particular sources
of consumption risk, beyond the usual mean-vari-
ance diversification motivation.

11. Heston Model

An option pricing model in which the instantan-
eous variance of the stock return follows a mean-
reverting square root process.
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12. Highly Leveraged Transaction (HLT)

Transaction in which borrower’s debt increases
sharply after the asset exchange, such as an LBO.

13. High-Yield Bonds

[See Junk bonds]

14. Historical Cost

The value for certain balance sheet items reflecting
the original cost or amortized cost.

15. Historical Simulation

A simulation based on historical data.

16. Historical Volatility

The standard deviation of the continuously com-
pounded return on an asset, measured using his-
torical prices.

17. Holder-of-Record Date

The date on which holders of record in a firm’s
stock ledger are designated as the recipients of
either dividends or stock rights. Also called date
of record.

18. Holding Company

Besides negotiating terms or making a tender offer,
parties to a business combination may form a
holding company. A holding company is a corpor-
ation that owns sufficient voting stock of another
firm (or several firms) to have effective control.
This form of organization is quite common in the
financial services and banking industries. Typic-
ally, the combination forms a new corporation
and the shareholders of the firms to be combined
exchange their old shares for shares of the new
holding company. This type of transaction is ad-

vantageous because it can provide effective control
with as little as 10 or 20 percent of the outstanding
stock, so a smaller investment is required. The
holding company differs from other business com-
binations in that it can take advantage of legal
loopholes in state and federal laws, including tax
laws.

19. Holding Period

Length of time that an individual holds a secur-
ity.

20. Holding-Period Rate of Return

The annualized rate of return expected or realized
from holding a security over a specific period of
time.

21. Holding-Period Yield

Holding-period yield (HPY) is a measurement of
investment performance related to holding period
rate of return (HPPR). The HPY is the ratio of the
change in the market value of the investment
plus cash distributions received during the period
divided by the original value of the investment.
This is represented as:

P =P )+ C P+C
Py P

HPY;Z(}”;): 1

= HPRR.

From this expression it is easy to see that HPY is
equal to HPR — 1. The HPY defined in the equa-
tion is a discrete type of HPY. It assumes that the
cash flows and investments occur at specific points
in time.

The frequency of compounding influences the
HPR and HPY calculations as:

P, + Ct>
—1 ’

HPYf:ln(

where HPY; is the holding-period rate of return
with continuous compounding, and In is the nat-

ural logarithm.
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More generally, the rate of return with continu-
ous compounding for a given period is expressed
by:

HPR? = 1+ HPY" = exp (HPY"),

where HPR? is the discrete holding-period rate of
return and exp(e) is 2.718, the base of natural
logarithms. By taking the natural log of both
sides of the equation:

In(14+ HPY?) = HPY".

In every case except HPY? = 0, the continuously
compounded rate of return is always less than the
discrete rate of return

On the other hand, given a continuous rate of
return, the discrete rate return can be calculated
using:

HPYY = exp (HPY®) — 1.

22. Holiday Calendar

Calendar defining when days are holidays for
the purposes of determining payment dates in a
swap.

23. Home Banking

Actions involving the conduct of banking business
taking place in customer’s homes, including tele-
phone and computer transactions.

24. Home Currency Approach

The home currency approach is a method for
evaluating overseas projects. This technique con-
verts foreign currency cash flows to the home cur-
rency of the parent firm. Assuming that the home
currency is the US dollar, it then discounts the US
dollar cash flows at the project’s US minimum
required return to find the net present value.

The financial analyst can rely on forecasting
services that analyze relative economic and polit-
ical trends to predict future spot rates. Once the
foreign cash flows are converted to dollars, the

NPV calculation using the project’s US required
return is straightforward.

The steps in the home currency approach are sum-
marized as:

1. Estimate foreign currency cash flows.

2. Predict future spot exchange rates using fore-
casts.

3. Convert foreign currency cash flows to home
currency cash flows.

4. Compute project NPV using the project’s re-
quired return.

25. Home Debit

A check drawn on a bank that is presented to the
same bank for deposit or payment.

26. Home Equity Loan

Loan secured by an individual’s equity in a home.

27. Homemade Dividends

An individual investor can undo corporate divi-
dend policy by reinvesting excess dividends or sell-
ing off shares of stock to receive a desired cash
flow.

28. Homemade Leverage

Idea that as long as individuals borrow (and lend)
on the same terms as the firm. They can duplicate
the effects of corporate leverage on their own.
Thus, if levered firms are priced too high. Rational
investors will simply borrow on personal accounts
to buy shares in unlevered firms. [See also Mod-
igliani & Miller (M&M) proposition 1]

29. Homogeneous Expectations

The assumption that all investors use the same
expected returns and covariance matrix or security
returns as inputs in security analysis.
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30. Horizon Analysis

Interest rate forecasting that uses a forecast yield
curve to predict bond prices. Yield curve is a two
dimension graph to present the relationship be-
tween yield to maturity and maturity. [See also
Yield to maturity]

31. Horizontal Acquisition

Merger between two companies producing similar
goods or service. For example, a steel company
buys another steel company.

32. Horizontal Combination

If two firms had performed similar functions in the
production or sale of goods and services, then the
business combination is said to be horizontal. Be-
fore a horizontal combination, the firms were, or
at least had the potential to be, competitors.

33. Horizontal Spread

[See Calendar spread]

34. Hot Money

Funds that move between institutions quickly in
search of higher yields or greater safety. The hot
money can cause a county’s financial crises.

35. Howard-D’Antonio Strategy

Using a mean-variance framework, the Howard-
D’Antonio strategy (Howard and D’Antonio,
1984) assumes that the “agent’ is out to maximize
the expected return for a given level of portfolio
risk. A hedge ratio and measure of hedging effect-
iveness are derived in which the hedger’s risk and
return are both explicitly taken into account. The
strategy can be expressed as:

(A —p)

Hedge ratio H = ————,
ym(l —Ap)

and hedging effectiveness

_ 2
N VTS
1 —p?

where 7 = oy /0, = relative variability of futures
and spot returns; a = 77/(7y — i) = relative excess
return on futures to that of spot’ y = p,/p, = cur-
rent price ration of futures to spot;
A =a/m = (7 /oy)/[Fs — i)/ o] = risk-to-excess-re-
turn relative of futures versus the spot position;
Py, Pr = the current price per unit for the spot
and futures, respectively; p = simple correlation
coefficient between the spot and futures returns;
oy = standard deviation of spot returns; oy =
standard deviation of futures returns; 7, = mean
return on the spot over some recent past interval;
7y = mean return on the futures over some recent
past interval; and i = risk-free rate.

36. Hung Convertibles

Convertible bonds that have no chance of being
converted are called hung convertibles. The idea
here is that if the investors don’t wish to convert
their bonds into the firm’s equity, the conversion
process is hung up. The bond is worth more as a
bond than it is worth converted into equity. APB
No. 15 and FASB No. 55 require a firm to provide
EPS information under either circumstance and let
the market participant choose which measure is
more meaningful.

37. Hybrid Security

A hybrid security is a security which has charac-
teristics of both debt and equity. For example,
convertible bond are securities that can be ex-
changed for a stipulated number of shares of com-
mon stock during a specific period.

38. Hypothecation

In a contract, committing property to secure a
loan.
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39. Hypothesis Testing

Hypotheses are assumptions about a population
parameter. Hypothesis testing involves judging the
correctness of the hypotheses. In fact, we often rely
heavily on sample data in decision making. For

example, the results of public opinion polls may
actually dictate whether a presidential candidate
decides to keep running or to drop out of the pri-
mary race.



1. Idiosyncratic Risk

An unsystematic risk. This risk can be diversified
from a portfolio; hence it is also a diversifiable risk.
[See also Unsystematic risk]

2. Illiquidity

Illiquidity is the opposite of liquidity; either an asset
cannot be converted into cash (e.g., a leased ma-
chine cannot be sold to raise cash) or an asset
cannot be sold at a reasonable price (e.g., a firm
bought a machine for $1 million, but the best offer
from another buyer is $100,000). In the latter case,
if the firm keeps the asset and uses it, it is worth ten
times more than the amount of cash it could raise in
a sale in the market.

In the short run, many firms may be illiquid, that
is, they may lack cash. They remedy this situation by
short-term borrowing. A firm borrows cash to meet
its current obligations, knowing that its cash flow
will improve in the future. This kind of illiquidity is
transitory and is not associated with insolvency or
bankruptcy. On the other hand, if a firm faces il-
liquidity with no expectation of future cash flow
improvement, illiquidity may lead to insolvency
and bankruptcy.

3. Immunization

A strategy that matches durations of assets and
liabilities so as to make net worth unaffected by
interest rate movements. If interest rates rise, the
present value of assets and liabilities will fall by the
same amount. Similarly, if interest rates fall, then
the value of the assets and liabilities will rise by the
same amount.

4. Immunize

To fully hedge against interest rate risk. Alterna-
tively, it refers that immunization occurs when a
financial institution’s equity holders are fully pro-
tected against interest rate risk.

5. Immunized

It describes a financial institution that is fully
hedged or projected against adverse movements
in interest rates (or other asset prices).

6. Impairment of Capital Rule

A legal constraint known as the impairment of
capital rule is designed to protect the firm’s cred-
itors. It stipulates that dividends cannot exceed the
amount of retained earnings listed on the balance
sheet. This ensures that the firm retains enough
capital to pay its legal obligations.

7. Implicit Agency Costs

[See also Agency costs]

8. Implicit Contract

It is a long term customer relationship between a
borrower and lender based upon reputation. This
kind of implicit contract is generally regarding
borrowing and repayment that extends beyond
the formal explicit legal contract.

9. Implicit Finite Difference Method

A method for valuing a derivative by solving the
underlying differential equation. The value of the
derivative at time ¢ + 6¢ is related to three values at
time ¢. For pricing a stock option, these three
values are M = number of stock price; N = num-
ber of time maturity; and AS = stock of price
intervals. For example, values 10, 5 and 3 are
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chosen for M, N, and AS. Thus the option price is
evaluated at $3 stock price intervals between $0
and $30 and at half-month time intervals through
the life of the option.

10. Implied Distribution

A distribution for a future asset price implied from
option prices.

11. Implied Forward Rate

The forward interest rate between t; and time
t, (t; < ty) that makes an investor indifferent
between, on the one hand, buying a bond maturing
at t,, and, on the other hand, buying a bond ma-
turing at t; and reinvesting the proceeds at this
forward interest rate.

12. Implied Repo Rate

The repo rate implied from the price of a Treasury
bill and a Treasury bill futures price.

13. Implied Tree

A tree describing the movements of an asset price
that is constructed to be consistent with observed
option prices.

14. Implied Variance (Implied Volatility)

That state of the art method in the market
today for estimating the volatility is the implied-
variance estimate. Implied variance can generally
be regarded as the market’s opinion about the
future variance of the stock. Originally proposed
by Latane and Rendleman (1976), the idea be-
hind the estimation of the implied variance is
to equate the Black-Scholes model price to
the current market price and solve iteratively
for the remaining unknown variance. No
closed-form solution is available to compute the
implied variance, so a numerical search pro-

cedure such as the Newton-Raphson search or
linear least-squares regression must be used.
Issues abound concerning the use of implied vari-
ance; the first of them is the weighting issue. If
the implied variance inherent in the market price
for each outstanding option on a stock (under-
lying asset) were calculated, there would be as
many estimates of the stock’s implied variance
as there are options. Disregarding the possibility
of market mispricings for the moment, a number
of other factors may also be able to help explain
the observed discrepancies.

1. Exercise price (amount in or out of the money)
differences

2. Time-to-maturity differences

3. Trading-volume differences among the individ-
ual options

4. Market conditions

15. Implied Volatility

The volatility for which the theoretical option price
(typically computed using the Black-Scholes for-
mula) equals the observed market price of the
option. In other words, the expected volatility in
return on an underlying asset or contract derived
from an option pricing model.

16. In The Money

The owner of a put or call is not obligated to carry
out the specified transaction but has the option of
doing so. If the transaction is carried out, it is said to
have been exercised. For example, if you hold a call
option on a stock that is currently trading at a price
higher than the exercise price, you may want to
exercise the option to purchase stock at the exercise
price and then immediately resell the stock at a
profit. This call option is said to be in the money.

17. Inception Profit

Profit created by selling a derivative for more than
its theoretical value.
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18. Income Beneficiary

One who receives income from a trust.

19. Income Bond

A bond on which the payment of income is con-
tingent on sufficient earnings. Income bonds are
commonly used during the reorganization of a
failed or failing business.

20. Income Fund

It provides liberal current income from invest-
ments. Income fund holds both equity and fixed-
income security in a relatively stable proportion.

21. Income Statement

The income statement is an accounting report that
summarizes the flow of a firm’s revenues and ex-
penses for a specific period. Unlike the balance
sheet, it represents flow instead of static informa-
tion. The income statement affects the balance
sheet when the period’s net income (or loss) less
any dividends, is added to (or subtracted from)
retained earnings on the balance sheet. The income
statement reports important information about the
results of operations and gives reasons for the
company’s profits or losses.

The income statement may be produced annu-
ally, quarterly, or monthly. Company management
uses monthly statements primarily for internal pur-
poses, such as estimating sales and profit targets,
controlling expenses, and monitoring the progress
of long-term targets. Quarterly and annual income
statements are especially useful to the firm’s share-
holders, creditors, and competitors. The top entry
of the income statement gives net sales revenue.
From this total, subsequent entries subtract ex-
penses, such as the cost of goods sold, selling and
administrative expenses, research expense, interest
expense, and income tax expense. This gives the
famous bottom line: net income.

Alternative accounting methods can also affect
the size of reported net income. The methods for

calculating depreciation, inventory value, and pen-
sion fund liabilities all influence the amount of
reported profits. For example, historical cost
accounting may understate the cost of goods sold;
in an inflationary environment, this can result in
an overstatement of sales, taxes, and net income.

Firms generally practice accrual accounting, rec-
ognizing revenues and matching corresponding ex-
penses at the time of sale. Unless the firm sells its
products only for cash, recognizing revenue does
not mean that a cash inflow has occurred; cash will
not flow into the firm until some time in the future,
when the customer makes a payment on an ac-
count. Similarly, matching expenses to revenue
distorts the perception of cash outflows. Firms
must pay for many matched expenses, including
raw materials production costs, and labor ex-
penses, before they sell the corresponding goods.
In addition, some income statement expense items
do not reflect cash outflows, for example depreci-
ation expense.

Thus, positive net income does not necessarily
mean that cash inflows exceed cash outflows; nei-
ther does a negative net income figure imply immi-
nent bankruptcy. The analyst needs a better tool
than an income statement to determine the cash
flows of a firm, which is the purpose of the state-
ment of cash flows. [See also Statement of cash
flows]

In sum, income statement is a financial report
that summarizes a firm’s performance over a spe-
cified time period.

22. Income-and-Growth Funds

It is one kind of mutual fund. Income-and-growth
funds are composed of a combination of common
stock and bonds. Whether the emphasis is on in-
come or growth determines what percentage of
bonds or common stock is in the portfolio.

23. Incremental After-Tax Operating Cash Flows

For a cost-saving project, it is usually easier to
estimate operating cash flows (OCF) by the tax
shield approach as:
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OCF =(S—O)(1 —T)+ T(Dep)
— Change in NWC,

where S = sales revenue, C = cost, T = tax rate,
Dep = depreciation, NWC = net working capital.

The incremental sales revenue is expected to be
zero for most cost-savings projects, including this
one. Operating cash flows depend upon the esti-
mated cost savings, the depreciation, the tax rate,
and changes in net working capital.

24. Incremental Cash Flows

The stand-alone principle requires the analyst to
examine the incremental cash flows that occur as a
result of the project. The cash flows are incremen-
tal in that they represent the differences between
the firm’s after-tax cash flows with the project and
its base case, or the after-tax cash flows without the
project. [See also Base case]

Estimating incremental after-tax cash flows for
a project requires a more thorough analysis than
just determining the expected change in cash flows
from the firm’s current condition.

In sum, incremental cash flows are differences
between the firm’s cash flows with and without a
project.

25. Indentures

All bonds will have indentures, which are contracts
or agreements between issuing corporations and
their bondholders. Such an agreement is super-
vised by a trustee who acts on the behalf of bond-
holders to ensure proper execution of the indenture
provisions by the corporation. If the issuer violates
indenture provisions, it is in default, and the
trustee must act to protect the bondholders’ inter-
ests.

26. Independent Bank

A bank operating in one locality that is not part of
a large multibank holding company or group of
banks.

27. Independent Projects

Projects are independent projects when acceptance
or rejection of any one alternative would have no
bearing on the acceptance or rejection of any
other. The firm could undertake any or all of a
group of independent projects, as long as each
accepted project was expected to increase share-
holder wealth.

28. Index Amortizing Swap

[See Indexed principal swap]

29. Index Arbitrage

An investment strategy that exploits divergences
between actual future prices and their theoretically
correct parity values to make a profit. [See also
Program trading]

30. Index Fund

A mutual fund holding shares in proportion to
their representation in a market index such as the
S&P 500.

31. Index Futures

A futures contract on a stock index or other index.

32. Index Model

A model of stock returns using a market index
such as the S&P 500 to represent common or sys-
tematic risk factors.

33. Index of Leading Indicators

[See Business cycle]

34. Index Option

A call or put option based on a stock market index.
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35. Index Rate

The rate that serves as a base rate when pricing
certain mortgages and variable rate loans.

36. Indexed Principal Swap

A swap where the principal declines over time. The
reduction in the principal on a payment date de-
pends on the level of interest rates. (The lower
the interest rate, the greater the reduction in the
principal).

37. Indifference Curve

A curve connecting all portfolios with the same
utility according to their means and standard devi-
ations.

38. Indirect Loan

Loan in which a retailer takes the credit applica-
tion and negotiates terms with the actual borrower.
The lender then purchases the loan from the re-
tailer under prearranged terms.

39. Indirect Quotes

Exchange rate quotations can easily cause confu-
sion. The market convention is to use indirect
quotes; that is, a statement of units of foreign
currency per US dollar (for example, DM 1.4736/
dollar). Thus, when economists expect the US dol-
lar ($) to strengthen against the yen (¥), they expect
the indirect quote (¥/$) of the exchange rate to rise,
so the US dollar will purchase more Japanese yen.
A weakening US dollar means the dollar will pur-
chase less yen, so the indirect quote will fall.

40. Individual Retirement Account

A retirement account available to individuals to
defer income taxes.

41. Industrial Revenue Bond (IRB)

A bond issued by a state government, local gov-
ernment, or political subdivision for the express

benefit of a business that will effectively use the
proceeds.

42. Inefficient Market

[See Efficient market]

43. Inflation

When the economy begins to expand too quickly,
demand from consumer and business spending
may outstrip supply, driving prices upward; this
is inflation. Although many argue that the Fed
can best control inflation by slowing the growth
of the money supply, others argue for lower levels
of government spending and/or higher taxes to
reduce aggregate spending in an overheated econ-
omy. In the case of economic recessions, some
economists favor fiscal policies in the form of
higher government spending or lower taxes in
order to stimulate demand forces.

Differences in inflation rates between countries
will lead to changes in the spot exchange rate over
time. Countries with higher inflation rates will face
depreciation, or increasing weakness, in their cur-
rencies over time.

44. Inflation Differential Risk

Inflation differential risk is the second added di-
mension of international diversification. Suppose
an investor in the US has a security in England
whose return is fixed in terms of the pound. As-
suming that there is no inflation in the US but that
the inflation rate in England is uncertain. The
dollar value of the investment at the end of the
period is uncertain and hence risky.

45. Inflation-Escalator Clause

A clause in a contract providing for increases
or decreases in inflation based on fluctuations
in the cost of living, production costs, and so
forth.
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46. Information Asymmetry

A type of transaction costs relates to the cost of
information. Management’s inside information
is not freely disseminated. If management were
to share its secrets and competitive plans with
The Wall Street Journal or disclose them in mail-
ings to shareholders, that information would
quickly arrive in the offices of the firm’s competi-
tors.

Because of this information gap or information
asymmetry between management and the public
financial markets, the firm may need to raise
money to take advantage of a competitive oppor-
tunity at a time when management feels that the
firm’s stock is underpriced. If raising equity is not
an attractive option because of a low stock price
and the firm’s debt ratios already are high or are
nearing the limits set by covenants in prior bond
issues, the firm may miss the investment opportun-
ity. Therefore, firms may avoid issuing excessive
amounts of debt in order to maintain financing
flexibility in the form of some degree of excess or
unused debt capacity. In this way, the firm can
maintain its ability to finance good capital budget-
ing projects by borrowing. This gives the firm an-
other reason not to over-leverage itself; in fact, the
firm may try to keep its debt ratio slightly below
the optimal ratio in order to ensure that funds will
be available if they are needed.

47. Information-Content Effect

Payment of a dividend conveys a signal to the
market place. In other words, each divided pay-
ment or change in the dividend carries information
to investors about the company. In sum, the rise or
fall of stock price following the dividend signals is
called information-content effect.

48. In-House Processing Float

Refers to the time it takes the receiver of a check to
process the payment and deposit it in a bank for
collection.

49. Initial Margin

The cash required from a futures trader at the time
of the trade.

50. Initial Outlay

The first cash flow estimate is the initial investment
in the project. For projects that require designing
or modifying equipment and buildings, engineer-
ing estimates may be available. Engineers can
examine preliminary designs or architectural
sketches and estimate the quantities of various
materials needed. Estimates of purchases, trans-
portation costs, and construction expenses can be
developed based on current market prices.

Another means of estimating the acquisition or
construction cost of a project is to solicit bids from
various construction or equipment manufacturers
based upon a preliminary set of design specifica-
tions. An approximate cost can be determined
through discussions with bidding firms. If the
firm is large enough that it has an in-house engin-
eering or real estate acquisition staff, this expertise
also can be tapped to estimate relevant costs.

The expense of developing cost estimates is a
sunk cost. That money is spent and gone whether
or not the proposed project is accepted; it should
not be included in the project’s cash flow estimates.
However, the initial outlay estimate must consider
opportunity costs if the project will use property or
equipment presently owned by the firm.

The investment cost estimate may have to be
adjusted if the project involves replacing one asset
with another, presumably newer and more cost-
efficient model. If the old asset is going to be
sold, the investment outlay must be reduced by
the after-tax proceeds from the sale of the old
asset.

Finally, even though a project’s initial outlay
may directly involve property and equipment
(investing cash flows), it also may have implica-
tions for net working capital (operating cash
flows). For example, if a project affects the firm’s
production process, inventory levels may change.
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New raw materials needs may affect accounts pay-
able. These kinds of expected changes in net work-
ing capital must be included as part of the initial
outlay.

51. Initial Public Offering

Raising capital privately may fail to raise the ne-
cessary funds or the cost of raising funds privately
may be too high. When this happens, the firm
may choose to go public in an initial public offer-
ing (IPO). That is, the firm may sell shares of
stock to the general public and allow the shares
to trade freely between investors. Many entrepre-
neurs dream fondly of their firms someday becom-
ing public corporations in this way. [See also
Going public] IPO is also called an unseasoned
new issue.

52. Input List

List of parameters such as expected returns, vari-
ances, and covariances necessary to determine the
optimal risky portfolio.

53. Inside Information

Nonpublic knowledge about a corporation pos-
sessed by corporate officers, major owners, or
other individuals, with privileged access to infor-
mation about a firm.

54. Insider Trading

Some managers may try to use their privileged
access to private information about the firm for
their own personal gain. By buying shares of stock
before good news is announced and selling it prior
to the release of bad news, insider trading allows
them to profit inordinately as compared to the
market as a whole. Such actions are illegal in the
US, but it is sometimes difficult to prove that an
executive’s stock purchases or sales were caused by
his or her access to private information.

55. Insolvency

Insolvency means that the firm does not have suf-
ficient cash inflows to meet all of its cash outflows.

Although all businesses expect to succeed, many
do not. Various financial indications of serious dif-
ficulty often are apparent. Cash shortages may cause
illiquidity, borrowing may increase, accounts may
be overdrawn, and maintenance of plant and equip-
ment may be delayed. Careful observation of either
profit or cash receipt and disbursement trends may
signal pending financial troubles. However, fre-
quently occurring illiquidity can make the difficulty
so acute that the problem can no longer be ignored.

Cash flow problems can create either technical or
legal insolvency. [See also Technical insolvency and
Legal insolvency]

A firm that finds itself in financial distress due
to a state of insolvency or failure to satisfy a bond
indenture has several alternatives:

1. Do nothing, but hope something will come
along to save the situation.

2. Attempt to sell out. The firm can try to find a
buyer, but buyers of troubled firms may be
few. Even if one can be found, the seller fre-
quently feels fortunate to walk away with any
portion of the original equity.

3. Seek adjustments with creditors outside the ju-
dicial process, commonly called a workout.
Some arrangements between the firm and its
creditors may permit it to keep operating with
the hope that it can work its way out of trouble.
Such adjustments usually take the form of ex-
tensions of repayment schedules and/or com-
positions of credit.

4. Seek court relief in bankruptcy proceeding in
the form of a reorganization or liquidation.

5. Assign assets to a third party for liquidation.
6. Liquidate.

56. Insolvent

The financial position of a firm whose market
value of stockholders’ equity is less than or equal
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to zero. A firm is technically insolvent when the
book value of stock holders’ equity is less than or
equal to zero.

57. Installment Loan

A loan that is payable in periodic, partial install-
ments.

58. Instantaneous Forward Rate

Forward rate for a very short period of time in the
future.

59. Instruments

Financial securities, such as (i) money market in-
struments (e.g., commercial paper) or (ii) capital
market instruments (e.g., stocks and bonds).

60. Insurance Principle (the Law Of Averages)

The average outcome for many independent trials
of an experiment will approach the expected value
of the experiment.

61. Interbank Loan

Credit extended from one bank to another.

62. Interest Coverage Ratio

Earnings before interest and taxes divided by inter-
est expense. Used to measure a firm’s ability to pay
interest. [See also Capital structure ratios]

63. Interest on Interest

Interest earned on reinvestment of each interest
payment on money invested.

64. Interest Rate Cap

An option that provides a payoff when a specified
interest rate is above a certain level. The interest
rate is a floating rate that is reset periodically. The

interest rate cap pays the difference between the
realized interest rate in a period the interest cap rate.

65. Interest Rate Collar

A combination of an interest rate cap and an inter-
est rate floor. The purchase of an interest rate
collar is actually the simultaneous purchase of an
interest rate cap and sale of an interest rate floor
on the same index for the same maturity and no-
tional principal amount.

66. Interest Rate Derivative

A derivative whose payoffs are dependent on fu-
ture interest rate.

67. Interest Rate Floor

An option that provides a payoff when an interest
rate is below a certain level. The interest rate is a
floating rate that is reset periodically.

68. Interest Rate Option

An option where the payoff is dependent on the
level of interest rates.

69. Interest Rate Parity

Under interest rate parity, investors are indifferent
between investing at home or abroad as far as
expected return is concerned; any existing nominal
risk-free interest rate disparity is offset by spot
and forward exchange rate differentials. When
interest rate parity exists, the following relation-
ship is true:

S() X (1 + RFC)/FI = (1 + RUS)-

The left-hand side of the equation reflects the
return from converting dollars at the spot rate (.Sp),
investing them at the foreign rate (1 + Rp¢), and
then converting the currency back into dollars at
the forward rate (F;). The right-hand side reflects
the return from investing the dollars in the US.
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70. Interest Rate Risk

The general level of interest rates in an economy
does not remain fixed; it fluctuates. For example,
interest rates will change in response to changes in
investors’ expectations about future inflation rates.
From the “‘seesaw effect,” a rise in interest rates
renders the fixed coupon interest payments on a
bond less attractive, lowering its price. [See also
Seesaw effect] Therefore, bondholders are subject
to the risk of capital loss from such interest rate
changes should the bonds have to be sold prior to
maturity.

A longer term to maturity, all else being equal,
increases the sensitivity of a bond’s price to a given
change in interest rates, as the discount rate change
compounds over a longer time period. Similarly, a
lower coupon rate also increase the sensitivity of
the bond’s price to market interest rate changes.
This occurs since lower coupon bonds have most
of their cash flow occurring further into the future,
when the par value is paid.

Because of interest rate risk, investors will de-
mand a larger risk premium for a bond whose price
is especially sensitive to market interest rate
changes. Hence, we would expect higher yields to
maturity for long-term bonds with low coupon
rates than for short-term bonds with high coupon
rates.

71. Interest Rate Swap

An interest rate swap is a financial transaction in
which two borrowers exchange interest payments
on a particular amount of principal with a speci-
fied maturity. The swap enables each party to alter
the characteristics of the periodic interest pay-
ments that it makes or receives.

The exchange might involve swapping a fixed-
rate payment for a variable payment or the pay-
ment of one type of floating rate for another. All
swaps trade only interest payments made on
underlying note values; no principal payments
need to change hands with a simple interest rate
swap.

The two primary parties to the swap are called
counterparties. Usually, although not always, a
financial institution serves as an intermediary be-
tween the counterparties. In the typical interest
rate swap, the counterparty with the fixed-rate
debt pays a premium over the rate the other coun-
terparty initially paid on its variable-rate debt.
This premium is based upon factors such as the
terms of the swap, the creditworthiness of the
counterparties, and the conditions in the market
for fixed-rate and variable-rate debt.

It is unusual for two companies to arrange an
interest rate swap themselves. In most cases, inter-
mediaries act as brokers, dealers, or principals to
the transaction. As a broker or dealer, the inter-
mediary serves to bring the counterparties together
and collect an arrangement fee. However, in most
swaps, the intermediary acts as a principal to both
counterparties, assuming the credit risk in the
event that one counterparty defaults. When the
intermediary acts as the principal to a swap, its
compensation is in the form of an arrangement
fee and/or the spread between the terms of the
two counterparties.

72. Interest Rates

The level and trend of interest rates play major
roles in both financing and the investment de-
cisions made my firms. Changes in interest rates
may result in changes in a firm’s bond and stock
price as well as in the rates charged the firm by
banks and other lenders. Such changes may affect
the cost of financing enough to make an appar-
ently profitably project turn unprofitable, or
vice versa. The difference between long-term
and short-term interest rates may influence a
firm’s decision to issue bonds or seek short-term
financing.

Interest rates are the price of money. A bor-
rower uses funds today, promising to repay them
over time from future income. A saver forgoes
current spending in order to store currency income
in the expectation of earning a return that will
increase the value of those savings over time.
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Thus, interest rates reflect the cost of moving in-
come across time.

As with any price, interest rates rise and fall
because of changes over time in demand and sup-
ply; in this case, the demand and supply of capital.
There is not just one interest rate; there are a
myriad of interest rates and therefore, expected
investment returns—from rates on short-term cer-
tificates of deposit at the bank, to rates offered on
bonds issued by multinational corporations, to
expected stock markets returns. Interest rates or
expected returns on these investments differ be-
cause of risk difference between them.

73. Interest Subsidy

A firm’s deduction of the interest payments on its
debt from its earnings before it calculates its tax
bill under current tax law.

74. Intermarket Spread Swap

Switching from one segment of the bond market to
another (for example from Treasuries to corpor-
ates).

75. Internal Audit

Routine examination of a bank’s accounting re-
cords.

76. Internal Financing

Net income plus depreciation minus dividends, in-
ternal financing comes from internally generated
cash flow such as retained earnings.

77. Internal Growth Rate

The internal growth rate measures how quickly a
firm can increase its asset base over the next year
without raising outside funds. It does not measure
divisional growth or break down total growth into
domestic or international components. More

detailed analysis must be done to estimate the
forces that determine growth rates. The internal
growth rate gives a general, companywide value.

The internal growth rate is equal to the ratio of
the expected increase in retained earnings (ARFE)
over the next year to the current total asset base
(TAy) as:

ARE
TAy

This also can be written as:

(RR)(ROA)
1 — (RR)(ROA)’

Internal growth rate =

RR is the firm’s retention rate, and ROA isitsreturn
on assets. The internal growth rate divides the prod-
uct of these values by one minus this product.

Most managers plan and think in terms of sales
dollars rather than asset size, so it may help to
relate the internal growth rate to sales growth.

We can roughly estimate a sales growth rate by
recalling the total asset turnover ratio, which
equals sales divided by total assets. If management
can assume that this ratio will remain constant into
the foreseeable future, the growth in sales will
equal the internal growth rate.

The internal growth rate makes the restrictive
assumption that the firm will pursue no outside
sources of financing. Should the firm grow at its
internal growth rate, its retained earnings account
will continually rise (assuming profitable sales),
while its dollar amount of debt outstanding will
remain constant. Thus, the firm’s debt-to-equity
ratio declines over time, until debt falls below its
correct proportion in management’s ideal financing
mix.

78. Internal Rate of Return

The internal rate of return (IRR) is a discounted
cash flow concept and represents the discount rate
at which the present value of a project’s cash flows
equal the project’s cost. This implies that the IRR
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of a project is the discount rate that sets the pro-
ject’s net present value (NPV) to zero. The internal
rate of return can be found by solving for IRR in
the following present value relationship as:

N
CF,
NPY = L . _1=0
;(HIRR)’ :

where I = initial outlay; CF; = cash flow in period
t; and N = number of periods of project.

If a project has a positive NPV when its cash
flows are discounted at the required return, the
project’s IRR will exceed this required return.
Graphically, for any required rate of return below
the IRR, the net present value of the project is
positive. For any required rate of return greater
than the IRR, the NPV is negative.

Thus, the IRR technique has a clearly defined
and objective decision rule: accept all projects with
IRRs that exceed their minimum required rate of
return since those projects will increase share-
holder wealth. If the IRR is less than the required
return, then the project should be rejected, as it will
reduce shareholder wealth. Both the NPV and IRR
methods will always agree as to whether a project
will increase or decrease shareholder wealth. Al-
though the IRR and NPV are related, the meaning
of the IRR is more complex than that of the
NPV.

Unlike NPV, IRR does not measure the absolute
dollar amount by which a project will change
sharecholder wealth. The IRR tells us nothing
about the size of the change in shareholder wealth.
Thus, we can say that IRR is a relative, not an
absolute, measure of project attractiveness — one
project’s IRR may be higher, while its NPV is
lower, than that of another project.

Thus, IRR satisfies only three of the four capital
selections. It considers all cash flows, incorporates
the time value of money, and it has an objective
decision criterion. But it does not measure the size
of the project’s impact on shareholder wealth. [See
also Appendix C for the timing problem of the IRR
Method]

79. International Capital Asset Pricing Model

It is being use to test whether assets are best
regarded as being traded in segmented (national)
or integrated (international) markets, found some
evidence that markets are integrated. It can be
state as:

E(R)) = Ry + B',; [E(Ry) — Ry],

where E(R{:) = expected rate of return on ith secur-
ity (or portfolio) in country j; Ry = the risk-free rate
of interest; and E(R,,) = expected rate or return on
the world market portfolio;

-{w. = (p;,0iow) /a2, or the correlation coeffi-
cient between the rate of return on security i in
country j and the world market, times the standard
deviation of security i, times the standard deviation
of the world market, divided by the variance of the
world market portfolio. It is also the International
system risk of country j.

80. International Fisher Effect

The International Fisher effect shows a) the rela-
tionship between the expected exchange rate
change and the inflation rate differential, and b)
the relationship between the inflation rate differen-
tial and the interest rate differential. The equation
is as follows:

E(S)) 1+hre 1+ Rpc
So  1+hys 1+Rys’

where Sy and E(S)) are the current spot exchange
rate and expected spot rate one year in the future,
respectively. Rys and Rpec are nominal interest
rates in US and foreign country, respectively. Fi-
nally, hys and hpe are inflation rates for US and
foreign country respectively.

If the expected future spot rate, E(S}), is equal
to the forward rate, F;, then the equation reduces
to the interest rate parity relationship:

(I + Rgrc)

Fi=8—.
T+ Rys)
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81. International Monetary Market (IMM)

A division of Chicago mercantile exchange. The
Eurodollar futures contracts and associated option
are traded at IMM.

82. International System Risk

[See also International asset pricing model]

83. Intertemporal Capital Asset Pricing Model

Allowing the investment opportunity set change
over time, Merton (1973) develops the intertem-
poral capital asset pricing model, which introduces
a hedge portfolio function into the model.

84. In-the-Money-Option

Either (a) a call option where the asset price is
greater than the strike price or (b) a put option
where the asset price is less than the strike price.

85. Intrinsic Value

For a call option, this is the greater of the excess of
the asset price over the strike price and zero. For a
put option, it is the greater of the excess of the
strike price over the asset price and zero.

86. Intrinsic Value of an Option

Stock price minus exercise price, or the profit that
could be attained by immediate exercise of an in-the-
money option.

87. Inventory

A current asset, composed of raw materials to be
used in production, work in process, and finished
goods.

88. Inventory Conversion Period

The inventory conversion period is defined as
inventory divided by cost of goods sold per day as:

Inventory conversion period

B Inventory
~ Cost of goods sold/365 days’

89. Inventory Loan

A secured short-term loan to purchase inventory.
The three basic forms are blanket inventory lien, a
trust receipt, and field warehouse financing.

90. Inventory Turnover Ratio

Ratio of annual sales to average inventory that
measures how quickly inventory is produced and
sold. [See Asset management ratios|

91. Inverted Market

A market where futures prices decrease with ma-
turity.

92. Inverted Yield Curve

Yield curve with long-term rates below short-term
rates.

93. Investable Balances

Ledge balances minus float minus required re-
serves against associated deposit balances.

94. Investment Asset

An asset held by at least some individuals for
investment purposes.

95. Investment Bankers

Financial intermediaries who perform a variety of
services, including aiding in the sale of securities,
facilitating mergers and other corporate reorgan-
izations, acting as brokers to both individual and
institutional clients, and trading for their own ac-
counts.
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96. Investment Banking

Activity involving securities underwriting, making
a market in securities, and arranging mergers and
acquisitions.

97. Investment Company

Firm managing funds for investors. An investment
company may manage several mutual funds.

98. Investment Grade Bond

Debt that is rated BBB and above by Standard &
Poor’s or Baa and above by Moody’s. Alterna-
tively, it is lower-rated bonds are classified as
speculative-grade or junk bonds.

99. Investment of Different Life

[See Equivalent annual cost and Appendix D]

100. Investment Opportunity Schedule

An investment opportunity schedule (IOS)is a chart
or graph that relates the internal rate of return on
individual projects to cumulative capital spending.
To set up an investment opportunity schedule, the
analyst first computes each project’s internal rate of
return (or modified internal rate of return). If mu-
tually exclusive projects are part of the analysis, only
the highest ranked projects go on to the next step.

After computing the individual modified in-
ternal rules of return (MIRR), the projects are
ranked from highest to lowest by MIRR, keeping
a tally of cumulative project spending.

101. Investment Portfolio

Set of securities chosen by an investor.

102. Investment Quality Bonds

Investment quality bonds have ratings of BBB by
Standard & Poor’s (or Baa by Moody’s) or higher.

They are called investment quality as some institu-
tional investors, such as pension funds and insur-
ance companies, restrict themselves to investing
only in these low-default risk issues.

103. Investment Trigger Price

The price of an investment project (or the price of
the good to be produced) at which it is optimal to
invest in the project.

104. Investments

An area within finance is the study of investments.
Students of investments learn how to analyze the
investor’s stake in stocks, bonds, and other financial
instruments. This analysis focuses on evaluating the
cash flow from such financial assets to decide
whether they represent attractive investments.
As in the other fields of finance, the analyst
also must plan how to manage the assets in an
investment portfolio to meet future liabilities (such
as college tuition, a new car or house, or retirement
income).

105. Invoice
Bill written by a seller of goods or services and
submitted to the purchaser.

106. Invoicing Float

[See also Float]

107. 10

Interest Only. A mortgage-backed security where
the holder receives only interest cash flows on the
underlying mortgage pool.

108. Irrelevance Result

The Miller and Modigliani (1958) theorem that a
firm’s capital structure is irrelevant to the firm’s
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value when there are no taxes and other assumptions
hold.

109. Irrevocable Letter of Credit

International trade often requires banker’s ac-
ceptances, as well as even more formal arrange-
ments. An exporter that requires even greater
certainty of payment may request an irrevocable
letter of credit. In this arrangement, the cus-
tomer’s bank sends the exporter a letter stating
that it has established a line of credit for
the customer with a particular US bank. The
exporter then can collect payment from the US
bank before making the delivery. The US bank
forwards the appropriate documents to the cus-
tomer’s bank to receive reimbursement.

110. ISDA (Institutional Swap Dealers
Association)

A committee sponsored by this organization was
instrumental in drafting an industry standard
under which securities dealers would trade
swaps. Including in this draft of a master
agreement by which institutions outlined their
rights to net multiple offsetting exposures which
they might have to counterparty at the time in
credit quality.

111. Iso-Expected Return Line

Line, drawn on a mapping of portfolio weights,
which shows the combinations of weights all of
which provide for a particular portfolio rate of re-
turn.

112. Iso-Variance Ellipse

Ellipse, drawn on a mapping of portfolio weights,
which shows the combinations of weights all of
which provide for a particular portfolio variance.

113. Issuer Exposure

The credit risk to the issuer of traded instruments
(typically a bond, but also swaps, foreign exchange,
etc.) Labeling credit spread volatility as either mar-
ket or credit risk is a question of semantics. Credit-
Metrics addresses market price volatility as it is
caused by changes in credit quality. [See also Cred-
itMetrics]

114. 1t6 Process

A stochastic process where the change in a variable
during each short period of time of length &¢ has
normal distribution. The mean and variance of the
distribution are proportional to 8¢ and are not
necessarily constant. [See also Random Equation]



1. January Effect

Market anomaly whereby stock prices throughout
most the world have a propensity to rise sharply
during the initial part of the month of January.

2. Jensen’s Inequality

If x is a random variable and f{x) is convex, Jen-
sen’s inequality states that E[f(x)] = f[E(x)]. The
inequality is reversed if f{x) is concave.

3. Jensen’s Measure

The alpha of an investment. It can be defined as:
JM = (R; — Ry) — B;| Ry — Ry],

where R, is an average rate of returns for ith asset or
portfolio; Ry = risk-free return; R,, = average mar-
ket rates of return; and f3; is the beta coefficient for
the ith asset.

4. Johnson Hedge Model

Developed within the framework of modern port-
folio theory. The Johnson hedge model (Johnson,
1960) retains the traditional objective of risk
minimization but defines risk as the variance of
return on a two-asset hedge portfolio. As in the
two-parameter world of Markowitz’s (1959), the
hedger is assumed to be infinitely risk averse (that
is, the investor desires zero variance). Moreover,
with portfolio optimization, the risk-minimization
objective defined as the variance of return on the
combined spot and futures position, the Johnson
hedge ratio is expressed in terms of expectations
of variance and covariances for price changes in

the spot and futures markets. The Johnson hedge
model can be expressed in regression from as:

AS;ZO(—}—HAF,—I—@,,

where AS; = change in the spot price at time z;
AF, = change in the futures price at time #; @ =
constant; H = hedge ratio; and e, = residual term
at time ¢.

5. Joint Probabilities

In credit risk analysis, stand-alone obligors have
some likelihood of each possible credit quality mi-
gration. Between two obligors there is some likeli-
hood of each possible joint credit quality
migration. The probabilities are commonly influ-
ences by the correlation between the two obligors.

6. Joint Venture

A joint venture is a partial business combination.
Two or more entities form a new corporation or
partnership in order to jointly pursue a business
venture. This provides an opportunity to combine
resources in optimal proportions rather than in
the fixed portfolio proportions dictated by a
merger or a tender offer. The participants are
partners rather than acquirer and target, and thus
the formation of a joint venture does not cast
one party as the aggressor, as in a merger or ac-
quisition.

Common reasons for joint venture formation
include facilitating technological transfer and
developing market structures. International diver-
sification also can give rise to joint ventures be-
cause some countries require local investment from
any firm operating within their borders; others
exempt firms with local participation from govern-
ment regulations.

Joint ventures also can be used for undertaking
certain massive projects. The development of
Prudhoe Bay, Alaska, is one such example of a
project joint venture.
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7. Judgment

Legal ruling regarding the final payment of a
court-determined transfer of assets.

8. Judgmental Credit Analysis

Subjective assessment of a borrower’s ability and
willingness to repay debts.

9. Jumbos

Jumbos are negotiable certificates of deposits
(CDs) by thrifts which are large-denomination
($100,000 or greater) time deposits with a min-
imum maturity of 7 days.

10. Jump-Diffusion Model

A process for an asset price in which the asset most
of the time follows an Itd process but can also
jump discretely, with occurrence of the jump con-
trolled by a Poisson process.

11. Junior Liens

[See Second mortgages]

12. Junk Bonds

Noninvestment quality bonds are called junk
bonds or high-yield bonds to reflect their higher
risk and higher expected returns.



1. Kappa

Another name for vega. [See also Vega]

2. Keogh Plan

A pension plan for the self-employed which allows
them to make contributions and defer taxes until
the funds are withdrawn.

3. Key-Person Insurance

Most banks require key-person insurance on the
principal officers of the borrowing company to
protect their loans. Because the repayment of a
loan usually depends upon the managers of the
firm running the company profitability, the death
or disability of a key manager could jeopardize the
safety of the loan. To avoid this uncertainty, the
borrower buys a term insurance policy on the life
of the key manager for the value of the loan. If he
or she should die, the proceeds of the policy would
be paid to the bank in settlement of the loan. Key-
person insurance is useful in sole proprietorships as
well as corporations.

4. Kite

Writing checks against uncollected deposits in
the process of clearing through the banking
system.

5. Knock-in Option

An option in which there can only be a final payoff
if, during a specified period of time, the price of the
underlying asset has reached a specified level. This
is one of the barrier options; it is attractive to some
market participants because they are less expensive
than the regular options.

6. Knock-out Option

An option in which there can only be a final payoff
if, during a specified period of time, the price of the
underlying asset has not reached a specified level.
This is one of the barrier options; it is attractive to
some market participants because they are less
expensive than the regular options.

7. Kolmogorov Backward Equation

A partial differential equation that is related to the
Black-Scholes equation and that is satisfied by
probability distributions for the underlying asset.

8. Kurtosis

Characterizes relative peakedness or flatness of a
given distribution compared to a normal distribu-
tion. It is the fourth moment of a distribution.
Since the unconditional normal distribution has a
kurtosis of 3, excess kurtosis is defined as K,_3.
Sample kurtosis can be defined as:

Kes=Y (X;-X)*/n-3.
i=1

K, 3 can either be equal to, larger than, or smaller
than 0. [See also Leptokurtosis]



1. Ladder Option

If the barrier L > K is reached over the life of the
option, a ladder option at expiration pays max (0,
L — K, S; — K). If the barrier is not reached, the
option pays max (0, S; — K).

Ladder options are ‘“more path-dependent”
than barrier options. Normally, there are several
prespecified ladders or rungs in a ladder option.
Whenever the underlying asset price reaches a pre-
specified higher level in a series of prespecified
rungs, the intrinsic value of the option is locked.
[See also Barrier Option]

2. Ladder Strategy

When investing bonds, allocating roughly equiva-
lent amounts (portions) to different maturities.

3. Lagged Reserve Accounting

System of reserve requirements based on deposits
outstanding prior to the reserve maintenance
period.

4. Lagging Indicators

[See Business cycle]

5. Lambda

Another name for vega. [See Vegal

6. Lattice

A binomial tree in which an up move followed by a
down move leads to the same price as a down move
followed by an up move. Also called a recombining
binomial tree.

7. Law of One Price (LOP)

A commodity will cost the same regardless of what
currency is used to purchase it. The LOP is also the
guiding principle behind the Miller & Modigliani
arbitrage argument.

8. LBO

[See Leveraged buyout]

9. Leading Economic Indicators

Economic series that tend to risk or fall in advance
of the rest of the economy. [See also Business cycle]

10. Leakage

Release of information to some persons before
official public announcement.

11. LEAPS

Long-term Equity Anticipation Securities. These
are relatively long term options on individual stocks
or stock indices.

12. Lease

A contractual arrangement to grant the use of
specific fixed assets for a specified time in exchange
for payment, usually in the form of rent. An oper-
ating lease is generally a short-term cancelable ar-
rangement, whereas a financial, or capital, lease is
a long-term non-cancelable agreement.

13. Lease Rate

The annualized payment required to borrow an
asset, or equivalently, the annualized payment re-
ceived in exchange for lending an asset.

14. Ledger Balances

Dollar value of deposit balances appearing on a
bank’s books.
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15. Ledger Cash

A firm’s cash balance as reported in its financial
statements. Also called book cash.

16. Legal Insolvency

Legal insolvency is a more serious financial problem
than technical insolvency. [See also Technical insolv-
ency] Legal insolvency exists when a firm’s recorded
assets amount to less than its recorded liabilities.
This condition arises when successive losses create a
deficit in the owners’ equity account, rendering it
incapable of supporting the firm’s legal liabilities.
The firm may be legally insolvent even when it is
liquid and has plenty of cash to pay its current bills.
Outsiders may not be aware of the insolvency as
long as the liquidity of the firm enables it to meet
its cash obligations. A protracted period of legal
insolvency usually leads to bankruptcy.

17. Legal Lending Limit

The maximum amount that can be loaned to any
one borrower or any group or related borrowers.

18. Lender Liability

Circumstances in which the courts have found lend-
ers liable to their borrowers for fraud, deception,
breached fiduciary activities, broken promises, and
good faith negotiations.

19. Lending Portfolio

Investors invest in both market portfolio and risk-
free asset. When they invest in risk-free asset, it
means that they lend money to somebody else.
Therefore, this kind of portfolio is called lending
portfolio.

20. Leptokurtosis (Fat Tails)

The property of a statistical distribution to have
more occurrences far away from the mean than

would be predicted by a normal distribution. Since
a normal distribution has a kurtosis measure of 3,
excess kurtosis (K) is defined as K, > 3.

A credit portfolio distribution will typically be
leptokurtotic given positive obligor correlations or
coarse granularity in the size/number of exposures.
This means that a downside confidence interval
will be further away from the mean than would
be expected given the standard deviation and skew-
ness. [See also Kurtosis]

21. Lessee

One that receives the use of assets under a lease.
A long term capital or financial lease obligates
the lessee to make a series of fixed payments over
time.

22. Lessor

One that conveys the use of assets under a lease. If
the lessee fails to make payments as scheduled, the
lessor, or the owner, can take possession of the
leased asset.

23. Letter of Comment

A communication to the firm from the Securities
and Exchange Commission that suggests changes
to a registration statement. After the changes are
made, the 20-day waiting period starts anew.

24. Letter of Credit

Time drafts increase the risk involved in foreign
trade. To minimize this risk, an exporter may re-
quire the buyer to obtain a letter of credit (L/C)
from a specified bank. Sometimes, buyers seek
letters of credit themselves to obtain more favor-
able treatment by exporters. A letter of credit is a
guarantee by the buyer’s bank to honor the seller’s
drafts that are drawn on the bank, provided that
the drafts comply with the terms specified in the
letter of credit and are accompanied by the neces-
sary documents.
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A letter of credit affects a trade transaction in the
following way. First, the buyer asks the bank to
create the letter of credit in favor of the seller.
Second, the bank creates the letter of credit and
informs its foreign correspondent bank in the
seller’s country that it has done so. The correspond-
ent bank in the seller’s country then notifies the
seller about the credit. Next, the seller ships the
goods to the buyer and receives a bill of lading (B/
L) from the shipper. [See also Bill of lading] Finally,
the buyer sends the bill of lading to the shipper and
receives the merchandise in return.

A letter of credit provides three important bene-
fits to an importer:

1. An importer is safer if it deposits required pre-
payments with its own bank rather than with
the seller in a foreign country. If the seller fails
to ship the goods, it is relatively easy for the
buyer to recover the deposit from its own bank.

2. If no prepayment is required, the buyer still
can finance the purchase through its own bank
at a relatively low cost.

3. The buyer can bargain for a lower price and
better terms from the seller because it has sub-
stituted the bank’s credit for its own. Since
buyers who obtain letters of credit have elim-
inated most of the risk for the seller, they are
justified in asking for lower prices and better
terms.

A letter of credit also offers substantial advan-
tages to the exporter. The exporter receives payment
immediately after shipping the merchandise if the
letter of credit specifies a sight draft. If the letter of
credit calls for a time draft, the exporter receives a
note from the bank (a banker’s acceptance) rather
than a note from the buyer; this bank note is virtu-
ally risk-free. [See also Banker’s acceptance] An-
other advantage to a letter of credit comes from a
reduction of the seller’s risk of foreign exchange rate
fluctuations due to the quick payment schedule.

There are three different types of letters of credit.
(a) A financial letter of credit (also termed as stand-
by letter of credit) is used to assure access to funding

without the immediate need for funds and is trig-
gered at the obligor’s discretion. (b) A project letter
of credit is secured by a specific asset or project
income. (¢) A trade letter of credit is typically trig-
gered by a non-credit related (an infrequent) event.
Item (c) is the above-mentioned trade L/C.

25. Level-Coupon Bond

Bond with a stream of coupon payments that are
the same throughout the life the bond. The coupon
payments are equal to coupon rate times face value
of a bond.

26. Leverage Ratio

Ratio of debt to total capitalization of a firm. [See
also Capital structure ratios]

27. Leveraged Buyout

A method of business combination is the leveraged
buyout (LBO). In a leveraged buyout, the buyers
borrow a major proportion of the purchase price,
pledging the purchased assets as collateral for the
loan. The buyers may be an outside group of in-
vestors, another company, or the manager of the
firm or division that is being sold. Typically, the
leverage arises from the payment of the purchase
price to the seller (or alternatively, to a lender)
using some of the actual earnings of the acquired
firm. Once the assets are purchased, the cash flow
from their operations is used to pay the principal
and interest of the loan. In some cases, an LBO can
be used to take a firm out of public ownership and
into private ownership, in a technique called going
private. Any kind of LBO can create an agency
problem between the firm’s mangers and public
shareholders, in that the managers usually have
more and better information about the value of
the firm than do the shareholders.

The LBO or merger method usually requires the
target firm be either cash-rich (generate an abun-
dant cash flow) or sell for less than the separate
value of its assets. Additionally, forecasts of future
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cash flows for the target firm are necessary to
estimate the riskiness of the deal over time.

28. Leveraged Equity

Stock in a firm that relies on financial leverage.
Holders of leveraged equity face the benefits and
cost of using debt. The required rates of return for
a leveraged equity is higher than those of un-lever-
aged equity. [See Modigliani and Miller (M&M)
proposition II]

29. Leveraged Lease

In a leveraged lease, the lessor borrows money to
purchase the asset and the leases out the asset. It is
a tax-oriented leasing arrangement that involves
one or more third-party lenders. This type of
lease is often used in situations while large capital
outlay is necessary for the purchase of assets.

30. Liabilities

Debts of the firm in the form of financial claims on
a firm’s assets. It can be classified as current liabil-
ity and long-term liability.

31. Liability Management Theory

A theory that focuses in banks issuing liabilities to
meet liquidity needs. Liquidity and liability man-
agement are closely related. One aspect of liquidity
risk control is the buildup of a prudential level of
liquid assets. Another aspect is the management of
the Deposit institution’s (DI) liability structure to
reduce the need for large amounts of liquid assets
to meet liability withdrawals. However, excessive
use of purchased funds in the liability structure can
result in a liquidity crisis if investors lose confi-
dence in the DI and refuse to roll over such funds.

32. Liability Sensitive

A bank is classified as liability sensitive if its GAP
is negative.

33. LIBID

London Interbank Bid Rate. The rate bid by banks
on Eurocurrency deposits (i.e., the rate at which a
bank is willing to lend to other banks).

34. LIBOR

London Interbank Offer Rate. A measure of the
borrowing rate for large international banks. The
British Banker’s Association determines LIBOR
daily for different currencies by surveying at least
eight banks, asking at what rate they could bor-
row, dropping the top and bottom quartiles of the
responses, and computing an arithmetic average of
the remaining quotes. Since LIBOR is an average,
there may be no actual transactions at that rate.
Confusingly, LIBOR is also sometimes referred to
as a lending rate. This is because a bank serving as
a market maker in the interbank market will offer
to lend money at a high interest rate (LIBOR) and
borrow money at a low interest rate (LIBID). (The
difference between LIBOR and LIBID is the bid-
ask spread in the interbank market.) A bank need-
ing to borrow will thus pay LIBOR, and a bank
with excess funds will receive LIBID. [See also
LIBID]

35. LIBOR Curve

LIBOR zero-coupon interest rates as a function of
maturity.

36. LIBOR-in-Arrears Swap

Swap where the interest paid on a date is deter-
mined by the interest rate observed on that date
(not by the interest rate observed on the previous
payment date).

37. Lien

Legal right granted by court to attach property
until a legal claim is paid.
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38. LIFO

The last-in first-out accounting method of valuing
inventories. In inflation period, the cost of inven-
tory is higher than that calculated by the first-in-
first-out method.

39. Limit Move

The maximum price move permitted by the ex-
change in a single trading session. There are both
upper and lower limit.

40. Limit Order

An order that can be executed only at a specified
price or one more favorable to the investor.

41. Limited Branching

Provisions that restrict branching to a geographic
area smaller than an entire state.

42. Limited Liability

The fact that shareholders have no personal liabil-
ity to the creditors of the corporation in the event
of bankruptcy.

43. Limited Liability Company

A limited liability company (LLC) is one of two
special forms of corporate organizations in the US
that allow dividends to escape double taxation. A
limited liability company (LLC) organization
form has been authorized by the laws of more
than 35 states as of the end of 2005. Similar to a
Subchapter S corporation, it offers owners limited
liability and its income is taxed only once as per-
sonal income of the sharcholder. [See also Sub-
chapter S corporation] Unlike a Subchapter S
corporation, however, an LLC can have an unlim-
ited number of shareholders, including other cor-
porations. The LLC can sell shares without
completing the costly and time-consuming process

of registering them with the SEC, which is a re-
quirement for standard corporations that sell their
securities to the public. The LLC structure has
drawbacks in that, should an owner leave, all
others must formally agree to continue the firm.
Also, all of the LLC’s owners must take active
roles in managing the company. To protect part-
ners from unlimited liability, some partnerships,
including large accounting firms such as Price-
waterhouseCoopers, have changed their organiza-
tional forms to LLC.

44. Limited Partnership

Form of business organization that permits the
liability of some partners to be limited by the
amount of cash contributed to the partnership.
[See also General partnership]

45. Limited-Liability Instrument

A security, such as a call option, in which all the
holder can lose is the initial amount put into it.

46. Line of Credit

A line of credit is an agreement that specifies the
maximum amount of unsecured credit the bank
will extend to the firm at any time during the life
of the agreement. In the past, banks gave lines of
credit only to larger, more secure companies. This,
too, appears to be changing, however, and some
commercial banks now provide lines of credit to
small, newly formed companies in which they see
good growth potential.

In granting a line of credit, a bank is saying, in
effect, “It looks as though your position is suffi-
ciently sound to justify a loan, but when the time
comes for you to start borrowing, we shall prob-
ably want to talk to you again to make sure that
everything is going as expected.” For example, a
company that expects a rapid increase in sales may
arrange a line of credit to finance increases in
inventory and receivables. Before allowing the
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company to begin drawing on the line, however,
the bank will want to verify that sales actually have
increased. If the company has suffered a drop in
sales, the bank is unlikely to allow it to use the line
of credit to get out of the resulting financial crisis.

Of course, a line of credit has a cost to the
borrower. When the loan actually is used, the bor-
rower must pay interest on the funds borrowed.
Even before actually accepting any funds, how-
ever, the borrower will probably incur a cost.
Most banks require borrowers to keep a specified
minimum compensating balance in exchange for
being granted a line of credit. The compensating
balance essentially compensates the bank for the
service it provides. Instead of charging a fee for an
additional interest rate, however, the bank obliges
the borrower to keep an agree-upon sum in its
demand deposit account at all times. Since banks
pay no interest on commercial demand deposits,
they may then invest the compensating balance in
marketable securities or lend them to another bor-
rower; any return the bank earns on these funds is
clear profit. In practice, the use of compensating
balances has been dwindling. This is especially true
for larger firms, which would rather pay fees than
hold compensating balances.

47. Linear Programming Approach to Portfolio
Analysis

Sharpe (1967) developed a simplified portfolio-an-
alysis model deisgned to be formulated as a linear-
programming (LP) problem. Sharpe approaches
the problem of capturing the essence of mean-vari-
ance portfolio selection in a linear-programming
formulation by:

1. making a diagonal transformation of the vari-
ables that will convert the problem into a di-
agonal form, and

2. using a piecewise linear approximation for
each of the terms of variance.

The LP that results from the use of market
reponsiveness as the risk measure and the impos-
ition of an upper on investment in each security is:

n

MAX P=[)_ xER)] - (-] Z xiBil,

i=1 i=1

subject to

dSxi=1 (0=x=0),
i=1

where x; = the fraction of the portfolio invested in
security #; E(R;) = the expected returns on security
i; B; = the beta coefficient of security i; U = the
maximum fraction of the portfolio that may be
held in any one security; and A = a parameter
reflecting the degree of risk aversion.

48. Linear—Optimization Model

A linear-optimization model is a method of maxi-
mizing or minimizing an objective function that is
subject to a number of linear constraints. The gen-
eral form of the problem can be written as:

Max (011)61 —|—a2X2),
subject to

—Xx1 +4x2 =0,
X1 +x =1,

X1, x2 = 0,

where o), ap are the percentages of a portfolio
invested in securities 1 and 2, respectively; x; and
X, are average rates of return for securities 1 and 2,
respectively.

The problem is to maximize the return on the
portfolio. As shown by the objective function, with
the restriction stated above, the investment in secur-
ity 2 should be at least 20 percent ( — x| + 4x,; = 0);
and, as stated in (x; + x, = 1), the funds of the
portfolio should be 100 percent invested. Further,
the nonnegative conditions (x;, x, = 0) preclude
the short selling of either security 1 or 2.

49. Lintner’s Model

Lintner’s model, sometimes referred to as the par-
tial-adjustment model, assumes that firms adjust
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their dividend payouts slowly over time and pro-
vides another explanation for a firm’s dividend pol-
icy. In Lintner’s model, a firm is assumed to have a
desired level of dividends that is based on its
expected earnings. When earnings vary, the firm
will adjust its dividend payment to reflect the new
level of earnings. However, rather than doing so
immediately, a firm will choose to spread (or par-
tially adjust) these variations in earnings over a
number of time periods

Lintner (1956) was the first to investigate the
partial-adjustment model of dividend behavior.
Using this model, Lintner demonstrated how divi-
dend policy decisions can be made by using the
following three steps:

Step 1: Compare last period’s dividend with the
desired level of dividends and adjust the deviation
accordingly the next period.

Step 2: Assume the desirable dividend level is
D7 = PT,, where P is the long-run payout ratio for
dividends and E; is the earnings level for that period.

Step 3: Combining steps 1 and 2, we obtain a
dividend decision model:

D =D, +86D;— D, ) (A)
or,
D; = D, + (PE; — D;_1). (B)

To solve for the variable 8, the partial adjustment
coefficient, we use a regression model:

Dy =by+b1E;+bDi—y + e, ©

where b; = P6, and b, = (1 — 6). From the esti-
mated b; and b,, we can estimate 6 and P as:

§=1-b (D)
P =b/(1—by). (E)

Here we use the desired dividend payment, D,, as a
function of earnings, whereas with ratio analysis
the desired ratio is a function of the industry aver-
age.

From this model, we can conclude that firms set
their dividend in accordance with their level of

current earnings. We can also conclude that
changes in dividends over time do not correspond
exactly with changes in earnings in the immediate
time period, but rather are spread out over several
time periods.

Another explanation for the 6 coefficient is that
it is the average speed of adjustment. We can in-
terpret the quantity (1 — §) as a safety factor that
management uses to avoid increasing the dividend
payment to levels that cannot be maintained.

Equation (C) shows the changes in dividend
levels between periods rather than the absolute
levels themselves. This allows us to investigate
changes in the firm’s dividend policy. Of the 28
firms Lintner studied, 26 appeared to have and
follow a predetermined target payout ratio, P. On
the whole, most of these firms updated their divi-
dend policies annually.

50. Lintner’s Observations

Lintner’s (1956) work suggested the dividend pol-
icy is elated to a target level of dividends and the
speed of adjustment of change in dividends. [See
also Lintner’s model]

51. Liquid Yield Option Note

First issued in 1985 after its development by Mer-
rill Lynch, a LYON is a Liquid Yield Option Note.
In less fancy terms, LYONSs are zero coupon, con-
vertible, callable, putable bonds.

They work this way: prior to maturity, an in-
vestor can convert the LYON into a specified
number of common shares. As the value of the
zero coupon bond approaches par over time, the
conversion price increases according to a schedule
set in the indenture. On designated dates prior to
maturity, an investor can put the bond to the issuer
and receive specific prices that increase as the value
of the zero coupon bond approaches par over time.
Finally, the issuer can call the bonds and pay
investors an indenture-specified price that rises
over tiem as the bond value accrues to par.
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52. Liquidating Dividend

Payment by a firm to its owners from capital rather
than from earnings.

53. Liquidation

Bankruptcy law favors reorganization through
Chapter 11, but if the firm cannot be preserved as
a going concern, the law requires liquidation. [See
also Chapter 11] Liquidation involves selling the
firm’s assets and distributing the proceeds to the
creditors in order of the priority of their claims.
Chapter 7 of the Bankruptcy Reform Act of 1978
deals with “‘straight” liquidation.

In determining whether or not to liquidate a
firm, the law asks: Is the firm worth more dead
or alive? In other words, is the net present value of
the liquidate parts of an enterprise greater than the
present value of the firm as a going concern? If the
answer is yes, the firm’s assets are sold and the
creditors are paid off. If the answer is no, then
Chapter 11 proceeding usually are followed.

Once the liquidation of assets has begun, it usu-
ally becomes painfully clear that few, if any, assets
except cash bring the balance sheet values. Indeed,
a significant reduction in asset values is to be
expected. Because of this, not all claims on these
assets will be satisfied in full; no liquidation gener-
ates enough cash to cover all claims.

In this even, available cash must be allocated to
the various claims according to a rule called the
absolute priority of claims. [See also Absolute prior-
ity of claims]

54. Liquidation Value

Net amount that could be realized by selling the
assets of a firm after paying the debt.
55. Liquidity

Refers to the ease and quickness of converting
assets to cash. Also called marketability. Current

assets have higher liquidity than fixed assets. There
are two separate meanings:

(a) At the enterprise level, the ability to meet
current liabilities as they fall due; often meas-
ures as the ratio of current assets to current
liabilities.

(b) At the security level, the ability to trade in
volume without directly moving the market
price; often measured as bid/ask spread and
daily turnover.

56. Liquidity Preference Hypothesis

The liquidity preference hypothesis argues that
long-term rates typically are higher than short-
term rates because longer term securities are inher-
ently riskier than shorter term securities; thus,
long-term interest rates should incorporate a risk
premium over and above the rates predicted by the
expectations hypothesis.

Long-term bonds appear to be riskier than
short-term bonds for several reasons. First, long-
term bonds have greater interest rate risk; their
prices change by larger percentages than short-
term bond prices for the same change in market
interest rates. Second, long-term bonds expose in-
vestors to more uncertainty about future inflation
and interest rates.

Combining this risk premium perspective with
the expectations hypothesis explains the term
structure behavior better than the expectations hy-
pothesis alone. [See also Expectations hypothesis]
The term structure typically should slope upward,
presumably due to the liquidity preference-risk
premium effect. The term structure may become
downward sloping, however, with long-term rates
below short-term rates, if substantial declines in
future rates are expected.

57. Liquidity Preference Theory

A theory leading to the conclusion that forward
interest rates are above expected future spot inter-
est rates.
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58. Liquidity Premium

The premium included in longer-term interest rates
to compensate investors for price risk associated
with volatile interest rates. This premium is due to
the belief that most investors find long-term secur-
ities to be riskier than short-term securities. This
hypothesis is called as liquidity premium hypoth-
eses.

59. Liquidity Ratios

Liquidity ratios measure the ability of a firm to
meet its maturing financial obligations and recur-
ring operating expenses. In general, these are
short-term obligations, normally due within one
year. Several ratios provide evidence of liquidity.

The current ratio is defined as current assets
(cash, marketable securities, accounts receivable,
inventories, and prepaid expenses) divided by cur-
rent liabilities (typically, accounts payable and
short-term bank loans).

Some current assets, such as inventories and
prepaid expenses, may not be very liquid. To assess
liquidity without these questionable items, another
liquidity measure called the quick, or acid-test,
ratio may be used. [See also Quick (acid-test)
ratio] The numerator of the quick ratio includes
only cash, short-term marketable securities, and
accounts receivable. The quick ratio is computed
as current assets minus inventories and prepaid
expenses divided by current liabilities. These two
ratios are written as:

Current assets

Current liabilities’
Current assets — Inventory

Current liabilities

Current ratio =

Quick ratio =

Higher values for the liquidity ratios do not
always imply greater liquidity and safety for
short-term creditors. The current ratio would in-
crease from one year to the next if the firm
undertook an inventory buildup in anticipation
of consumer demand that never occurred. The
quick ratio helps to control for this distortion.

Still, an increase in accounts receivable could
result from either a poor credit check system or
slow customer payment on accounts; either scen-
ario could deceive analysts into representing the
firm as more liquid than it really was.

A firm is liquid if it has the ability to raise
sufficient funds quickly. The statement of cash
flows can provide additional insight into the finan-
cial flexibility of a company and supplement li-
quidity ratio analysis.

60. Liquidity Risk

The variation in net income and market value of
bank equity caused by a bank’s difficulty in obtain-
ing immediately available funds, either by borrow-
ing or selling assets. It also refers the risk that a
sudden surge in liability withdrawals may leave a
financial institution in a position of having to li-
quid assets in a very short period of time and at
low prices.

61. Load Fund

A mutual fund with a sales commission, or load.

62. Loan Amortization

Individuals often borrow funds through amort-
ized loans, including car loans and home mort-
gages. Under loan amortization, a loan is repaid
by making equal or annuity payments over
time. Each payment pays interest and repays
some of the principal. The present value interest
factor for annuities (PVIFA), which determine
annuity payments, aid the analysis of amortized
loans.

Interest is a tax-deductible expense for home
mortgages and business loans. For tax purposes,
it is important to determine how much of each loan
payment covers interest and how much constitutes
return of principal. A tool to assist this process is a
loan amortization schedule, which offers a year-
by-year (or period-by-period) summary of the be-
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ginning loan balance, the annuity payment, the
interest paid, the principal repaid, and the ending
balance. The interest paid always equals the begin-
ning periodic balance multiplied by the periodic
interest rate. The principal repaid is always the
difference between the total payment and the inter-
est paid. The ending balance represents the out-
standing principal; it is computed by subtracting
the principal repaid from the beginning balance of
the period.

63. Loan Commitment

Formal agreement between a bank and borrower
to provide a fixed amount of credit for a specified
period.

64. Loan Exposure

The face amount of any loan outstanding plus
accrued interest plus. [See also Dirty price]

65. Loan Participation

Credit extended to a borrower in which members
of a group of lenders, each provide a fraction of the
total financing; typically arises because individual
banks are limited in the amount of credit they can
extend to a single customer.

66. Loan Syndication

An arrangement where several lenders make a loan
jointly to a borrower.

67. Loan-to-Value Ratio

The loan amount divided by the appraised value of
the underlying collateral.

68. Locals

Individuals on the floor of an exchange who
trade for their own count rather than for someone
else.

69. Location Risk

This is one of the components of the basic risk. The
hedger requires delivery of the futures contract in
location Y, but the only futures contracts available
are for delivery in location X. Hence, the hedger
cannot form a perfect hedge because of the trans-
portation costs from X to Y; this may cause the
basis to change.

70. Lockbox System

The primary distinguishing feature of a lockbox
system is that the firm pays the local bank to take
on the administrative chores. Instead of customers
mailing their payments to one of the company’s
offices, they send all payments directly to a post-
office box. One or more times a day, the bank
collects the checks from the box and deposits
them for collection. Among the advantages of a
lockbox arrangement is the potential reduction in
mail float and a significant reduction in processing
float. In some more sophisticated arrangements,
banks capture daily invoice data on magnetic
tape and forward this data to the company’s cen-
tral office, thereby reducing the burden on the
firm’s accounts receivable staff.

71. Lock-in Options

A lock-in option is an option that allows its holder
to settle the option payoff at a time before the
contracted option maturity, but transactions take
place only at the expiration date. There are Euro-
pean lock-in options and American lock-in options.
Whereas the lock-in time is prespecified in a Euro-
pean lock-in option, it is not contracted ex ante but
can be chosen by the option holder at any time until
the payment date in an American lock-in option.

While European lock-in options are less costly
than vanilla options because of smaller time values
and delayed payment of option payoffs, American
lock-in options permit an investor to fix the option
payoff at a more favorable time than merely wait-
ing until the option expires.
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72. Lock-up Provisions

IPOs usually contain lock-up provisions that for-
bid investors (such as corporate officers and dir-
ectors, or investors such as venture capitalists who
own large amounts of the newly public firms’
shares) from selling their shares until a certain
time after the IPO. By law, insiders must retain
their shares for 90 days after the IPO, although
some prospectuses required them to hold the
shares even longer. The main reason for the lock-
up provision is to prevent insiders from selling
what may turn out to be overpriced stock immedi-
ately after the offering. Insiders can sell their
shares as part of the IPO, but his information
must be disclosed in the prospectus. Such selling
typically is discouraged by the investment bank,
however, as insider selling at the IPO sends a bad
signal to the market about the insiders’ optimism
for the firm’s future.

73. Lognormal Distribution

A variable has a lognormal distribution when the
logarithm of the variable has a normal distribution.

74. London Interbank Offered Rate (LIBOR)

Rate the most creditworthy banks charge one an-
other for large loans of Eurodollars overnight in the
London market.

75 Long

A position is long with respect to a price if the
position profits from an increase in that price. An
owner of a stock profits from an increase in the
stock price and, hence, is long the stock. An owner
of an option profits from an increase in volatility
and, hence, is long volatility.

76. Long Forward

The party to a forward contract who has an obli-
gation to buy the underlying asset.

77. Long Hedge

Protecting the future cost of a purchase by pur-
chasing a futures contract to protect against
changes in the price of an asset.

78. Long Position

The purchase of futures contract in anticipation of
taking eventual delivery of the commodity (or fi-
nancial instrument) or an expected increase in the
underlying asset’s price.

79. Long Run

A period of time in which all costs are variable. It is
an economics concept instead of an accounting
concept.

80. Long Straddle

A straddle is a simultaneous position in both a call
and a put on the same underlying asset. A long
straddle involves purchasing both the call and the
put. By combining these two seemingly opposing
options an investor can get the best risk-return
combination that each offers. For a long straddle
position. The profit potential is unlimited on
upside, limited on downside. The loss potential is
limited to the cost of call and put premiums. The
effect of time decay is negative. The market senti-
ment is bullish or bearish. Thus a long straddle is
an effective strategy for someone expecting the
volatility of the underlying asset to increase in the
future.

81. Long Vertical Spread

A spread is a combination of any two or more of
the same type of options (two calls or two puts, for
instance) on same underlying asset. A vertical
spread specifies that the options have the same
maturity month. Finally, a long vertical spread
designates a position for which one has bought a
low-exercise-price call (or a low-exercise put) that
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both mature in the same month. A long vertical
spread is also known as a bull spread because of
the bullish market expectation of the investor who
enters into it. The investor limits the profit potential
in selling the high-exercise-price call (or put). Itisa
popular position when is expected that the market
will more likely go up than down. The profit
potential is limited up to the higher exercise price.
The loss potential is limited down to the lower
exercise price. The effect of time decay is mixed.
And the market expectation is cautiously bullish.

82. Long-Term Debt

An obligation having a maturity of more than one
year from the date it was issued. Also called funded
debt.

83. Long-Term Securities

Securities with maturities in excess of one year.

84. Lookback Call

[See Lookback option]

85. Lookback Option

An option that, at maturity, pays off based on the
maximum (S7) or minimum (S;) stock price over
the life of the option. A lookback call has the payoff
S; — Sy, and alookback put has the payoff Sy — S,
where S; is the sales price of the stock at time .

86. Lookback Put

[See Lookback option]

87. Loss Given Default (LGD)

The loss severity of individual loan. It should take
into account any collateral or guarantees. Both
LGD and the probability of default (PD) are
needed for a two-dimensional internal rating sys-
tem.

88. Loss Reserve

Both life and property and liability insure estimate
expected future claims on the exciting policies.
These estimates are called loss reserve.

89. Low Discrepancy Sequence

[See Quasi-random sequence]

90. Lower-of-Cost-or-Market Value Method

One of the two methods used to report an invest-
ment in another company. This method is used if
no evidence of significant control exists. These
securities are handled in the same way as market-
able security. [See also Equity method]

91. Low-Grade Bond

Junk bond.
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1. Macaulay Duration

The percent change in a bond’s price for a given
percent change in one plus the bond’s yield. This
calculation can be interpreted as the weighted aver-
age life of the bond, with the weights being the
percentage of the bond’s value due to each pay-
ment. A key assumption to this duration is that
the yield curve is flat and that when rate changes,
the yield curve shifts in a parallel fashion. [See also
Duration and Modified duration]

2. Macroforecasting

Forecasts of price movements of the general stock
market as a whole.

3. Macrohedge

A hedge strategy designed to reduce risk associated
with a bank’s entire balance sheet position. In
other words, a financial institution manager wishes
to use futures or other derivative securities to
hedge the entire balance sheet duration gap.

4. Mail Float

Refers to the part of the collection and disbursement
process where checks are trapped in the postal sys-
tem [See also Float]

5. Maintenance Margin

Due to the difficulty of calling all customers whose
margin accounts have fallen in value for the day, a
clearing member firm usually will require that a
sum of money be deposited at the initiation of any
futures position. This additional sum is called a
maintenance margin. In most situations, the ori-
ginal margin requirement may be established with

a risk-free, interest-bearing security such as a
T-bill. However, the maintenance margin, which
must be in cash, is adjusted for daily changes in
the contract value. [See also Marking to market]

6. Make a Market

The obligation of a specialist to offer to buy and
sell shares of assigned stocks. It is assumed that
this makes the market liquid because the specialist
assumes the role of a buyer for investors if they
wish to sell and a seller if they wish to buy.

7. Make-Whole Clause

A provision which requires that the borrower
make a payment to a lender after a loan is called
or prepaid. The amount of the payment equals the
net present value of the lost interest and principal
payments.

8. Making Delivery

Refers to the seller’s actually turning over to the
buyer the asset agreed upon in a forward contract.

9. Management Risk

The variability of return caused by bad manage-
ment decisions; this is usually a part of the unsys-
tematic risk of a stock. Although it can affect the
amount of systematic risk.

10. MAPB System

The moving-average with a percentage price band
system (MAPB system) belongs to a technical fam-
ily derived from moving averages. Moving aver-
ages come in many forms-that is, simple moving
averages, exponentially  weighted, linearly
weighted, and so on. The MAPB system employs
a simple moving average with a band based on a
percentage of price centered around it. A signal to
initiate a position occurs whenever the closing
price breaks outside the band. A signal to exit a
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position occurs when the price recrosses the mov-
ing average. The band creates a neutral zone in
which the trader is neither long nor short. [See
also DMAC]

11. Margin

A cash amount of funds that must be deposited
with the broker for each futures contract as a
guarantee of its fulfillment.

12. Margin Call

A demand for additional cash funds for each fu-
tures position held because of an adverse price
movement.

13. Margin Requirement

Whenever someone enters into a contract position
in the futures market, a security deposit, commonly
called a margin requirement, must be paid. While
the futures margin may seem to be a partial payment
for the security on which the futures contract is
based, it only represents security to cover any losses
that may result from adverse price movements.

The minimum margin requirements set by the
exchange must be collected by the clearing member
firms (members of the exchange involved in the
clearinghouse operations) when their customers
take positions in the market. In turn, the clearing
member firms must deposit a fixed portion of these
margins with the clearinghouse. [See also Marking
to market]

14. Marginal Cost of Funds

The incremental cost of additional funds to finance
firm operations. Banks generally use federal funds
or negotiable CD rates as marginal cost of funds.

15. Marginal Standard Deviation

Impact of a given asset on the total portfolio
standard deviation.

16. Marginal Statistic

A statistic for a particular asset which is the differ-
ence between that statistic for the entire portfolio
and that for the portfolio not including the asset.

17. Marginal Tax Rate

The marginal tax rate represents the proportion of
each additional dollar of income that the govern-
ment claims as taxes. The firm’s marginal tax rate
is important in financial decision making. Finan-
cial decisions hinge not on the average tax rate the
firm has paid, but on the tax rate that applies to the
additional income to be generated by a project.
[See also Average tax rate]

One of the marginal costs that businesses must
consider is the marginal tax that is paid should
expansions or new projects be undertaken.

18. Marked to Market

Describes the daily settlement of obligation on
futures positions. [See also Marking to market]

19. Market Anomalies

The idea of an efficient market is very important to
the study of security analysis and portfolio man-
agement. If information is fully reflected in security
prices, the market is efficient and it is not worth-
while to pay for information that is already
impounded in security prices. The evidence seems
to indicate that markets are efficient with respect
to most types of information. However, there ap-
pears to be certain types of information associated
with irregularities in the financial markets. Such
irregularities are call market anomalies. Three of
the most heavily researched anomalies are the P/E
effect, the size effect and the January effect.

20. Market Capitalization

Price per share of stock multiplied by the number
of shares outstanding. It is total market value of
equity.
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21. Market Capitalization Rate

The market-consensus estimate of the appropriate
discount rate for a firm’s cash flows.

22. Market Clearing

Total demand for loans by borrowers equals total
supply of loans from lender. The market clears at
the equilibrium rate of interest.

23. Market Conversion Price

[See also Convertible bond.]

24. Market Corner

Owning a large percentage of the available supply
of an asset or commodity that is required for de-
livery under the terms of a derivatives contract.

25. Market Exposure

For market-driven instruments, there is an amount
at risk to default only when the contract is in-
the-money (i.e., when the replacement cost of the
contract exceeds the original value). This exposure/
uncertainty is captured by calculating the netted
mean and standard deviation of exposure(s).

26. Market Interest Rate, Bond

[See also Yield to maturity]

27. Market Model

A one-factor model for returns where the index
that is used for the factor is an index of the returns
on the whole market. It can be defined as:

Ry = a; + BiRmt + e,

where R;; and R, are rate of return of ith security
and market rate of return in period ¢, respectively.
[See also Beta coefficient and Scatter diagram]

28. Market or Systematic Risk, Firm-Specific Risk

Market risk is risk attributable to common macro-
economic factors. Firm-specific risk reflects risk
peculiar to an individual firm that is independent
of market risk.

29. Market Order

A buy or sell order to be executed immediately at
current market prices.

30. Market Portfolio

The market portfolio is comprised of all risky as-
sets weighted in proportion to their market value.
As such, the market portfolio is a completely di-
versified portfolio; it has no unsystematic risk. The
returns on this portfolio will show only the effects
of market wide or systematic risk. Investors who
desire complete diversification and who want to
eliminate unsystematic risk will want to hold the
market portfolio.

Increase and decreases in an asset’s value over
time will reflect its exposure to both systematic and
unsystematic risk factors. One way to measure the
systematic risk of an asset or portfolio is to com-
pare its returns over time with those of the market
portfolio. Changes in the value of an asset relative
to that of the market portfolio will reflect the
asset’s exposure to systematic risk factors.

31. Market Price

The current amount at which a security is trading
in a market. For example, IBM price per share is
$95. This is a market price.

32. Market Price of Risk

A measure of the extra return, or risk premium, that
investors demand to bear risk. The reward-to-risk
ratio of the market portfolio. [See also Sharpe ratio]
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33. Market Risk

Systematic risk. This term emphasizes the fact that
systematic risk influences to some extent all assets
in the market. [See also Systematic risk]

34. Market Segmentation Hypothesis

The market segmentation hypothesis explains the
same phenomenon in terms of differences in supply
and demand between segments of the capital mar-
kets. Some participants, such as banks, mainly
borrow and lend short maturity securities. Others,
such as pension funds, are major participants in
the long-term portion of the yield curve. If more
funds are available to borrow relative to demand in
the short-term market than in the long-term mar-
ket, short-term interest rates will be lower and
long-term rates will be higher than predicted by
both the expectations and liquidity preference hy-
pothesis. [See also Expectations hypothesis and Li-
quidity preference hypothesis]

The drawback to this perspective is that it does
not explain very well the usual upward slope of the
term structure, nor does it provide a good explan-
ation for the levels of intermediate-term rates. In
addition, the financial markets are not strictly seg-
mented; many institutions issue and purchase both
short-term and long-term securities.

35. Market Segmentation Theory

The theory that long-maturity and short-maturity
bonds are traded in essentially distinct or segmen-
ted markets and that prices in one market do not
affect those in the other. [See Market segmentation
hypothesis]

36. Market Stabilization

During the aftermarket, the managing investment
bank tries to prevent any significant declines in the
price of the issuer’s shares; hence, this function by
investment banks is sometimes also called market
stabilization.

Investment banks do not want to be known for
bringing firms public at excessive offering prices,
nor do they want to be known for handling IPOs
of poor-quality issuers. To help show the market
that the bank will stand behind its IPOs, it risks its
own money to support the firm by repurchasing any
and all shares offered to it at the offering price. This
effectively places a floor under the firm’s stock price.

The investment bank acts as a signal to market
investors. When a highly reputable investment
bank places its own capital at risk to underwrite
securities, the investing public can have a greater
degree of confidence regarding the quality of the
issue. If an investment bank is willing to sell shares
on a commission basis only, that is a signal of a
low-quality, high-risk offering.

37. Market Timer

An investor who speculates on broad market
moves rather than on specific securities.

38. Market Timing

Asset allocation in which the investment in the
market is increased if one forecasts that the market
will outperform T-bills.

39. Market Value

The price at which willing buyers and sellers trade a
firm’s assets. In general, the market value is differ-
ent from book value.

40. Market Value Added

A measure to identify successful firms that is grow-
ing in popularity is market value added (MVA).
MVA measures the value created by the firm’s
managers; it equals the market value of the firm’s
stocks and debts minus the amount of money in-
vestors paid to the firm (their book value) when
these securities were first issued. That is, market
value added (MVA) equals:
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Market value of stock + Market value of debt
— Book value of stock — Book value of debt.

41. Market Value Ratios

A firm’s profitability, risk, quality of management,
and many other factors are reflected in its stock
and security prices. Hence, market value ratios
indicate the market’s assessment of the value of
the firm’s securities.

The price/earnings (P/E) ratio is simply the mar-
ket price of the firm’s common stock divided by its
annual earnings per share. Sometimes called the
earnings multiple, the P/E ratio shows how much
investors are willing to pay for each dollar of the
firm’s earnings per share. Earnings per share
comes from the income statement, so it is sensitive
to the many factors that affect the construction of
an income statement, from the choice of GAAP to
management decisions regarding the use of debt to
finance assets. The price/earnings ratio is stated as:

Market price per share
Earnings per share

P/E =

Stock prices are determined from the actions of
informed buyers and sellers in an impersonal mar-
ket. Stock prices reflect much of the known infor-
mation about a company and are fairly good
indicators of a company’s true value. Although
earnings per share cannot reflect the value of pa-
tents or assets, the quality of the firm’s manage-
ment, or its risk, stock prices can and do reflect all
of these factors. Comparing a firm’s P/E to that of
the stock market as a whole, or with the firm’s
competitors, indicates the market’s perception of
the true value of the company.

While the P/E ratio measures the market’s valu-
ation of the firm relative to the income statement
value for per-share earnings, the price-to-book-
value ratio measures the market’s valuation rela-
tive to balance sheet equity. The book value of
equity is simply the difference between the book
values of assets and liabilities appearing on the
balance sheet. The price-to-book-value ratio is

the market price per share divided by the book
value of equity per share. A higher ratio suggests
that investors are more optimistic about the mar-
ket value of a firm’s assets, its intangible assets,
and the ability of its managers. The price-to-book-
value ratio is stated as:

Market price per share

Price-to-book-value ratio = .
Book value per share

Market value indicators reflect the market’s per-
ception of the true worth of a firm’s future pro-
spects. As such, market perceptions of a firm’s
value are important to the financial analyst. How-
ever, the market may not be perfect; investors may
become overly optimistic or pessimistic about a
firm. The fact that a firm presently has a higher
P/E or price-to-book-value ratio than its competi-
tion does not automatically imply that the firm is
better managed or really deserves its higher valu-
ation. Some firms may have low market value
ratios because they truly deserve them; other
firms may suffer from extreme and undeserved
pessimism on the part of the market. High market
value ratios can be similarly deceptive. The analyst
must determine whether a firm deserves its market
value ratios or not.

42. Marketability

Refers to the ease and quickness of converting an
asset to cash. Also called liquidity.

43. Marketability Risk

The variability of return caused by the commis-
sions and price concessions associated with selling
an illiquid asset. It is also called liquidity risk.
Marketability is made up of two components: (1)
the volume of securities that can be bought or sold
in a short period of time without adversely affect-
ing the price, and (2) the amount of time necessary
to complete the sale of a given number of secur-
ities. Other things being equal, the less marketabil-
ity a security, the lower its price or the higher its
yield.
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44. Marketable Securities

Some current assets might be called near cash or
cash equivalents. These are marketable securities.
They are marketable because they can be readily
converted into cash at any time without disrupting
the normal routine of business operations. This
feature makes these securities almost as liquid as
cash, so cash and marketable securities often are
combined into a single line item in financial reports
and working capital analysis.

45. Market-Based Beta Forecasts

Market-based beta forecasts are based upon mar-
ket information alone. Historical betas of firms are
used as a proxy for their futures betas. This implies
that the unadjusted sample beta, f,, is equal to the
population value of future beta:

BH-I = Bz-

Alternatively, there may be a systematic relation-
ship between the estimated betas for the first
period and those of the second period, as shown
by Blume (1971):

Biis1 = a0+ aiBi,

in which Bi,t 41 and Bi,t estimated beta for the ith
firm in period 7 + 1 and ¢, respectively.

46. Market-Book Ratio

Market price of a share divided by book value per
share. [See also Tobin’s Q]

47. Market-Driven Instruments

Derivative instruments that are subject to counter-
party default (e.g., swaps, forwards, options, etc.).
The distinguishing feature of these types of credit
exposures is that their amount is only the net re-
placement cost (the amount the position is in-the-
money rather than a full notional amount).

48. Marketed Claims

Claims that can be bought and sold in financial mar-
kets, such as those of stockholders and bondholders.

49. Market-Maker

A trader in an asset, commodity, or derivative who
simultaneously offers to buy at one price (the bid
price) or to sell at a higher price (the offer price),
thereby “making a market.”

50. Market-to-Book (M/B) Ratio

Market price per share of common stock divided
by book value per share. It can be used as approxi-
mated measure of Tobin Q. [See also Market value
ratios]

51. Market-Value-Weighed Index

An index of a group of securities computed by
calculating a weighted average of the returns of
each security in the index, with weights propor-
tional to outstanding market value. [See also S&P]

52. Marking to Market

At the end of each trading day, every futures-trad-
ing account is incremented or reduced by the corre-
sponding increase or decrease in the value of all
open interest positions. This daily adjustment pro-
cedure is applied to the margin deposit and is called
marking to market. For example, if an investor is
long on a yen futures contract and by the end of the
day its market value has fallen $1,000, he or she
would be asked to add an additional $1,000 to the
margin account. Why? Because the investor is re-
sponsible for its initial value. For example, if a
futures contract is executed at $10,000 with an
initial margin of $1,000 and the value of the
position goes down $1,000, to $9,000, the buyer
would be required to put in an additional margin
of $1,000 because the investor is responsible for
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paying $10,000 for the contract. If the investor is
unable to comply or refuses to do so, the clearing
member firm that he or she trades through would
automatically close out the position. On the other
hand, if the contract’s value was up $1,000 for the
day, the investor might immediately withdraw the
profit if he or she so desired. The procedure of
marking to market implies that all potential
profits and losses are realized immediately.

53. Markov Process

A stochastic process where the behavior of the
variable over a short period of time depends solely
on the value of the variable at the beginning of
the period, not on its past history. Alternatively
it is a finite set of “‘states’” and whose next progres-
sion is determinable solely by the current state.
A transition matrix model is an example of a Mar-
kov process.

54. Markowitz Model

Markowitz (1952) shows how to create a frontier
of investment portfolios such that each of them
had the greatest possible expected return, given
their level of risk.

55. Mark-to-Market

The daily adjustment of a futures trading account
to reflect profits or losses due to daily changes in
the value of the futures contract. [See also Marking
to market]

56. Mark-to-Market Swap

Reduces default risk by allowing the fixed rate to
be reset when fixed and floating rates diverge sub-
stantially after the beginning of the swap.

57. Martingale

A zero-drift stochastic process. [See also Stochastic
process]

58. Maturity

The date at which the principal of a note, draft, or
bond becomes due and payable.

59. Maturity Date

The date on which the last payment on a bond is
due.

60. Maturity Gap

It is the difference between the weighted-average
maturity of financial institution’s asset and liabil-
ity. The maturity model with a portfolio of assets
and liabilities is

Maturity Gap = M — M,

where M and My represent the weighted average
maturity of FI’s asset and liability, respectively.

61. Maturity Premium

When the default risk on a class of securities is
virtually zero, the risk premium represents a ma-
turity premium that reflects uncertainty about in-
flation and changes in interest rates over a longer
time horizon.

62. Maximum Likelihood Method

A method for choosing the values of parameters by
maximizing the probability of a set of observations
occurring.

63. MBS

Mortgage-backed security. [See also Mortage-
backed security]

64. Mean Reversion

The statistical tendency in a time series to gravitate
back towards a long term historical level. This is on
a much longer scale than another similar measure,
called autocorrelation; and these two behaviors are
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mathematically independent of one another. For
example, the tendency of a market variable (such
as an interest rate) to revert back to some long-run
average level.

65. Mean-Variance Analysis

Evaluation of risky prospects based on the expected
value and variance of possible outcomes. [See also
Capital market line]

66. Mean-Variance Criterion

The selection of portfolios based on the means and
variances of their returns. The choice of the higher
expected return portfolio for a given level of vari-
ance or the lower variance portfolio for a given
expected return.

67. Measure

Sometimes also called a probability measure; it
defines the market price of risk.

68. Measurement Error

Errors in measuring an explanatory variable in a
regression that leads to biases in estimated param-
eters.

69. Median

The median is defined as the outcome value that
exceeds the outcome value for half the population
and is exceeded by the other half. Whereas the
expected rate of return is a weighted average of
the outcomes, the weights being the probabilities,
the median is based on the rank order of
the outcomes and takes into account only the
order of the outcome values.

70. Membership or Seat on an Exchange

A limited number of exchange positions that en-
able the holder to trade for the holder’s own ac-

counts and charge clients for the execution of
trades for their accounts.

71. Merger

Assuming there are originally two firms, Firm A
and Firm B. In one possible business combin-
ation, only Firm B survives. This type of combin-
ation is known as a merger and Firm B is called
the acquiring firm while Firm A is called the
acquired or target firm. [See also Acquisition]

Many researchers in economics and finance
have advanced theories to justify firms’ pursuit of
mergers. The most recent efforts by academicians
in these fields have begun to integrate individual
theoretical rationales.

Among the myriad reasons that have been pro-
posed to explain merger activity, the more prom-
inent ones are

Economies of scale

Market power and market share
Diversification

Tax and surplus funds motives

Undervalued assets

S e e

Agency problems.

72. Microeconomic Risk

The risk that is diversified away as assets are added
to a portfolio is the firm-specific and industry-
specific risk, or the “microeconomic” risk. A
well-diversified portfolio can reduce the effects of
firm-specific or industry-specific events — such as
strikes, technological advances, and entry and exit
of competitors — to almost zero.

73. Microhedge

A hedge strategy designed to reduce the risk asso-
ciated with a specific transaction. In other words, a
financial institution employs a futures of forward
contract to hedge a particular asset or liability
risk.
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74. Migration

Credit quality migration describes the possibility
that a firm or obligor with some credit rating
today may move to (or “migrate’) to potentially
any other credit rating—or perhaps default—by the
risk horizon. [See also Transition matrix]

75. Migration Analysis

The technique of estimating the likelihood of credit
quality migration. [See also Transition matrix]

76. Miller-Orr Model

The Miller-Orr model (Miller and Orr, 1966) for
cash management improves on Baumol’s eco-
nomic order quantity model (EOQ) methodology
in significant ways. Miller and Orr start with the
assumption that the firm has only two forms of
assets: cash and marketable securities. The model
allows for cash balance movement in both posi-
tive and negative directions and it can state the
optimal cash balance as a range of values, rather
than a single-point estimate. This makes the
model especially useful for firms with unpredict-
able day-to-day cash inflows and outflows.
While the Miller-Orr model is an improvement
over the EOQ model, it too makes some assump-
tions. [See also Baumol’s economic order quantity
model] The most important is the assumption that
cash flows are random, which in many cases is not
completely valid. Under certain circumstances and
at particular times of the year, consecutive periods’
cash flows may be dependent upon one another,
the volatility of net cash flows may sharply in-
crease, or cash balances may demonstrate a defin-
ite trend. The frequency and extent of these events
will affect the Miller-Orr model’s effectiveness. Ac-
tual tests using daily cash flow for various firms
indicate that the model minimizes cash holding
costs as wells as or better than the intuitive de-
cisions of these firms’ financial managers. How-
ever, others studies have shown that simple rules

of thumb have performed just as well. Still, the
Miller-Orr model is valuable because of the insight
it offers concerning the forces that influence a
firm’s optimal cash balance.

77. Minimum-Variance Frontier

Graph of the lowest possible portfolio variance
that is attainable for a given portfolio expected
return.

78. Minimum-Variance Portfolio

The portfolio of risky assets with lowest variance.
[See also Appendix E]

79. Mission Statement

The firm must operate to achieve a purpose or
goal; otherwise, decisions will be made carelessly,
allowing better informed, more serious competi-
tors to put the firm out of business. Although
many firms may have mission statement espousing
goals of quality, customer service, fair prices, and
so on, such qualitative statements are really only a
means to an end. The firm’s managers need a
definite benchmark against which to evaluate the
alternative means for attaining these goals.

80. Mixed Average

[See also Geometric average]

81. Mode

The mode is the most likely value of the distribu-
tion or the outcome with the highest probability.

82. Modern Portfolio Theory (MPT)

Principles underlying analysis and evaluation of
rational portfolio choices based on risk-return
trade-offs and efficient diversification. [See also
Markowitz model]



PART I: TERMINOLOGIES AND ESSAYS 181

83. Modified Accelerated Cost Recovery System
(MACRS)

MACRS depreciates assets by an accelerated
method. In essence, it uses the double declining
balance method until it becomes advantageous to
use straight-line depreciation over the asset’s
remaining life.

To ensure some uniformity, MACRS assigns
assets to classes, see Table A.

Assets in the 27.5-year or 31.5-year classes must
be depreciated using the straight-line method over
the appropriate number of years. Additionally,
with some exceptions, MACRS follows a half-
year convention; the asset receives a half-year’s
worth of depreciation in the year it is acquired,
regardless of when it is actually purchased. Thus,
assets in the three-year class are actually depreci-
ated over four years; the owner writes off a half-
year of depreciation in the Year 1, a full year of
depreciation in each of Years 2 and 3, and the
remaining half-year of depreciation in Year 4.

Annual accelerated depreciation percentages are
given in Table B. To determine an assets’ annual
depreciation expense, the cost of the asset is multi-
plied by the percentage for the appropriate asset
class and the appropriate year.

For example, for an asset in the three-year class
that originally cost $50,000, the first year’s depre-
ciation is $50,000 X 0.3333 = $16,665; the second
year’s depreciation is $50,000 x 0.4445 = $22,225;
the third year’s depreciation is $50,000 x 0.1482 =
$7.410; and the final year’s depreciation is $50,000
x 0.0740 = $3,700.

Table A: Depreciation Classes

3-year class  Designated tools and equipment used
in research

Cars, trucks, and some office
equipment, such as computers and
copiers

Other office equipment and
industrial machinery

Other long-lived equipment
Residential real estate

Commercial and industrial real estate

S-year class

7-year class

10-year class
27.5-year class
31.5-year class

Table B: MACRS Percentages

Asset Class

Year of Ownership 3-Year 5-Year 7-Year 10-Year

1 33.33% 20.00% 14.29% 10.00%
2 4445 32.00 2449 18.00
3 14.82  19.20 17.49 14.40
4 740 11.52 1249 11.52
5 11.52 8.93 9.22
6 5.76 8.93 7.37
7 8.93 6.55
8 4.45 6.55
9 6.55
10 6.55
11 3.29

84. Modified Duration

A modification to the standard duration measure so
that it more accurately describes the relationship
between proportional changes in a bond price and
absolute changes in its yield. The modification takes
account of the compounding frequency with which
the yield is quoted. Modified duration (MD) is
Macaulay’s duration (D) divided by one plus the
prevailing interest rate (R) on the underlying instru-
ment, 1.€.,
D

MD =——-:.
1+ R

85. Modified Internal Rate of Return

Modified internal rate of return (MIRR) rankings
of mutually exclusive projects with comparable
sized initial investments will agree with the NPV
rankings of those projects. Additionally, the
MIRR calculation always gives a single solution.

MIRR is calculated by way of a three-step solu-
tion:

1. Using the minimum required rate of return as
the discount rate, find the present value of all
cash outflows (for a conventional project, this
will be just the initial cost of the project). This
step converts all of the cash outflows into a
lump-sum present value at Time 0.
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2. Using the required return as the reinvestment
or compounding rate, compute the future
value of each cash inflow as of the end of the
project’s life. Add the future values together;
this sum is sometimes called the terminal
value. This step converts all cash inflows into
a lump-sum future value at Time N.

3. Find the discount rate that allows the present
value of the cash outflows to grow equal to the
terminal value; this discount rate is the modi-
fied internal rate of return.

The decision rule for MIRR is similar to that for
IRR: A project is acceptable if its MIRR exceeds
the project’s minimum required return. A draw-
back to the MIRR is that it, like the IRR, is a
relative measure of attractiveness; it does not indi-
cate the dollar amount by which projects change
shareholder wealth.

86. Modigliani and Miller (M&M) Proposition I
Without Taxes

M&M Proposition 1 (Modigliani and Miller
(1958)) makes several assumptions. First, it as-
sumes that the firm pays no taxes. Second, it as-
sumes that investors can borrow and lend money
at the same interest rate as corporations. Thus, the
firm and its investors can buy and sell securities at
zero cost. Third, M&M Proposition I holds the
firm’s current and future real investment decisions
constant. In other words, it assumes that all inves-
tors have the same expectations about the firms’
future earnings and risk and investors can classify
the firm with other corporations of similar busi-
ness risk. Related to this idea is the assumption
that future financing decisions will not affect the
firm’s investments in assets.

Under these assumptions, the value of the firm is
unaffected by its specific capital structure.
Through the use of personal borrowing or lending,
investors can adjust their exposure to a firm’s le-
verage to reflect their personal preferences.

The guiding force behind M&M is arbitrage.
Should one strategy result in a higher value, inves-
tors will execute that strategy until the resulting
supply and demand forces bring the values into
line. For example, suppose there are two firms
with identical business risk but Firm L is levered
and Firm U has no debt. If Firm L were to have a
higher value than Firm U, investors could use
homemade leverage by borrowing and purchasing
shares of Firm U to obtain levered cash flows
more cheaply than if they purchased the shares of
levered Firm L outright. [See also Homemade le-
verage| Investors purchases of the cheaper shares
of Firm U would cause their price to rise until the
value of Firm U was equal to that of Firm L.

Capital structure does not affect firm value
under M&M Proposition I, as individual investors
can costlessly adjust the effects of the corporation’s
leverage to suit themselves. If investors expect the
firm to generate an operating profit of E(EBIT) in
perpetuity, the value of the levered firm (V) or the
unlevered firm (V) will be that of a perpetuity:

v _ . _ E(EBIT) _ E(EBIT)
L="U"""wacc ~— Kk,

(1)

where WACC represents the investors’ required
return (and hence the firm’s cost of capital) for
firms with this class of business risk; &, represents
a cost of unlevered equity.

The process of homemade leverage also can
work in reverse. If a firm increases its debt-to-
equity ratio to a level considered too risky by an
investor, the investor can reverse the capital struc-
ture to receive cash flows identical to those before
the firm took on the extra debt.

Under M&M Proposition I’s assumptions, the
only factors that affect firm value are the firm’s
level of expected operating income and its busi-
ness risk, which is measured by the variation in
operating income. Firm value is not affected by
changes in financing strategy, since whatever the
firm does, investors can use homemade leverage
(or unleverage) to change the cash flows they re-
ceive.
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With Tax

When there is a tax, then equation (1) should be
redefined as

Ve =Vy+(T)D), 2)

where V; = market value of levered firm, Vy =
market value of unlevered firm, 7 = marginal cor-
porate tax rate, D = total debt, and (7)(D) = tax
shield value.

87. Modigliani and Miller (M&M) Proposition 1T
Without Taxes

M&M Proposition 11 defines a firms’ cost of equity
capital (and shareholders’ required rate of return)
in a world of no taxes, not transaction costs, and
constant real investment decisions. The cost of
equity capital for an unlevered firm (k,), or a
firm with no debt in its capital structure, is simply
its expected level of operating income (EBIT) div-
ided by its assets (T'A):

. E(EBIT)  E(EBIT)
T4

Equity

M&M show that the cost of equity for a levered
firm (k,) is:

ke _ku+(ku_kcl)(%)a (1)

where k,; is the cost of debt; (k, — k;)(D/E) is the
financial risk premium; and D/E is the debt equity
ratio. The equation says that the cost of levered
equity equals the cost of unlevered equity plus a
risk premium to compensate shareholders for fi-
nancial risk.

With Tax

If there exists a tax, then equation (1) should be
rewritten as:

o=k (6 k) ()1 T

where T represents marginal corporate tax rate.
[See also Modigliani and Miller (M&M) propostion
I for variable definitions]

88. Moments (of a Statistical Distribution)

Statistical distributions show the frequency at
which events might occur across a range of values.
The most familiar distribution is a normal “bell
shaped” curve. In general though, the shape of any
distribution can be described by its (infinitely
many) moments.

a. The first moment is the mean, which indicates
the central tendency.

b. The second moment is the variance, which in-
dicates the width.

c. The third moment is the skewness, which indi-
cates any asymmetric “leaning’ whether left or
right.

d. The fourth moment is the kurtosis, which indi-
cates the degree of central “peakedness or,
equivalently, the “fatness” of the outer tails.

89. Monetary Policy

Economists believe that money supply growth has
broad implications for future economic growth
and future levels of inflation. As a consequence,
most financial managers are interested in money
supply changes over time and the current status of
monetary policy. This gives them information
about interest rates and inflation rate trends.

Monetary policy involves the use of the Federal
Reserve Board’s powers to affect the money supply,
interest rates, and aggregate economic activity.
[See also Federal Reserve Board]

90. Money Market

In the money market, securities are issued or traded
that mature, or come due, in one year or less. Ex-
amples of money market securities include US
Treasury bills, corporate commercial paper, and ne-
gotiable certificates of deposit.
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91. Money Market Account

An investment that is initially equal to $1 and
increases at the very short-term risk-free interest
rate prevailing at that time.

92. Money Market Deposit Account

Small time deposit whose holder is limited to three
written checks per month.

93. Money Market Mutual Fund

Mutual fund that accepts customer funds and pur-
chase short-term marketable securities.

94. Money Market Securities

The classification of a financial instrument as a
marketable security typically is based upon matur-
ity and, to a lesser extent, liquidity. Investment
instruments with maturities of one year or less
that are traded to some extent in secondary mar-
kets are called money market securities.

95. Money Purchase Plan

A defined benefit contribution plan in which the
participant contributes some part and the firm con-
tributes at the same or a different rate. Also called
an individual account plan.

96. Money Spread

[See also Spread (options)]

97. Money Supply

The federal government’s designation of certain
liquid assets as money; M1A equals currency out-
side banks plus demand deposits; M1B equals M1A
plus other checkable deposits; M2 equals M 1B plus
overnight RPs, savings and small time deposits, and
money market funds; M3 equals M2 plus large time
deposits and term RPs; L equals M3 plus other

liquid assets (where RPs are repurchase agree-
ments).

98. Monotinicity

[See also Rank order]

99. Monte Carlo Valuation (Simulation)

A procedure for pricing derivative claims by dis-
counting expected payoffs, where the expected
payoff is computed using simulated prices for the
underlying asset.

100. Moody’s Bond Rating

Aaa — bonds of highest quality
Aa — bonds of high quality

A — bonds whose security of principal and
interest is considered adequate but may
be impaired in the future

Baa — bonds of medium grade that are neither
highly protected nor poorly secured

Ba — bonds of speculative quality whose future
cannot be considered well assured

B — bonds that lack characteristics of a desir-
able investment

Caa— bonds in poor standing that may be
defaulted

Ca — speculative bonds that are often in default

C — bonds with little probability of any invest-
ment value (lowest rating)

101. Mortality Tables

Tables of probability that individuals of various
ages will die within a year; created and used by life
insurance companies.

102. Mortgage

A contract whereby a borrower provides a lender
with a lien on real property as security against a
loan.



PART I: TERMINOLOGIES AND ESSAYS 185

103. Mortgage Banking

The business of packaging mortgage loans for sale
to investors and retaining the servicing rights to the
mortgages.

104. Mortgage Bonds

Mortgage bonds pledge real property or specific
assets as security. [See also Collateralized Bonds]

105. Mortgage Securities

A debt obligation secured by a mortgage on the
real property of the borrower.

106. Mortgage Servicing

The process of collecting monthly payments on
mortgages, keeping records, paying the associated
insurance and taxes, and making monthly pay-
ments to holders of the underlying mortgages or
mortgage-backed securities.

107. Mortgage-Backed Security

An ownership claim in a pool of mortgages or an
obligation that is secured by such a pool. These
claims represent securitization of mortgage loans.
Mortgage lenders originate loans and then sell
packages of these loans in the secondary market.
Also called a pass-through because payments are
passed along from the mortgage originator to the
purchaser of the mortgage-backed security.

108. Move Persistence

The statistical tendency in a time series to move on
the next step in the same direction as the previous
step. [See also Autocorrelation]

109. Moving-Average

Moving-average (of rate-of-change) technicians
focus on prices and/or moving averages of prices.

The moving average is used to provide a smoothed
stable reference point against which the daily fluc-
tuations can be gauged. When the daily prices
penetrate above the moving-average line, techni-
cians interpret this penetration as a bearish signal.
When the daily prices move downward through the
moving average, they frequently fail to rise again
for many months.

Moving-average analysts recommend buying a
stock when: (1) the 200-day moving average flat-
tens out and the stock’s price rises through the
moving average, (2) the price of a stock falls
below a moving-average line that is rising, and (3)
the price of a stock that is above the moving-aver-
age line falls but turns around and begins to rise
again before it ever reaches the moving-average
line.

Moving-average chartists recommend selling a
stock when: (1) the moving-average line flattens
out and the stock’s price drops downward through
the moving-average line, (2) a stock’s price rises
above a moving-average line that is declining, and
(3) a stock’s price falls downward through the mov-
ing-average line and turns around to rise but then
falls again before getting above the moving-average
line.

110. Multibank Holding Company

A bank holding company that owns controlling
interest in at least two commercial banks.

111. Multifactor CAPM

Generalization of the basic CAPM that accounts
for extra-market hedging demands.

112. Multiple Rates of Return

More than one rate of return from the same project
that make the net present value of the project equal
to zero. This situation arises when the IRR method
is used for a project in which negative cash flows
follow positive ones.
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113. Multiples

Another name for price/earnings ratios.

114. Municipal Bonds

Tax-exempt bonds issued by state and local gov-
ernments, generally to finance capital improve-
ment projects. General obligation bonds are
backed by the general taxing power of the issuer.
Revenue bonds are backed by the proceeds from
the project or agency they are issued to finance.

115. Municipals

Securities issued by states, local governments, and
their political subdivisions.

116. Mutual Fund

A pool of funds that is managed by an investment
company. Investors in a mutual fund own shares in
the fund, and the fund uses the proceeds to buy
different assets. Some of the important mutual
funds are money market funds, fixed-income
funds, balance funds, income funds, asset allocation
funds, index funds and growth funds.

117. Mutual Fund Theorem

A result associated with the CAPM, asserting that
investors will choose to invest their entire risky
portfolio in a market-index mutual fund.

118. Mutual Savings Bank

Firms without capital stock that accept deposits
and make loans.

119. Mutually Exclusive Investment Decisions

Investment decisions in which the acceptance of a
project precludes the acceptance of one or more
alternative projects.

120. Mutually Exclusive Projects

Investment projects are mutually exclusive, or
competing projects when they represent different
alternatives to meet the same perceived need. Since
all of the alternatives seek to meet the same need,
the firm will choose only the one that creates the
most value for shareholders.



1. NAIC

National Association of Insurance Commission,
which is an organization with no legal power but
with substantial political clout. Commissioners of
insurance in each state wield considerable power
individually and exert influence collectively
through NAIC.

2. Naked Option Writing

The owner of shares of common stock can write, or
create, an option and sell it in the options market, in
an attempt to increase the return or income on a
stock investment. A more venturesome investor
may create an option in this fashion without owning
any of the underlying stock. This naked option
writing exposes the speculator to unlimited risk
because he or she may have to buy shares at some
point to satisfy the contract at whatever price is
reached. This is a serious risk if the value of the
underlying asset has a high degree of variability.

3. Naked Options

The writing of a call or put option without owning
the underlying asset is known as naked options.
Naked options are much riskier than the covered
options. [See also Covered call]

4. Naked Position

A short position in a call option that is not com-
bined with a long position in the underlying asset.
An alternative to a naked position, a financial
institution can adopt a covered position which is
a short position combining a long position in the
underlying asset.

5. Naked Writing

Selling option without an offsetting position in the
underlying asset.

6. Nasdaq

It represents the National Association of Securities
Dealers Automated Quotation (Nasdaq). This
automated quotation system is designed for the
OTC market, showing current bid-asked prices
for thousands of stocks.

7. Nasdaq Index

This index includes 4,000 over-the-counter (OTC)
firms traded on Nasdaq market.

8. Negative Covenant

Part of the indenture or loan agreement that limits
or prohibits actions that the company may take.

9. Negative Pledge Clause

A negative pledge clause in a debenture agreement
states that any future debt-financed asset pur-
chases also are considered to be security for the
bond, even if the assets are financed with first
mortgage bonds.

10. Neglected-Firm Effect

Small firms tend to be neglected by large institu-
tional traders. It has been found by Arbel (1985)
that investment in stock of this kind in less well-
known firms has generated abnormal returns. [See
also January effect]

11. Negotiable Certificates of Deposit

Negotiable certificates of deposit (CDs) are finan-
cial instruments offered by banks to customers
who deposit funds for fixed periods at fixed rates
of interest. CDs are issued in denominations of
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$100,000 or more, with maturities ranging to sev-
eral years.

Yields on CDs are higher than yields on T-bills
for two reasons. First, CDs are substantially less
liquid than T-bills (their secondary market is very
thin). Second, CDs have higher default risk be-
cause the represent unsecured debt obligations of
the issuing banks. However, the spread between
CD and T-bill yields varies depending upon eco-
nomic conditions, supply and demand forces, and
investor attitudes.

12. Negotiable Order of Withdrawal (NOW)

In 1980, Congress enacted depository institu-
tions deregulation and monetary control act
(DIDMCA). Titled III of DIDMCA authorized
banks and financial institution offered interest-
bearing transactions account. In banks and thrifts,
they call this kind of account NOW account.

13. Negotiated Credit

Short-term bank credit is particularly important to
the smaller company. Many large, well-established
companies make little use of bank credit. When
they need working capital above what is available
as trade credit — that is, when they need negotiated
credit, the term given to all credit that arises from a
formal negotiation of funds — they can get attract-
ive terms by borrowing directly from the capital
market. This borrowing usually takes the form of
selling commercial paper.

14. Negotiated Offer

The issuing firm negotiates a deal with one under-
writer to offer a new issue rather than taking com-
petitive bidding.

15. Negotiation

One technique used in business combinations is
direct negotiation between the management teams

and the boards of directors of the two firms. After
negotiations have been worked out, the plans
are presented to both shareholder groups for ap-
proval.

Negotiation must identify what the firms will
exchange, at what prices, and the method of pay-
ment. Assume that Firms A and B negotiate so that
Firm B acquires all the assets (except cash) of Firm
A and pays for these assets with its own cash. Now
Firm A has cash as its only asset, and it may pay off
its creditors and distribute any remaining cash as a
liquidating dividend to its shareholders. If, how-
ever, Firm B pays for the assets of Firm A with its
own shares of stock, then Firm A may sell off the
stock and distribute the cash or distribute the stock
directly to its shareholders. Note that the effect of
these negotiations on the balance sheet of Firm B is
an increase in the assets account, to reflect the ac-
quired assets, and a decrease in cash or an increase
in the capital accounts, to reflect the method of
payment.

Assume now that Firm B acquires the common
stock of Firm A (and not the assets directly). Firm B
may acquire the shares for cash, either in exchange
for some of its shares or by some more complex
plan. In the extreme case in which the shareholders
of Firm A surrender all their shares for shares of
Firm B, Firm A ceases to exist and Firm B assumes
all the assets and liabilities of Firm A. State laws
specify that once a certain percentage of A’s share-
holders agree to an exchange of shares, all share-
holders must comply. Holdout shareholders of
Firm A may go to the courts to earn a fair price
for their shares in the event that they are not satis-
fied with the negotiated price. In a less extreme case,
Firm B may acquire less than all of the shares of
Firm A and maintain an interest in Firm A. In this
case, the shares of Firm A appear as an investment
on the balance sheet of Firm B.

16. Net Cash Balance

Beginning cash balance plus cash receipts minus
cash disbursements.
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17. Net Float

Sum of disbursement float and collection float.
[See also Float]

18. Net Interest Margin

Ratio of net interest income to total earning assets;
used to evaluate profitability of banks.

19. Net Investment

Gross, or total, investment minus depreciation.

20. Net Operating Losses (NOL)

Losses that a firm can take advantage of to reduce
taxes.

21. Net Overhead Burden

Difference between noninterest expense and non-
interest income as a fraction of total bank assets.

22. Net Payoff

Another term for profit.

23. Net Present Value

The net benefit, or the net present value (NPV), of
an investment is the present value of a project’s
cash flows minus its cost. The present value of the
expected cash flows from a project is found by
discounting each cash flow to the present. The net
present value (NPV) is defined as:

Net present value = Present value of the expected
cash flows — Cost of the project

More formally, NPV is:

CF CF CF
PV = o
Q+ry (A+r 1+r)
= CF/([PVIE(r, 1)] + CE,[PVIF(r, 2)] + ...
+ CFy[PVIF(r, N)],

where CF, = annual cash flow generated by the
project in period ¢ (t = 1,2,...,N); PVIF(r,r) =
present value factor for r percent in period #; I =
initial cost of the project; N = expected life of the
project; r = required rate of return used to dis-
count the cash flows.

It is a “net” present value in that it subtracts the
project’s investment cost form the present value of
the project’s expected cash flows.

24. Net Present Value Profile

Management may want to assess the sensitivity of
a project’s NPV to the required rate of return. An
NPV profile shows this relationship in a graph of
project NPVs for different values of the discount
rate. The calculations and graphing of an NPV
profile can be handled easily by a spreadsheet pro-
gram.

If the resulting NPV profile shows a steeply
sloped curve, then the NPV of the project under
consideration is sensitive to the discount rate as-
sumption. In such a case, management should
carefully assess the project’s required return. If
the NPV profile is sloped gradually, then the pro-
ject’s impact on shareholder wealth is not very
sensitive to changes in the discount rate.

25. Net Present Value Rule

An investment is worth making if it has a positive
net present value (NPV). If an investment’s NPV is
negative, it should be rejected.

26. Net Working Capital

Net working capital, the difference between cur-
rent assets and current liabilities, is a financial
indicator that can be used in conjunction with
ratio analysis to gauge a firm’s liquidity. An in-
crease in net working capital is a net investment in
the firm’s current assets; and an increase in an asset
is considered a use of cash. A decrease in net
working capital is a divestment of assets, that is,
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a source of cash. In general, an abundance of net
working capital suggests that the firm has ample
liquidity to meet its short-term obligations.

Net working capital = Current assets

— Current liabilities

But this may not always be the case. In fact, one
of the objectives of short-term financial planning is
to reduce excess or redundant working capital to a
minimum, since carrying these idle assets has both
an explicit and implicit cost.

27. Net Worth

Owner’s (stockholders’) equity in a firm.

28. Netting

The practice of offsetting promised interest pay-
ments with promised interest receipts and transfer-
ring the difference with an interest rate swap. [See
also Interest rate swap] There are at least three
types of netting:

(a) Close-out netting: In the event of coun-
terparty bankruptcy, all transactions or all
contracts of a given type are netted at market
value. The alternative would allow the liquid-
ator to choose which contracts to enforce
and which to not to (and thus poten-
tially ““cherry pick”). There are international
jurisdictions where the enforceability of net-
ting in bankruptcy has not been legally
tested.

(b) Netting by novation: The legal obligation of
the parties to make required payments under
one or more series of related transactions are
canceled and a new obligation to make only
the net payment is created.

(c) Settlement or payment netting: For cash set-
tled trades, this can be applied either bilat-
erally or multilaterally and on related or
unrelated transactions.

29. Newton-Raphson Method

The Newton-Raphson procedure is designed to
solve an equation of the form f(x) = 0. It starts
with a guess of the solution: x = x. It then produces
successively better estimates of the solution:
X=X, X=Xy, X=2X3,... using the formula
Xip1 = Xx; — f(x)/f'(x;). Usually, x, is extremely
close to the true solution.

30. No Loan Fund

A mutual fund that does not charge a regular sales
commission or sale charge. In other words, there
are no front end sales charges.

31. No-Arbitrage Assumption

The assumption that there are no arbitrage oppor-
tunities in market prices.

32. No-Arbitrage Interest Rate Model

A model for the behavior of interest rates that is
exactly consistent with the initial term structure of
interest rates. [See also Term structure of interest
rates).

33. Nominal Cash Flow

A cash flow expressed in nominal terms if the
actual dollars to be received (or paid out) are
given.

34. Nominal Interest Rate

When the bond interest rate is quoted as an APR,
it is called a nominal interest rate or stated annual
interest rate. Given an annual percentage rate, the
periodic interest rate is APR/m, where m represents
the number of periods or cash flows in a year.
Since APR assumes no period-by-period com-
pounding of cash flows, it fails to account for
interest-on-interest.
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35. Nominal Risk-Free Interest Rate

Potential savers have little incentive to invest un-
less their expected returns include some protection
against expected inflation. To try to protect them-
selves from a loss of purchasing power, investors
will demand a return that reflects inflationary ex-
pectations. This return is called the nominal risk-
free interest rate; it represents the observed or
published return on a risk-free asset.

The nominal risk-free rate depends upon: the
real risk-free rate and the expected inflation rate.
[See also Real risk-free rate]

Nominal risk-free interest rate
= (1 + Real risk-free interest rate)
x (1 + Expected inflation rate) — 1.

This equation, known as the Fisher effect, illus-
trates how the inflation rate determines the rela-
tionship between real and nominal interest rates.
Many financial analysts use the interest rate on
a one-year Treasury bill to approximate the nom-
inal risk-free rate. The Treasury bill (T-bill) has a
short time horizon and the backing of the US
government, which give it an aura of safety. The
one-year T-bill rate is used because investment
returns usually are stated as annual returns.

36. Nonbank Bank

A firm that either makes commercial loans or ac-
cepts deposits but does not do both. Thus, it avoids
regulation as a commercial bank. In other words, it
undertakes many of the activities of a commercial
bank without meeting the legal definition of a
bank.

37. Nonbank Subsidiary

A subsidiary of a bank holding company that is
engaged in activities closely related to banking,
such as leasing, data processing, factoring, and
insurance underwriting.

38. Noncash Item

Expense against revenue that does not directly affect
cash flow, such as depreciation and deferred taxes.

39. Nondebt Tax Shields

If firms pay taxes and interest is tax-deductible,
firm value rises as the use of debt financing rises.
But this analysis implies that there are limits to the
benefits of tax-deductible debt. For example, busi-
ness risk leads to variations in EBIT over time,
which can lead to uncertainty about the firm’s
ability to fully use future interest deductions. If a
firm has a negative or zero operating income, an
interest deduction provides little help; it just makes
the pretax losses larger. The advantage of tax-de-
ductible interest also is reduced if the firm has tax-
loss carry forwards that reduce current and future
years’ taxable incomes. Also, firms in lower tax
brackets have less tax incentive to borrow than
those in higher tax brackets.

The present value of future interest tax shields
becomes even more uncertain if EBIT is affected by
nondebt tax shields. In practice, firms’ EBITs are
reduced by various expenses, such as depreciation,
depletion allowances, amortization, pension contri-
butions, employee and retiree health-care costs,
R&D, and advertising expenses. Foreign tax
credits, granted by the US government to firms
that pay taxes to foreign governments, also dimin-
ish the impact of the interest deduction. Thus, the
tax deductibility of debt becomes less important to
firms with large nondebt tax shields.

40. Nondiversifiable Risk

Risk that remains after a large number of assets are
combined in a portfolio. [See also Systematic risk]

41. Nonmarketed Claims

Claims that cannot be easily bought and sold in the
financial markets, such as those of the government
and litigants in lawsuits.
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42. Nonnotification Financing

[See Pledging]

43. Nonperforming Loan

Loan for which an obligated interest payment is 90
days past due. They are placed on accrual status.
Banks have traditionally stopped accruing interest
when debt payments were more than 90 days past
due.

44. Nonrate Gap

Noninterest-bearing liabilities plus equity minus
non-earning assets as a ratio of earning assets.

45. Nonrated Bond

A bond that is not rated by Moody’s, S&P, or
other rating agency.

46. Nonrecombining Tree

A binomial tree describing asset price moves in
which an up move followed by a down move yields
a different price than a down move followed by an
up move.

47. Nonrecourse

Holder of an obligation has no legal right to force
payment on a claim.

48. Nonstandard Option

[See Exotic option]

49. Nonstationary Model

A model where the volatility parameters are a
function of time.

50. Nonsystematic Risk

Nonmarket or firm-specific risk factors that can be
eliminated by diversification. Also called unique

risk or diversifiable risk. Systematic risk refers to
risk factors common to the entire economy.

51. Normal Backwardation Theory

Normal backwardation is one of the three trad-
itional theories used to explain the relationship
between the futures price and the expected value
of the spot price of the commodity at some future
date. Normal backwardation suggests that the fu-
tures price will be bid down to a level below the
expected spot price, and will rise over the life of the
contract until maturity date. On the maturity date,
futures price is equal to spot price. [See also Ex-
pectations hypothesis]

52. Normal Distribution

System metric bell-shaped frequency distribution
that can be defined by its mean and standard
deviation. It’s a systematic distribution and there-
fore the skewness of normal distribution is zero.
It is a continuous probability distribution that
assigns positive probability to all values from
—o0 to +o0o. Sometimes called the “bell curve.”

The probability density function of a normal
random variable can be defined as:

S(x) = L o2 < x < oo,
2o
where 7 = 3.14159, e = 2.71828, and w(— oo <
u < oo) and o2 (0 < ¢ < oo) are the mean and
variance of the normal random variable x. [See
also Central limit theorem|]

53. Normal Market

A market where futures prices increase with ma-
turity.

54. Note

Unsecured debt, usually with maturity of less than
15 years. Note payable is one of the liability items
in the balance sheet.
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55. Note Issuance Facility

An arrangement in which borrowers can issue
short-term securities in their own names.

56. Notional Amount

The dollar amount used as a scale factor in calcu-
lating payments for a forward contract, futures
contract, or swap.

57. Notional Principal

The principal used to calculate payments in an
interest rate swap. The principal is “notional” be-
cause it is neither paid nor received.

58. Notional Value

The face value of interest rate swap contracts; a
mere reference value to compute obligated interest
payments.

59. NPV

Net Present Value = present value of expected
cash flow — cost of the project.
[See also Net present value]

60. NPVGO Model

A model valuing the firm in which net present
value of new investment opportunities is explicitly
examined. NPVGO stands for net present value of
growth opportunities. This model divided the divi-
dend growth model into two parts as value of share
when firm acts as cash cow plus NPV of growth
opportunity. [See also Cash cow for value of a
share]

61. NSF

Not sufficient funds.

62. Numeraire

Defines the units in which security prices are meas-
ured. For example, if the price of IBM is the
numeraire, all security prices are measured relative
to IBM. If IBM is $80 and a particular security
price is $50, the security price is 0.625 when IBM is
the numeraire.

63. Numerical Procedure

A method of valuing an option when no formula is
available.



1. Obligor

A party who is in debt to another. It can be either
(1) a loan borrower, (ii) a bond issuer, (iii) a trader
who has not yet settled, (iv) a trade partner with
accounts payable, or (v) a contractor with unfin-
ished performance, etc. [See also Counterparty]

2. OCC

Options Clearing Corporation. [See also Clearing-
house]

3. Odd Lot

Stock trading unit of less than 100 shares.

4. Odd-lot Theory

The odd-lot theory is one of several theories of
contrary opinion. In essence, the theory assumes
that the common mean is usually wrong and that
it is, therefore, advantageous to pursue strategies
opposite to his thinking. In order to find out what
the common man is doing, statistics on odd-lot
trading are gathered. Most odd-lot purchases are
made by amateur investors with limited resources —
that is, by the common man, who is the small,
unsophisticated investor.

5. Off-Balance Sheet Activities

Commitments, such as loan guarantees, that do
not appear on a bank’s balance sheet but represent
actual contractual obligations. For example, the
issuance of standby letter of credit guarantee is
also an off-balance-sheet activity.

6. Off-Balance Sheet Financing

Financing that is not shown as a liability on a
company’s balance sheet. In leasing, lessees needed
only to report information on leasing activities in
the footnotes of their financial statements. Thus,
leasing led to off-balance-sheet financing.

7. Off-Balance Sheet Risk

The risk incurred by a financial institution due to
activities related to contingent assets and liabilities.

8. Offer Price

The price that a dealer is offering to sell an asset. It
is an ask price.

9. Off-Market Swap

Swaps that have non-standard terms that require
one party to compensate another. Relaxing a
standardized swap can include special interest
rate terms and indexes as well as allowing for
varying notional values underlying the swap.

10. One Bank Holding Company

A holding company that owns or controls only one
commercial bank.

11. One-Factor APT

A special case of the arbitrage pricing theory
(APT) that is derived from the one-factor model
by using diversification and arbitrage. It shows the
expected return on any risky asset is a linear func-
tion of a single factor. The CAPM can be ex-
pressed as one-factor APT in which a single
factor is the market portfolio.

12. On-the-Run Issue

The most recently issued US Treasury security. It
is considered to be the actively traded issue.
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13. Open (Good-Till-Canceled) Order

A buy or sell order remaining in force for up to six
months unless canceled.

14. Open Account

A credit account for which the only formal instru-
ment of credit is the invoice.

15. Open Contracts

Contracts that have been bought or sold without
the transactions having been completed by subse-
quent sale or purchase, or by making or taking
actual delivery of the financial instrument or phys-
ical commodity. Measured by ‘“open interest,” as
reported in the press.

16. Open Interest

The quantity of a derivatives contract that is out-
standing at a point in time. (One long and one
short position count as one unit outstanding.)

17. Open Market Operation

Open market operations are the Fed’s most fre-
quently used monetary policy tool. The Fed buys
and sells securities (usually Treasury bills) with
other market participants. When it purchases gov-
ernment securities in the open market, the Fed
trades dollars for securitiecs. The seller deposits
these dollars in a bank, thereby increasing the
bank’s reserves from which it can make loans.
Through a multiplier process, the open market
purchase boosts deposits in the US banking system
and the money supply rises. An open market sale
of securities by the Fed has the opposite effect,
reducing the level of loanable funds in the banking
system, and therefore the money supply.

18. Open Market Repurchase

A firm can reacquire its stock through an open
market repurchase. Acting through a broker,

the corporation purchases shares in the second-
ary market just like any other investor. A corpor-
ation usually announces its intention to engage
in an open market repurchase in advance,
although the exact amount of shares repurchased
and the actual days of the transactions are not
known.

19. Open Outcry

A system of trading in which buyers and sellers in
one physical location convey offers to buy and sell
by gesturing and shouting.

20. Open-End (mutual) Fund

A fund that issues or redeems its own shares at
their net asset value (NAV). This kind of fund
provides opportunities for small investors to invest
in financial securities and diversify risk.

21. Operating Activities

Sequence of events and decisions that create the
firm’s cash inflows and cash outflows. These activ-
ities include buying and paying for raw materials,
manufacturing and selling a product, and collect-
ing cash.

22. Operating Cash Flow

Earnings before interest and depreciation minus
taxes. It measures the cash generated from oper-
ations not counting capital spending or working
capital requirements.

23. Operating Cycle

When a firm is functioning efficiently, its operating
cycle moves through four stages: (1) converting
cash to inventory, (2) converting inventory to
sales, (3) converting sales to accounts receivable,
and (4) converting accounts receivable to cash.
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This operating cycle can be very simple or quite
complex. A cash flow timeline can depict the most
complex as well as the simplest situation.

Two financial ratios, the receivable collection
period and the inventory conversion period, help
the manager to quantify the operating cycle. The
average days of accounts receivable is defined as
accounts receivable divided by sales per day as:

Accounts receivable
Sales/365 days

Receivable collection period =

The inventory conversion period is defined as
inventory divided by cost of goods sold per day as:

Inventory conversion period

B Inventory
~ Cost of goods sold/365 days’

Adding these two ratios together gives us the
length of a firm’s operating cycle:

Operating cycle = Receivables collection period
+ Inventory conversion period.

The operating cycle measures conversion of
current assets to cash. [See also Cash conversion
cycle]

24. Operating Income

Sum of interest income and non-interest income
for a financial institution. For a non-financial in-
stitution, it represents the net sale minus cost of
good sold.

25. Operating Lease

An operating lease is a shorter-term lease than for
instance, a leveraged lease or a sale and lease-back
agreement, which may be cancelled at the lessee’s
option. An operating lease does not satisfy any of
the four financial lease criteria. [See also Capital
lease] The lessor typically must maintain and ser-
vice the asset. Computers, photocopiers, and
trucks often are acquired under the terms of an
operating lease.

26. Operating Leverage

A firm’s business risk is affected by its level of fixed
costs, or in financial terminology, its operating
leverage. Operating leverage magnifies the effect
of changing sales to produce a percentage change
in EBIT larger than the change in sales, assuming
constant profit margins. It is a business risk meas-
ure. [See also Degree of operating leverage].

27. Opportunity Cost

From economics, we know than an opportunity
cost is the cost of passing up the next best alterna-
tive. For example, the opportunity cost of a build-
ing is its market value. By deciding to continue to
own it, the firm is foregoing the cash it could
receive from selling it. Economics teaches the TIN-
STAAFL principle: “There is no such thing as a
free lunch.” Capital budgeting analysis frequently
applies this principle to existing assets.

If a firm is thinking about placing a new manu-
facturing plant in a building it already owns, the
firm cannot assume that the building is free and
assign it to the project at zero cost. The project’s
cash flow estimates should include the market
value of the building as a cost of investing since
this represents cash flows the firm will not receive
from selling the building.

28. Opportunity Set

The possible expected return—standard deviation
pairs of all portfolios that can be constructed from
a set of assets. Also called a feasible set.

29. Optimal Cash Balance

Based upon Baumol’s economic order quantity
(EOQ) model the total cost of cash balances can
be defined as:

Total costs = Holding costs + Transaction costs

cC T
=—r+—F
STt F.
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where C = amount of cash raised by selling mar-
ketable securities or borrowing; %: average cash
balance; r = opportunity cost of holding cash (the
foregone rate of return on marketable securities);
T = total amount of new cash needed for trans-
action over entire period (usually one year); %:
number of transactions; F = fixed cost of making
a securities trade or borrowing money.

The minimum total costs are obtained when C is
set equal to C*, the optimal cash balance. C* is
defined as:

2FT
C" =4/ ,
r

where C* = optimal amount of cash to be raised
by selling marketable securities or by borrowing.
[See also Baumal’s economic order quantity model]

30. Optimal Risky Portfolio

An investor’s best combination of risky assets to be
mixed with safe assets to form the complete port-
folio. [See also Appendix F]

31. Option

A right — but not an obligation — to buy or sell
underlying assets at a fixed price during a specified
time period.

32. Option Class

All options of the same type (call or put) on a
particular stock.

33. Option Elasticity

The percentage increase in an option’s value given
a 1 percent change in the value of the underlying
security.

34. Option Overwriting

Selling a call option against a long position in the
underlying asset.

35. Option Premium

The price of an option. [See also Option pricing
equation]

36. Option Pricing Equation

An exact formula for the price of a call option. The
formula requires five variables: the risk-free inter-
est rate, the variance of the underlying stock, the
exercise price, the price of the underlying stock and
the time to expiration.

C = SN(d)) — Xe ""N(d»),

In(S/X)+ (r+c*/2)T
oV T '

where d| =

dzzdl—a'ﬁ,

C = current call option value; S = current stock
price; N(d) = the probability that a random
draw from a standard normal distribution will be
less than d, in other words, it equals the area
under the normal curve up to d; X = exercise
price; e = 2.71828, the base of the natural log
function; r = risk-free interest rate; In = natural
logarithm function; o = standard deviation of
the annualized continuously compounded rate
of return of the stock.

Like all models, the Black-Scholes formula is
based on some important underlying assumptions:

1. The stock will pay no dividends until after the
option expiration date.

2. Both the interest rate, r, and variance rate, o,

of the stock are constant.

3. Stock prices are continuous, meaning that sud-
den extreme jumps such as those in the after-
math of an announcement of a takeover
attempt are ruled out.

37. Option Series

All options of a certain class with the same strike
price and expiration date.
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38. Option Theoretic

An approach to estimating the expected default
frequency of a particular firm. It applies Robert
Merton’s model-of-the-firm which states that debt
can be valued as a put option of the underlying
asset value of the firm. [See also Credit Monitor
Overview, KMV Corporation, 1993, San Fran-
cisco]

39. Option Writer

The party with a short position in the option.

40. Option-Adjusted Spread (OAS)

A procedure for valuing prepayment risk associ-
ated with mortgage-backed securities that recog-
nize the magnitude and timing of prepayments and
required return to an investor. This kind of model
uses option pricing theory to figure the fair yield
on pass-throughs and, in particular, the fair yield
spread of pass-throughs over treasuries. These so-
called option-adjusted spread (OAS) models focus
on the prepayment risk of pass-throughs as the
essential determinant of the required yield spread
of pass-through bonds over treasuries.

Stripped to its basics, the option model views the
fair price on a pass-through such as a GNMA
(Ginnie) bond as being decomposable into two
parts;

Ponma = PreonD — PprEPAYMENT_OPTION

That is, the value on a GNMA bond to an in-
vestor (Pgnma) is equal to the value of a standard
noncallable Treasury bond of the same duration
(PteonDp) minus the value of the mortgage holder’s
prepayment call option (PprepAYMENT_OPTION).
Specifically, the ability of the mortgage holder to
prepay is equivalent to the bond investor writing a
call option on the bond and the mortgagee owning
or buying the option. If interest rates fall, the option
becomes more valuable as it moves into the money
and more mortgages are prepaid early by having the

bond called or the prepayment option exercised.
This relationship can also be thought of in the
yield dimension:

Yonma = YTBOND + YOPTION-

The investors’ required yield on a GNMA
(Ygnma) should equal the yield on a similar dur-
ation T-bond (Ytgonp) plus an additional yield for
writing the valuable call option (Y option). That is,
the fair yield spread or option-adjusted spread
(OAS) between GNMAs and T-bond should re-
flect the value of this option.

41. Order Book Official

[See Board broker].

42. Order Statistics

The n draws of a random variable sorted in ascend-
ing order. They are nonparametric statistics.

43. Ordinal Utility

An ordinal utility implies that a consumer needs
not be able to assign numbers that represent (in
arbitrary unit) the degree or amount of utility as-
sociated with commodity or combination of com-
modity. The consumer can only rank and order the
amount or degree of utility associated with com-
modity. [See also Cardinal utility]

44. Organized Exchanges

The organized exchanges have physical locations
where brokers act as agents; they help their client
buy and sell securities by matching orders. The New
York Stock Exchange (NYSE) is the largest organ-
ized exchange in the US.

45. Original-Issue-Discount-Bond

A bond issued with a discount from par value.
Also called a deep-discount or pure discount bond.
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46. Origination Fee

Fee charged by a lender for accepting the initial
loan application and processing the loan.

47. Originator

The financial institution that extends credit on a
facility which may later be held by another institu-
tion through, for instance, a loan sale. Originator
can change origination fee. [See also Facility]

48. Out of The Money

The owner of a put or call is not obligated to carry
out the specified transaction, but has the option of
doing so. If the transaction is carried out, it is said
to have been exercised. If the call option is out of
the money — hat is, the stock is trading at a price
below the exercise price — you certainly would not
want to exercise the option, as it would be cheaper
to purchase stock directly.

49. Out Performance Option

An option in which the payoff is determined by the
extent to which one asset price is greater than an-
other asset price, called the benchmark. It is also
called exchange option. [See also Exchange option]

50. Out-of-the-Money Option

Either (a) a call option where the asset price is less
than the strike price or (b) a put option where the
asset price is greater than the strike price.

51. Outsourcing

Buying services from third-party vendor. For ex-
ample, some banks might outsource their data
processing.

52. Overdraft

Depositor writing a check for an amount greater
than the deposit balance.

53. Overhead

Expenses that generally do not vary with the level of
output.

54. Oversubscribed Issue

Investors are not able to buy all the shares they
want, so underwriters must allocate the shares
among investors. This occurs when a new issue is
under priced.

55. Oversubscription Privilege

Allows shareholders to purchase unsubscribed
shares in a rights offering at the subscription
price. This kind of privilege makes it unlikely that
the corporate issuer would need to turn to its
underwriter for help.

56. Over-the-Counter Market

The over-the-counter (OTC) market is a telecom-
munications network of dealers who provide li-
quidity to investors by their willingness to “make
markets” in particular securities. When an investor
wants to purchase a security, a dealer firm will sell
it (at a price equal to the “ask” price) from its own
inventory of securities; if an investor wants to sell,
the dealer will purchase the security (at the “bid”
price) and hold it in inventory. A source of dealer
profit is the spread, or difference between the bid
and ask price.



1. P/E Effect

Fundamental analysis calls on much wider range
information to create portfolios than doe’s tech-
nical analysis. One of the criteria is to use the price/
earnings (P/E) ratio information to formulate port-
folios. It has been found that portfolios of low P/E
stocks have exhibited higher average risk-adjusted
returns than high P/E stocks.

2. P/E Ratio

A firm’s stock price per share divided by earnings
per share.

3. PAC

Planned amortization class such as collateralized
mortgage option (CMO) — A security that is retired
according to a planned amortization schedule,
while payments to other classes of securities are
slowed or accelerated. The objective is to ensure
that PACs exhibit highly predictable maturities
and cash flows.

4. Package

A derivative that is a portfolio of standard calls
and puts, possibly combined with a position in
forward contracts and the asset itself.

5. Pac-Man Strategy

In a pac-man strategy, the target firm tries to turn
the tables and take over the hostile bidder. [See
also Tender offer]

6. Par Bond

A bond for which the price at issue equals the
maturity value.

7. Par Coupon

The coupon rate on a par bond.

8. Par Value

The face value of a bond is called the par value.
Generally, this is the amount of money that the
issuer has initially borrowed and promised to
repay at a future maturity date. Most US corpor-
ate bonds have a par value of $1,000 per bond.

9. Par Yield

The coupon on a bond that makes its price equal
the principal.

10. Parallel Shift In The Yield Curve

A change in interest rate where rates at all maturities
change by the same amount, in the same direction,
at the same time. This never actually occurs.

11. Parent Company

A firm that owns controlling interest in the stock
of another firm.

12. Partial Expectation

The sum (or integral) of a set of outcomes times the
probability of those outcomes. To understand the
calculations of partial expectation, consider a bi-
nomial model in which the strike price is $70, and
the stock price at expiration can be $20, $40, $60,
or $80, with probabilities 1/8, 3/8, 3/8 and 1/8,
respectively. If a put is in the money at expiration,
the stock price is either $20, $40, or $60. Suppose
that for these two values we sum the stock price
times the probability. We obtain:

> PROB(S) x S, = (; X $2o> + @ X $40)

S$1<70

+ @ « $60) — $40.
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The value $40 is clearly not an expected stock
price since it is below the expected stock price
($50). We call $40 the partial expectation of the
stock price conditional upon S; < ($70).

13. Participating Swap

Allows the fixed rate to be adjusted downward
during the life of the swap, depending on the rate
for payments indexed to a long-term rate.

14. Partnership

A partnership brings two or more individuals to-
gether to invest their time, energy, and talents in
the firm. Organizing a partnership is relatively
simple, although some legal documents may be
needed to spell out the percentage ownership,
rights, and duties of each partner. By drawing on
the strengths of two or more individuals, each can
specialize in his or her own area to help the firm
achieve success. Also, the combined financial re-
sources of two or more individuals may increase
the firm’s ability to raise and borrow capital.

As with a proprietorship, partnership income is
taxable to each partner at his or her own personal
tax rate. The partnership ends upon the death of
any partner; unless other arrangements have been
made, firm assets may need to be sold to settle the
deceased partner’s estate.

As the partners presumably manage their firm,
agency costs can be zero, as long as they agree
on the firm’s goals, work together amicably, and
trust and respect each other as professionals.
Should intractable differences of opinion or suspi-
cions arise, arguments, and even court battles,
can result.

Partnerships suffer from other drawbacks. As
with a proprietorship, it is difficult to value and
transfer ownership in a partnership. In addition,
partners are jointly and severally liable for the debts
of the partnership. That means each partner may
have to pay more than his or her proportional
ownership share to settle the firm’s debts in case

of failure. Each partner has unlimited liability.
Anyone thinking of joining a partnership should
seriously consider this risk.

The liability risks just noted describe a general
partnership. A limited partnership addresses the
liability concern by identifying at least one general
partner as having unlimited liability; the remaining
limited partners face liability limited to their invest-
ment in the firm, in other words, their personal
assets cannot be demanded to settle the firm’s
debts. However, they also are limited in that they
cannot participate in the operations of the firm.
Operating decisions may be made only by the gen-
eral partners.

15. Passbook Savings

Nonnegotiable, small savings account evidenced
by a passbook listing the account terms.

16. Passive Investment Strategy

[See also Passive management]

17. Passive Management

Buying a well-diversified portfolio to represent a
broad-based market index without attempting to
search out mispriced securities.

18. Passive Portfolio

A market index portfolio. [See also Passive port-
folio management]

19. Passive Portfolio Management

An investment policy whereby managers make pre-
determined securities purchases regardless of
the level of interest rates and specific rate expect-
ation. Examples include following a laddered ma-
turity strategy whereby a bank continuously buys
10-year securities as previously owned securities
mature.
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20. Pass-Through

[See also Mortgage-back security]

21. Pass-Through Security

Pools of loans (such as home mortgage loans) sold
in one package. Owners of pass-throughs receive
all principal and interest payments made by the
borrowers.

22. Past-Due Loan

A loan with a promised principal and/or interest
payment that has not been made by the scheduled
payment data.

23. Path-Dependent Derivative

A derivative where the final payoff depends upon
the path taken by the stock price, instead of just
the final stock price.

24. Path-Dependent Option

An option whose payoff depends on the whole
path followed by the underlying variable-not just
its final value. An Asian option is an example of
path-dependent option, since Asian option that has
a payoff that is based on the average price over
some period of time. [See also Asian option]

25. Payable Through Drafts

Payable through drafts resemble checks; they are
written orders to pay and have the physical ap-
pearance of checks. However, they are drawn dir-
ectly against the issuing firm instead of a bank. The
bank receives a draft first; it sends the draft to the
issuing firm and awaits approval. The bank re-
leases funds only when the corporate issuer ap-
proves specific drafts for payment. In practice,
the bank generally withholds payment for one

business day and then covers the payment auto-
matically unless directed otherwise. The issuing
firm generally inspects the drafts for inaccuracies
in signatures, amounts, and dates, and quickly
cancels payments on issued drafts with discrepan-
cies.

Although drafts may increase disbursement
float, their main advantage lies in ensuring effect-
ive control over payments. Draft payments are
popular in the insurance industry, for instance,
where they allow field agents to settle claims
quickly even though they lack the authority to
issue checks. Drafts give the central office the flexi-
bility to improve efficiency in field operations, yet
still retain the option to block any payments
deemed inappropriate.

26. Payback Method

The payback method calculates a project’s pay-
back period as a measure of how long it takes the
project to pay for itself. More formally, it is the
time necessary for a project to generate cash flows
sufficient to recover its cost. Projects with payback
periods less than a management-determined cutoff
are acceptable. Projects with longer paybacks are
rejected.

The payback method has none of the character-
istics we want from a project selection method.
First, it ignores the time value of money, summing
periodic cash flows without regard for the differ-
ences in the present values of those dollars. Second,
the payback method fails to account for all relevant
cash flows, ignoring those that accrue after the
payback period. Third, the payback period gives
no indication of the absolute change in shareholder
wealth due to a particular project. Finally, the de-
cision criterion is quite subjective. The determin-
ation of an appropriate payback period is based
solely upon management’s opinions and perceived
needs. It has no relationship to the project’s re-
quired return.

Some firms use a discounted payback method,
in which the payback is computed using the pre-
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sent value of the cash inflows. [See also Discount
payback rule]

27. Payback Period Rule

An investment decision rule which states that all
investment projects that have payback periods
equal to or less than a particular cutoff period are
accepted, and all of those that pay off in more than
the particular cutoff period are rejected. The pay-
back period is the number of years required for a
firm to recover its initial investment required by a
project from the cash flow it generates.

28. Payer Swaption

A swaption giving the holder the right to be the
fixed-rate (or fixed price) payer in the swap.

29. Paylater Strategy

Generally used to refer to option strategies in
which the position buyer makes no payments un-
less the option moves more into the money. This is
an exotic option is which the premium is paid only
at expiration and only if the option is in the money.

30. Payment Date

The firm mails checks to shareholders on the pay-
ment date. [See also Dividend declaration date]

31. Payment-in-Kind

Payment-in-kind (PIK) bonds often are issued by
cash-strapped firms and firms doing leveraged
buyouts. The PIK provision allows the issuer to
pay coupon interest in the early years of the issue
in the form of either cash or bonds with values
equal to the coupon payment. Such bonds help
reduce the issuer’s cash outflows, but at a cost of
increasing the debt. Investors also assume a risky
position; unless the issuer’s cash situation im-

proves, they find themselves increasing their expos-
ure to the questionable lender.

32. Payments Pattern Approach

Describes the lagged collection pattern of receiva-
bles. For instance the probability that a 75-day-old
account will still be unpaid when it is 76 days old.
[See also Receivable balance pattern]

33. Payoff

The cash realized by the holder of an option or
other derivatives at the end of its life.

34. Payoff Diagram

A graph in which the value of a derivative or other
claim at a point in time is plotted against the price of
the underlying asset.

35. Payout Phase

The payout phase usually starts at retirement, when
the investor typically has several options, including
the following:

1. Taking the market value of the shares in a
lump sum payment.
2. Receiving a fixed annuity until death.

3. Receiving a variable amount of money each
period that is computed according to a certain
procedure.

36. Payout Ratio

Proportion of net income paid out in cash divi-
dends.

37. Peak

The transition from the end of an expansion to the
start of a contraction in business cycle.
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38. Peak Exposure

For market-driven instruments, the maximum
(perhaps netted) exposure expected with 95 percent
confidence for the remaining life of a transaction.
CreditMetrics does not utilize this figure because it
is not possible to aggregate tail statistics across a
portfolio, since it is not the case that these “peaks”
will all occur at the same time. [See also Credit-
Maetrics]

39. Pecking Order Hypothesis

The pecking order hypothesis is a perspective
based upon repeated observations of how corpor-
ations seem to raise funds over time. The theory
behind this perspective was developed from the
information asymmetry problem, namely, that
management knows more about the firm and its
opportunities than the financial marketplace does,
and that management does not want to be forced
to issue equity when stock prices are depressed.
[See also Information asymmetry]

Evidence shows that corporations mainly rely on
internal funds, especially new additions to retained
earnings, to finance capital budgeting projects. If
they need outside financing, firms typically issue
debt first, as it poses lower risk on the investor than
equity and lower cost on the corporation. Should a
firm approach its debt capacity, it may well favor
hybrid securities, such as convertible bonds, over
common stock. As a last resort, the firm will issue
common equity. Thus, firms have a financing ‘““peck-
ing order,” rather than a goal to maintain a specific
target debt-to-equity ratio over time.

Under this pecking order hypothesis, financial
theory has come full circle. Like Modigliani and
Miller’s original work, the pecking order hypoth-
esis implies that firms have no optimal debt-to-
equity ratios. Instead, they follow the pecking
order, exhausting internal equity (retained earn-
ings) first and resorting to external equity (new
1ssues of common stock) last. Observed debt ratios
represent nothing more than the cumulative result
of a firm’s need to use external financing over time.

Under the pecking order hypothesis, firms with
high profitability should have lower debt ratios, as
these firms’ additions to retained earnings reduce
their need to borrow. Under the static tradeoff
hypothesis, a firm with high profitability ratios
should have a lower probability of bankruptcy
and a higher tax rate, thus leading to higher debt
ratios. Most empirical evidence resolves this con-
flict in favor of the pecking order hypothesis; stud-
ies find that more profitable firms tend to have
lower debt ratios.

What if the pecking order hypothesis is correct
and the firm has no optimal capital structure? Re-
call that the cost of capital represents the minimum
required return on capital budgeting projects. Man-
agement must determine the firm’s cost of capital
regardless of personal beliefs about the existence of
an optimal capital structure. Target capital struc-
ture weights should reflect management’s impres-
sion of a capital structure that is sustainable in the
long run and that allows for financing flexibility
over time. Should a firm fail to earn its cost of
capital, shareholder wealth will decline.

The debate over optimal capital structure is not
resolved. Empirical studies and surveys of corpor-
ate practice have supported both the static tradeoff
and the pecking order theories. Part of the uncer-
tainty over which perspective is correct comes from
blends between capital structure choices that de-
part from ‘““plain vanilla” debt and equity. In re-
cent decades, firms have devised myriad financing
flavors. Consequently, many firms have several
layers of debt and several layers of equity on their
balance sheets. Debt can be made convertible to
equity; its maturity can be extended, or shortened,
at the firm’s options; debt issues can be made
senior or subordinate to other debt issues. Like-
wise, equity variations exist. Preferred equity has
gained popularity since it increases a firm’s equity
without diluting the ownership and control of the
common shareholders; it also increases future fi-
nancing flexibility by expanding the firm’s capacity
for debt issues. Firms can have different classes of
common equity, providing holders with differing
levels of dividend income or voting rights.
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In sum, pecking order in long-term financing is a
hierarchy of long-term financing strategies, in
which using internally generated cash is at the top
and issuing new equity is at the bottom.

40. Peer Group

Sample firms used to generate average reference
data for comparison with an individual firm’s per-
formance data.

41. Pension Benefit Guarantee Corporation
PBGO)

The Employees Retirement Income Security Act
(ERISA) of 1974 established the PBGC, which is
a government-run insurance system that ensures
that employees of companies that go bankrupt
will receive their pension benefits.

42. Percentage of Sales Method

The percentage of sales method is a more complex
financial planning model than the internal growth,
sustainable growth, or external financing needs
models. The percentage of sales method generates
a set of pro forma or forecasted balance sheets and
income statements for the firm. The analyst pro-
jects what will happen to the firm’s accounts over
time, which supports an estimate of the firm’s
external financing needs for a particular period.

The first step of the percentage of sales method
is implied by the method’s name. Using historical
data, the analyst divides each balance sheet and
income statement item by sales revenue. The
resulting ratios are examined to see which accounts
have maintained fairly constant relationships or
trends with respect to sales.

The second step of the percentage of sales
method is to estimate future sales levels. This esti-
mate can rely on market research studies or on an
analysis of internal or sustainable growth rates.

In the third step, the analyst can construct pro-
jected financial statements. This process begins by
placing the sales forecast at the top of the income

statement. To forecast the value of income state-
ment items having a steady or predictable relation-
ship to sales, the analyst assumes this relationship
will continue. For items that do not have a con-
sistent relationship to sales, other assumptions will
be needed to forecast their values. For example,
current credit market conditions may suggest hold-
ing interest expense constant or projecting it to
grow at a predetermined rate; projected taxes will
reflect the firm’s tax rate.

Similarly, the analyst projects balance sheet ac-
counts based upon their relationship with sales
revenue. Accounts that lack consistent relation-
ships to sales may be assumed to be held constant
or to change in a manner consistent with recent
trends and future market projections.

The analyst estimates retained earnings by add-
ing the forecasted addition to retained earnings to
the existing retained earnings balance. The fore-
casted addition to retained earnings is the net in-
come on the pro forma (projected) income
statement less any dividends, that is:

Projected retained earnings
= Existing retained earnings
+ Projected net income

— Estimated dividend payment.

The accounting identity requires that total assets
equal total liabilities and equity; in the first pass,
however, the percentage of sales method will rarely
produce this equality. To balance the pro forma
balance sheet, the analyst inserts a plug figure, so
that:

Total assets = Total liabilities
+ Stockholders' equity + Plug.

The plug figure, sometimes labeled “external
funds needed” or “‘external funds required,” typic-
ally represents an addition to or subtraction from
notes payable to restore equality to the balance
sheet equation. A positive plug figure suggests
that additional short-term borrowing will be
needed to finance the firm’s growth plans. (Of
course, this need for funds also can be met by
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issuing long-term debt or equity.) A negative plug
figure suggests that project operating results will
generate excess cash which the firm can use to
reduce its short-term or long-term borrowing or
to repurchase stock.

43. Percentile Level

A measure of risk based on the specified confi-
dence level of the portfolio value distribution
(e.g., the likelihood that the portfolio market falls
below the 99th percentile number is 1 percent).

44. Perfect Markets

Perfectly competitive financial markets.

45. Perfectly Competitive Financial Markets

Markets in which no trader has power to change
the price of goods or services. Perfect markets are
characterized by the following conditions: (1) trad-
ing is costless, and access to the financial markets
is free; (2) information about borrowing and lend-
ing opportunities is freely available; (3) there are
many traders, and no single trader can have a
significant impact of market prices.

46. Performance Shares

Shares of stock given to managers on the basis of
performance as measured by earnings per share
and similar criteria is a control device used by
shareholders to tic management to the self-interest
of shareholders.

47. Permanent Working Capital

Some working capital needs persist over time, re-
gardless of seasonal or cyclical variations in sales.
The firm will always maintain some minimum level
of cash, accounts receivable, or inventory; this is
permanent working capital and is usually some
target percentage of sales.

48. Perpetual Option

An option that never expires.

49. Perpetual Preferred Stock

Nonmaturing preferred stock.

50. Perpetuity

A constant stream of cash flows without end. A
British consol is an example. Consider a consol that
pays a coupon of C dollars each year and will do so
with a discount rate r forever. Simply applying the
present value (PV) formula gives us

pr=S
r

[See also Discount rate]

51. Perquisites

Management amenities such as a big office, a com-
pany car, or expense-account meals. “Perks” are
agency costs of equity, because managers of the
firm are agents of the stockholders.

52. Personal Banker

Individual assigned to a bank customer to handle a
broad range of financial services.

53. Personal Trust

An interest in an asset held by a trustee for the
benefit of another person.

54. Pie Model of Capital Structure

A model of the debt-equity ratio of the firms,
graphically depicted in slices of a pie that re-
presents the value of the firm in the capital
markets.
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55. Plain Vanilla

A term used to describe a standard deal. The most
basic type of interest rate swap is known as a
“plain vanilla swap.”

56. Planned Amortization Class

A collateralized mortgage obligation (CMO) that
receives principal from the underlying mortgages
based on a predetermined payment schedule,
where the payments vary depending on whether
prepayments fall inside or outside some predeter-
mined range.

57. Planning Phase of Capital Budgeting

The planning or identification phase examines
areas of opportunity or change that could offer
profitable investment.

Over time, managers define and redefine the
firm’s mission, or ““vision,” and the strategies they
will use to accomplish that mission. This long-term
plan provides a foundation for the following 5 to 10
years of operation planning for the firm. The long-
term plan is operationalized, or implemented, in the
annual capital budget. To develop the capital
budget, managers must find investment opportun-
ities that fit within the overall strategic objectives of
the firm. In addition, they must consider the firm’s
position within the various markets it serves and the
likely plans of its competitors. Attractive capital
budgeting projects are those that take the firm
from its present position to a desired future market
position. Two popular and well-known methods
that managers use to identify potentially attractive
capital budgeting projects are the business strategy
matrix and SWOT analysis. [See also Business strat-
egy matrix and SWOT analysis]

58. Pledged Securities

Bank securities (either treasury or municipal secur-
ities) pledged as collateral against deposit liabilities

such as Treasury deposits, municipal deposits, and
borrowing from Federal Reserve banks. These
pledged securities are often held by a third party
trustee and cannot be sold without a release.

59. Pledging

In pledging, the firm offers its receivables as secur-
ity for a cash advance. The lender who accepts and
discounts the receivables may be a commercial
bank or a specialized industrial finance company.

The first step in setting up a pledging relation-
ship is to negotiate a formal agreement between the
borrower and the lender. Once the agreement has
been reached and a legal contract signed, the bor-
rower can begin to present its receivables. The
lender gives the borrower the face value of the
invoices less its own charges. That is, the lender
buys the invoices at a discount, paying less than the
amount it hopes to collect.

Almost all pledging agreements have two im-
portant provisions: the lender’s right to recourse,
and its right to reject invoices. In the event that the
customer defaults and fails to pay the sum in-
voiced, the borrower is obligated to assume re-
sponsibility for the outstanding amount.

The lender also has the right to select only those
invoices that it will finance and reject those it
considers too risky. It is estimated that the rejec-
tion rate could reach as high as fifty percent.

Pledging, or discounting, receivables is not a
cheap source of credit. During most of the 1980s,
when the commercial bank lending rate varied be-
tween 8§ and 15 percent, the cost of discounting was
about 20 percent. Similar rate differentials exist
today. In addition, the lender often charges yet
another fee to cover its expenses to appraise credit
risks. Consequently, this source of short-term fi-
nancing is used mostly by companies that have no
other source of funds open to them, primarily
smaller companies. For such companies, however,
this offers two advantages. First, after the initial
agreement has been reached, the method is fairly
informal and automatic, except for the rejection of
invoices for bad risk. Second, the customer being
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invoiced receives no information that the borrow-
ing company is in financial trouble; he or she sim-
ple sends in a check in the normal way and never
knows that it has been assigned to a third party.
For this reason, pledging receivables is sometimes
called nonnotification financing.

60. Plowback Ratio

The proportion of the firm’s earnings that is rein-
vested in the business (and not paid out as divi-
dends). The plowback ratio equals 1 minus the
dividend payout ratio.

61. Plug

A variable that handles financial plan. [See also
Percentage of sales method]

62. PO

Principal Only. A mortgage-backed security where
the holder receives only principal cash flows on the
underlying mortgage pool.

63. Point

Mortgage lenders customarily charge initial service
fees, known as points, at the time of the loan ori-
gination. A point is one percent of the principle of
the loan.

64. Point of Sale

Electronic terminals that enable customers to dir-
ectly access deposit accounts.

65. Poison Pill

Strategy by a takeover target company to make a
stock less appealing to a company that wishes to
acquire it. Examples of such delaying tactics, proxy
defenses, or poison pills include

1. Provisions that require super-majorities (for
example, two-thirds) of existing share-holders
to approve any takeover;

2. The decision to place some, rather than all,
board seats up for election every year, thus
delaying the ability of an acquirer to control
the firm;

3. Provisions to allow the board to authorize and
issue large quantities of stock or to repurchase
outstanding bonds in the event of a takeover
attempt;

4. Provisions that stipulate expensive payouts to
existing managers in the face of any successful
buyout;

5. The establishment of advance notice require-
ments, so shareholders must meet deadlines
for presenting business or director nomin-
ations at shareholder meetings; and

6. Restrictions on the ability of shareholders to
call special meetings.

66. Poisson Distribution

A probability distribution that counts the
number of events occurring in an interval of time,
assuming that the occurrence of events is inde-
pendent.

67. Poisson Process

A process describing a situation where events
happen at random. The probability of an event in
time A, is AA;, where A is the rate (intensity) of the
process.

68. Political Risk

Investors in nondomestic securities face a number
of risks beyond those of domestic securities. Polit-
ical risk can affect a bond investor in a number of
ways. A foreign government may block currency
exchanges, preventing the investor from repatriat-
ing coupon income.
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69. Pooling of Interests

The general idea motivating the pooling treatment
is that the business combination was not a pur-
chase-sale transaction but rather a combining of
interests. Hence, the prior accounting valuations
are maintained and merely added together for the
combined firm. Moreover, from an accounting
standpoint, the two firms are considered to have
been joined from day one and the accounting re-
ports are restated as if they had been joined.

70. Portfolio Analysis

A portfolio is any combination of assets or invest-
ments. A firm can be considered a portfolio of
capital budgeting projects.

Expected Return on a Portfolio

The expected rate of return on a portfolio, E(R)), is
simply the weighted average of the expected re-
turns, E(R;), of the individual assets in the port-
folio:

E(R,) = i: wiE(R;),
P

where w; is the weight of the ith asset, or the
proportion of the portfolio invested in that asset.
The sum of these weights must equal 1.0.

E(R;) is used to stand for the expected return on
a risky asset. Whenever risk exists, the actual re-
turn is not known beforehand. We know that there
is an asset which, for all intents and purposes, is
considered risk-free: the Treasury bill or T-bill. Let
R/ denote the nominal return on a risk-free asset.
Since it has no risk, the expected nominal T-bill
return is the same as its actual return.

Variance and Standard Deviation of Return on a
Portfolio

The total risk of a portfolio can be measured by its
variance or the standard deviation of its returns.

Lower portfolio variability arises from the benefits
of diversification. [See also Diversification] The
benefits of diversification are greatest when asset
returns are strongly negatively correlated, that is,
when they tend to move in opposite directions over
time.

Portfolio variance is affected not only by the
variance of each asset’s return but also by covar-
iances between returns. [See also Covariance] The
variance of a two-asset portfolio is computed by
summing the squared weights of each asset times
the asset’s variance and then adding a term to
capture the covariance of the two assets:

2 2 2 2 2
o, = w07 + w305 + 2wiwy cov(Ry, Ry),

where w; and w; are weights associated with first
and second security respectively. o} and o3 are
variance for first and second security, respectively.
Cov(R;, R,) represents covariance between R; and
R;.

We can also express the portfolio variance in
terms of the correlation coefficient as [See also
Correlation)]:

2 2 2 2 2
o, = Wio| + w3035 + 2wiwap 1,010,

where p,, represents the correlation coefficient be-
tween Ry and R,.

The standard deviation of the portfolio’s returns
is simply the square root of this variance.

71. Portfolio Cushion

In general, portfolio insurance can be thought of as
holding two portfolios, the first portfolio can be
viewed as the safe or riskless portfolio with value
equal to the level of protection desired. This level is
called the floor and is the lowest value the portfolio
can have. For certain strategies this can be held
constant or allowed to change over time as market
conditions or needs change. The second portfolio
consists of the difference between the total value of
the portfolio and the floor, commonly called the
portfolio cushion. These assets consist of a lever-
aged position in risky assets. To insure the portfolio,
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the cushion should be managed as never to fall
below zero in value because of the limited-liability
property of common stock.

72. Portfolio Immunization

Making a portfolio relatively insensitive to interest
rates.

73. Portfolio Insurance

The practice of using options or dynamic hedge
strategies to provide protection against investment
losses while maintaining upside potential. In add-
ition, it can use an appropriate mix of treasury bills
and security to create a payoff pattern identical to
the pattern of an option on the underlying security.
This kind of artificial option can be used to per-
form portfolio insurance. [See also Rubinstein
(1985) for details]

74. Portfolio Management

Process of combining securities in a portfolio
tailored to the investor’s preferences and needs,
monitoring that portfolio, and evaluating its per-
formance.

75. Portfolio Opportunity Set

The expected return-standard deviation pairs of all
portfolios that can be constructed from a given set
of assets.

76. Position Limit
The maximum position a trader (or group of
traders acting together) is allowed to hold.

77. Positive Covenant

Part of the indenture or loan agreement that spe-
cifies an action that the company must abide by.

78. Positive Float

The firm’s bank cash is greater than its book cash
until the check’s presentation.

79. Post

Particular place on the floor of an exchange where
transactions in stocks listed on the exchange occur.

80. Post Audit

The major proportion of control phase for capital
budgeting process is the post audit of the project,
through which past decisions are evaluated for the
benefit of future capital expenditure.

81. Power Option

An option where the payoff is based on the price of
an asset raised to a power. For example, a power
option for call can be defined as (S° — K®, 0),
where S and K are stock price per share and exer-
cise price per share respectively; b is the power.

82. Preauthorized Check System

A preauthorized check (PAC) system is a type of
cash collection arrangement that may be more use-
ful to firms such as insurance, finance, leasing, and
mortgage companies. The PAC is a commercial
instrument that is used to regularly transfer funds
between demand deposit accounts. Through such a
preauthorized indemnification agreement, the col-
lecting firm is authorized to draw a check at speci-
fied intervals and in specified amounts on the
customer’s demand deposit account. An example
is a monthly mortgage payment. The PAC reduces
mail, processing, and collection float and ensures
that the company gets its money by a specified date.

83. Preferred Habitat Theory

Investors prefer specific maturity ranges but can be
induced to switch if premiums are sufficient. In
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other words, markets are not so segmented that an
appropriate premium cannot attract an investor
who prefers one bond maturity to consider a dif-
ferent one. [See also Market segmentation theory]

84. Preferred Stock

A type of stock whose holders are given certain
priority over common stockholders in the payment
of dividends. Usually the dividend rate is fixed at
the time of issue. Preferred stockholders normally
do not receive voting rights.

85. Premium Bonds

When a bond’s price exceeds its par value, it is said
to be selling at a premium, and it is called a pre-
mium bond. In most cases where the bond sells at a
premium, interest rates have fallen after the bond’s
issue.

The price of a premium bond will fall as it nears
maturity if the market rate remains the same, since
at maturity its price will equal its par value.

86. Premium on a Bond

Difference between the price of a bond and its par
value when the price is higher. When the price is
lower than the par value, then this difference is the
discount on a bond.

87. Premium on an Option

The forward rate either will be at a discount or a
premium to the spot rate. A currency is selling at a
premium if it can purchase more units of foreign
currency in the forward market than in the spot
market. [See also discount]

88. Prepaid Forward Contract

A forward contract calling for payment today and
delivery of the asset or commodity at a time in the
future.

89. Prepaid Forward Price

The price the buyer pays today for a prepaid for-
ward contract.

90. Prepaid Swap

A swap contract calling for payment today and
delivery of the asset or commodity at multiple spe-
cified times in the future.

91. Prepayment Function and Model

A function estimating the prepayment of principal
on a portfolio of mortgages in terms of other vari-
ables. Refinancing and housing turnover are two
principal sources for prepayment. There are sev-
eral prepayment models to estimate the rate of
prepayment. The most well-known model is the
model developed by public security association.

92. Prepayment Penalties

Prepayment penalties, which lender charges bor-
rower for his (or her) prepayment on mortgage, are
deigned to compensate for the uncertainty in asset
management caused by a prepayment. Lenders
face potentially large volumes of prepayments if
market yields fall and borrowers with fixed mort-
gage rates refinance their homes at lower rates.

93. Prepayment Speed

The percentage of the outstanding principal that is
prepaid above and beyond normal amortization.
[See also Prepayment function and model]

94. Present Value

The present value of a cash flow is the amount
which, if it were invested today at r percent per
year for n years, would grow to equal the future
cash flow. The present value (PV) represents the
maximum price we are willing to pay today in
order to receive the future cash flow, FV.
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To solve for PV, the present value, we obtain

1

PV =FV, x [m] .

Like future values, present values are additive as
long as the present values occur at the same point
in time. If a problem involves several future cash
flows, one can easily find their total present value
simply by adding the individual present values at
time zero.

95. Present Value Factor

Factor used to calculate an estimate of the present
value of an amount to be received in a future
period. Calculated as 1/(1+r)", where r is the dis-
count rate; and n is the number of compounding
periods. [See also Present value]

96. Price Participation

The extent to which an equity-linked note benefits
from an increase in the price of the stock of index
to which it is linked.

97. Price Risk

It is one of the components of the interest rate risk,
another component is the coupon-reinvestment
risk. Price risk occurs if interest rate change before
the target date and the bond is sold prior to ma-
turity. At that time the market price will differ
from the value at the time of purchase. If rate
increase after the purchase date, the price the
bond would be sold at would be below what had
been anticipated. If the rate decline, the realized
price would be above what had been expected.
Increase in interest rates will reduce the market
value of a bond below its par value. However it
will increase the return from the reinvestment of
the coupon interest payment. Conversely, decrease
in interest will increase the market value of a bond
above its par value but decrease the return on the
reinvestment of the coupons. In order for a bond
to be protected from the change in interest rate

after the purchase. The price risk and coupon re-
investment must offset each other.

98. Price Takers

Individuals who responds to rates and prices by
acting as though they have no influence on them.

99. Price Value of a Basis Point

The change in the value of a fixed-income asset
resulting from a one basis point change in the
asset’s yield to maturity. One basis point represents
0.25 percent.

100. Price Volatility

A factor that is the single most important variable
affecting the speculative value of the option is the
price volatility of the underlying stock. The greater
the probability of significant change in the price of
the stock, the most likely it is that the option can be
exercised at a profit before expiration.

101. Price/Earnings Ratio (P/E Ratio)

The ratio of a stock’s price to its earnings per
share. Also referred to as the P/E multiple. The P/
E ratio tells us how much stock purchasers must
pay per dollar of earnings that the firm generates.
[See also Market value ratios]

102. Price-to-Book-Value Ratio

[See Market value ratios]

103. Price-Variable Cost Margin

A factor affecting business risk is the firm’s ability
to maintain a constant, positive difference between
price and per-unit variable cost:

Price per unit — variable cost per unit

Margin = P - P .
Price

This is one of the factors used to determine the

business risk. [See also Business risk]
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104. Price-Weighted Index

In a price-weighted index the basic approach to
sum the prices of the component securities used
in the index and divide this sum by the number of
components; in other worlds, to compute a simple
arithmetic average. The Dow-Jones Industrial
Average (DJIA) is the most familiar index of this
type. To allow for the impact of stock splits and
stock dividends, which could destroy the consist-
ency and comparability of price-weighted index
data over time, an adjustment of either the reported
price data or the divisor itself is required. [See also
Dow Jones Industrial Average Index].

105. Pricing Grid

A schedule of credit spreads listed by credit rating
that are applied to either a loan or Credit-Sensitive
Note (CSN) upon an up(down) grade of the obli-
gor of issuer. If the spreads are specified at market
level, then such terms reduce the volatility of the
value across all non-default credit quality migra-
tions by keeping the instrument close to par.

106. Primary Capital

The sum of common stock, perpetual preferred
stock, surplus, undivided profits, contingency and
other capital reserves, valuation reserves, manda-
tory convertible securities, and minority interest in
consolidated subsidiaries at a bank.

107. Primary Market

The primary market is the market for original
securities, or first-time issues. For example, a cor-
poration first sells its stock to the public in an
initial public offering. Such a sale is a primary
market transaction. If, after additional growth,
the firm determines that it needs more equity cap-
ital, it can sell another new issue of stock in the
primary market. In general, whenever a firm raises
money by selling shares, bonds, commercial paper,
or other securities to investors, it does so in pri-

mary market transactions. Government issues of
Treasury bills and bonds, as well as state and local
government security issues, also occur in the pri-
mary market.

108. Prime Rate

The rate of interest charged by commercial banks
vary in two ways: the general level of interest rates
varies over time, and, at any given time, different
borrowers pay different rates because of varying
degrees of creditworthiness. The base rate for most
commercial banks traditionally has been the prime
rate, although in times of soaring market interest
rates, some of the larger banks experiment with
marginal pricing schemes. The prime rate is the
rate that commercial banks charge their most
creditworthy business customers for short-term
borrowing. The financial press splashes news of
any change in this rate across the front page. Con-
gress and the business community speculate about
the prime’s influence on economic activity, because
it is the baseline rate for loan pricing in most loan
agreements.

In the latter part of 1971, a large, money-center
bank instituted a floating prime rate linked by a
formula to the market-determined commercial
paper rate. The formula required weekly reviews
of the prime rate, with adjustments in minimum
steps of one-eighth of a percentage point. The
formula kept the prime approximately 50 basis
points above the average rate on 90-day commer-
cial paper placed through dealers. The choice of
the commercial paper rate reflected the ease of
substituting short-term bank loans for commercial
paper. Historically, the prime has served as a base
line for loan pricing; a loan contract might state its
interest rate as “prime plus two” or “120 percent
of prime.”

However, as the banking industry has begun to
price its loans and services more aggressively, the
prime rate has become less important. As the use
of the prime rate has declined, compensating bal-
ances have become less popular, as well. The cur-
rent trend is to price a loan at a rate above the
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bank’s marginal cost of funds, which typically is
reflected by the interest rate on a certificate of
deposit. The bank adds an interest-rate margin to
this cost of funds, and the sum becomes the rate it
charges the borrower. This rate changes daily, in
line with the bank’s money market rates.

109. Primitive Security, Derivative Security

A primitive security is an instrument such as a
stock or bond for which payments depend only
on the financial status of its issuer. A derivative
security is created from the set of primitive secur-
ities to yield returns that depend on factors beyond
the characteristics of the issuer and that may be
related to prices of other assets.

110. Principal

The value of a bond that must be repaid at matur-
ity. Also called the face value or the par value.

111. Principal Components Analysis

A multivariate analysis aimed at finding a small
number of factors that describe most of the vari-
ation in a large number of correlated variables.
(Similar to a factor analysis).

112. Principal-Agent Problem

The principals, or owners of the firm hire agents,
or managers, to run the firm in the best interests of
the principals. But ethical lapses, self-interest, or
the owners’ lack of trust in the managers can lead
to conflicts of interest and suspicions between the
two parties. This problem in corporate governance
is called the principal-agent problem.

The shareholders of a firm elect a board of
directors. In theory, the board’s role is to oversee
managers and ensure that they are working in the
best interests of the shareholders. In practice, how-
ever, the board often has a closer relationship with
management than with the shareholders. For ex-
ample, it is not unusual for the firm’s top execu-

tives to sit on the firm’s board of directors, and the
firm’s top executives often nominate candidates for
board seats. These relationships can obscure loyal-
ties and make the board a toothless watchdog for
shareholders’ interest.

Managers, acting as agents, may pursue their
own self-interest by increasing their salaries, the
size of their staffs, or their perquisites (better
known as “perks’’), which might include club mem-
berships and the use of company planes or luxuri-
ous company cars. Management, in conjunction
with the Board, may seek to fend off takeovers
that would allow shareholders to sell their shares
at a price above the current market price, or they
may try to preempt such merger or acquisition at-
tempts by seeking changes in the corporate charter
that would make such takeovers difficult to pursue.

Other examples of principal-agent relationships
that one may relate to: voters (principals) elect
officeholders (agents) to work in the best interest
of the public; but political action committee (PAC)
contributions to political campaigns may affect
politician’s actions if elected. Investors (principals)
trust the advice of stockbrokers (agents) when
investing their savings; but many stockbrokers
earn their paycheck by generating commissions
on trading. Accountants and lawyers (agents)
often bill their clients (principals) by the number
of hours they work, irrespective of whether the
client’s tax bill was minimized or the court case
was won.

113. Principle of Diversification

Highly diversified portfolios will have negligible
unsystematic risks. In other words, unsystematic
risks disappear in portfolios, and only systematic
risks survive.

114. Private Placement

Firms in the Fortune 500 obtain over one-half of
their long-term debt from private sources. These
private sources include loans from banks and fi-
nance companies, as well as private placements of
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debt. If the largest US firms with access to the
public debt market do most of their long-term
borrowing in the private market, smaller public
and private firms rely on privately arranged loans
even more heavily.

A private placement or sale of debt is similar to
a private placement of equity. The borrower and
lenders negotiate the terms of the placement: the
amount of the loan, its interest rate, the timing of
cash flows, lender security, and covenants. An in-
vestment bank may act as a broker to help place
the private debt with accredited investors (those
who meet SEC rules regarding net worth and in-
vestment experience). Most privately placed debt
matures in 5 to 20 years and pays fixed interest
rates.

Large insurance companies and pension funds
are major purchasers of private debt. These lenders
typically have long investment horizons and low
liquidity needs, so they are ideal private placement
investors.

By avoiding the need to register securities with
the SEC, a borrower can save on some of the up-
front expenses of issuing debt securities. Lack of
registration, however, makes private placements
less liquid than publicly issued bonds. Some mar-
ket participants have attempted to increase the
liquidity of the private placement market, such as
NASDAQs PORTAL (Private Offering, Resale,
and Trading through Automated Linkage) system.
Even with such trading, private placements can be
bought and sold only among accredited investors.
Due to the lack of public disclosure, the investing
public is not allowed under SEC rules to trade or
invest in private placements.

At year-end 1991, almost every one of the in-
dustrial firms with investment-grade S&P bond
ratings had total firm assets exceeding $500 mil-
lion. This statistic suggests that most small firms
are shut out of the public capital markets because
of those markets’ aversion to below-investment-
grade issues. Private placements play a major role
in financing growth and expansion for many of
these small-sized and medium-sized firms. Private
placements do this without imposing excessive

interest expenses. The effect of liquidity risk ap-
pears to be reduced by a number of different fac-
tors, including long investment horizons and little
need for immediate liquidity by the investors, such
as life insurers; the freer flow of information that
occurs during negotiations; the ability to negotiate
covenants; and the access that lenders have to firm-
specific information (including discussions with
top management and on-site plant visits) as they
conduct their due diligence analysis. Should de-
fault occur, the ability to renegotiate terms and
conditions also easier than in the case of a default
on a public issue.

115. Private Placement of Equity

A private placement raises funds by allowing out-
side private investors to purchase shares in the
firm. Such a deal may be difficult to arrange, how-
ever, as any new investor(s) may suspect the ori-
ginal owners’ motives and question their ability to
successfully invest the funds to create future value.
Arrangements for private placements may be made
by a business broker or an investment banker, who
earns a commission for finding a qualified in-
vestor. To limit the cost and ensure the compati-
bility of the new owners, current shareholders also
may seek additional investors among their friends,
relatives, and other contacts.

A private placement of equity can provide
needed new capital, but only at the cost of diluting
ownership. The original owners now must share
control, voting rights, and company profits with
additional investors. In addition, there is the prob-
lem of placing a value on the firm’s privately held
common stock. Private firms typically lack audited
financial statements and other safeguards that re-
duce agency costs. Thus, new investors may resist
paying what the current owners feel is a fair price
for their equity. Equity investments in private
firms can impose a great deal of liquidity risk
because no well-developed secondary market
trades shares in firms that are not publicly
owned. In recent years, the Securities and Ex-
change Commission (SEC) has taken some steps
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to increase liquidity in the private placement mar-
ket. Nonetheless, a great deal of liquidity risk still
remains for investors in private firms.

116. Pro Forma Financial Statements

Financial statements with projected of forecasted
balance sheet and income statement data. In add-
ition, it also includes forecasts of stock price per
share, earnings per share, dividend per share, new
equity issues and new debt issues. [See also Per-
centage of sales method]

117. Probability Distribution

[See Normal distribution]

118. Probability of Default

[See Default probability]

119. Probate

Legal act of submitting a will before a court to
verify authenticity of the document.

120. Problem Loans

Loan currently in default or expected to obtain
default status.

121. Processing Float

[See Float]

122. Product Differentiation

Product differentiation can generate positive net
present values. Differentiation comes form con-
sumers’ belief in a difference between firms’ prod-
ucts. Differentiation leads to an imperfect market
where a firm can set prices above marginal costs,
thus giving the firm some competitive advantage
over its rivals. Potential sources of differentiation

include advertising and promotion expenditures,
marketing skills, brand loyalty, R&D, and quality
differences.

123. Profit

The payoff less the future value of the original cost
to acquire the position. In accounting, profit refers
the net income which is the last item of an income
statement.

124. Profit Diagram

A graph plotting the profit on a position against a
range of prices for the underlying asset. This dia-
gram is frequently used in analyzing option strat-

egy.
125. Profit Margin

Profits divided by total operating revenue. The net
profit margin (net income divided by total operating
revenue) and the gross profit margin (earnings be-
fore interest and taxes divided by the total operating
revenue) reflect the firm’s ability to produce a good
or service at a high or low cost.

Higher profit margins generate more net in-
come, larger additions to retained earnings, and
faster growth, when all else is held constant.
Should growth outpace the planned rate, the firm
can seek to finance the unexpected growth by rais-
ing its prices and/or reducing expenses in an at-
tempt to increase its profit margin. If growth falls
short of the planned rate, the firm may have to
reduce prices, and therefore its profit margin, to
stimulate sales. [See also Profitability ratios]

126. Profitability Index

A discounted cash flow technique for evaluating
capital budgeting projects is the profitability
index (PI), also called the benefit/cost ratio. The
PI method computes the ratio between the pre-
sent values of the cash flows and initial investment
as:
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_ Present value of the cash flows
Initial cost

The PI measures the relative benefits of under-
taking a project, namely the present value of bene-
fits received for each dollar invested. A PI of 2, for
example, means that the project returns $2 for every
$1 invested, in present value terms. Since it would be
foolish to invest in a project that returns less than a
dollar for every dollar invested, the profitability
index has a naturally objective decision rule: The
firm should accept a project that has a profitability
index greater than 1.0 and reject a project that has a
Pl less than 1.0.

The relationship between P/ and NPV should be
clear. Whenever NPV is positive, Pl exceeds 1.0.
Likewise, whenever NPV is negative, PI is less than
1.0. Thus, as with the NPV and IRR, the NPV and
PI always on which projects will enhance share-
holder wealth and which will diminish it. There-
fore, the NPV, IRR, and PI always will agree as to
whether a project should be accepted or rejected.

The profitability index considers all relevant
cash flows, accounts for the time value of money,
and specifies an objective decision criterion. Like
IRR, however, PI measures relative project attract-
iveness; it indicates which projects add to share-
holder wealth, but it gives little insight as to the
amount of the change. Thus, like IRR, P/ rankings
of the attractiveness of mutually exclusive projects
may differ from NPV rankings.

127. Profitability Ratios

Profitability ratios show the ability of a firm to use
its sales, assets, and equity to generate returns. The
profit margin, or return on sales, represents the
proportion of each sales dollar that becomes profit
or net income to the firm. The return on assets
ratio, or ROA (sometimes called return on invest-
ment, or ROI), measures how efficiently the firm

uses its total assets to generate income. Profit mar-
gin and return on assets are computed as:

Net income
Sales

Net income

Profit margin =

Return on assets = ————.
Total assets

The return on assets ratio can be broken into
two components; it equals the product of the profit
margin and total asset turnover ratio:

Return on assets (ROA) = Profit margin
x Total asset turnover

Net income _ Net income Sales

Assets  Sales Total assets’

This ratio gives two general strategies by which
a firm can generate a high ROA. A firm can have a
high profit margin with a low turnover (which is
often the case for a jewelry store) or a low profit
margin with a high turnover (which is often the
case for a supermarket).

The return on equity ratio (ROE) measures
profitability with respect to the stockholders’ in-
vestment in the firm. It is computed as:

ROE — et income
Total equity
Like return on assets, ROE can be broken down
into component parts to improve insight into the
means by which the firm generates income. The
return on equity is identical to return on assets
multiplied by the equity multiplier:

Net income Net income  Total assets

= X .
Total equity Total assets Total equity

Since ROA is itself comprised of two other ratios,
we obtain:
ROE = Profit margin x Asset turnover
x Equity multiplier,
Net income  Net income Sales

= X
Total equity Sales Total assets
Total assets

X
Total equity
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This analysis shows that a firm’s return on equity
may change from one year to the next or may differ
from a competitor’s ROE as a result of differences in
profit margin, asset turnover, or leverage. Unlike
the other measures of profitability, ROE directly
reflects a firm’s use of leverage, or debt. If a firm
assumes more liabilities to finance assets, the equity
multiplier will rise and holding other factors con-
stant, the ROE will increase. This leveraging of a
firm’s return on equity does not imply greater oper-
ating efficiency, only a greater use of debt financing.
Setting an optimum proportion of debt is part of the
capital structure decision.

Breaking ROE into its component parts is called
Du Pont analysis, named after the company that
popularized the technique. By examining differ-
ences in the components of ROE either over time
or across firms, an analyst can gain information
about the strengths and weaknesses of firms. Du
Pont analysis can break ROE into its components
and illustrate how the components can, in turn, be
broken into their constituent parts for analysis.
Thus, an indication that a firm’s ROE has in-
creased as a result of higher turnover can lead to
study of the turnover ratio, using data from several
years, to determine if the increase has resulted
from higher sales volume, better management of
assets, or some combination of the two.

It seems obvious that an analyst should prefer
higher profitability ratios to lower profitability ra-
tios. Still, the analyst must examine financial state-
ments to determine the reasons for rising
profitability and to verify that it represents truly
good news about a firm. In an inflationary environ-
ment, for example, higher profitability may come
from increases in sales revenues due to higher
prices, while many expenses (such as FIFO inven-
tory, depreciation, and interest expense) may be
based upon historical costs. Higher profits and
profitability ratios also could occur because of re-
ductions in R&D spending or advertising expenses;
such reductions may benefit the bottom line in the
short run, but cutbacks in technological innovation
and marketing may hurt the firm in the long run.

Changing from one generally accepted account-
ing principle to another also may have the effect of

raising revenue, reducing expenses, and increasing
profit without any real change in firm operations.
Higher profits also may arise from extraordinary
items, such as a successful lawsuit, or from asset
sales; the analysis should remove special items
from net income to obtain a clearer picture of
firm profitability. The analyst always should com-
pare several consecutive financial reports and,
once again, read the financial statement footnotes
to confirm that higher profitability really does rep-
resent better firm performance, and not inflation,
cosmetic expense slashing, changes in GAAP, or
nonrecurring items.

128. Program Trading

Coordinated buy orders and sell orders of entire
portfolios, usually with the aid of computers,
often to achieve index arbitrage objectives. It en-
compasses several modern investment strategies.
The narrowest definition, of program trading is
the simultaneous placement of buy and sell orders
for group of stock totaling 1 million or more. A
common and controversial form of program trad-
ing is the simultaneous trading of stock and stock
futures to profit from the change in the spread
between the two, sometimes called index arbitrage.

129. Project Finance

Project finance is a technique where it is appropriate
to use project-specific financing costs as required
rates of return. This technique has gained popular-
ity in recent years; it has been used to finance a
variety of projects, including oil and gas develop-
ment projects, R&D partnerships, and factory con-
struction.

Project finance makes sense when a project’s
accounts are separated from the firm’s other asset
and cash flow accounts. Additionally, the project’s
assets must be financed by specific sources of funds
whose only recourse in the case of default or pro-
ject failure is to the assets of the project; in other
words, the sponsoring firm is not liable for the
debts of the project. Such a project also must
have a definite termination time, rather than oper-
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ating as a going-concern. In such cases, we can
compare the project-specific financing costs to the
projects returns. Returns in excess of project costs
accrue to the parent firm’s shareholders.

130. Projected Benefit Obligation (PBO)

PBO is a measure of sponsor’s pension liability
that includes projected increases in salary up to
the expected age of retirement.

131. Promissory Note

Basically, a promissory note is an IOU in which the
buyer promises to pay the seller a certain amount by
the specified date for a designated order, all in
writing and signed by the buyer.

132. Proprietorship

Proprietorships outnumber all other forms of busi-
ness organizations in the US. A proprietorship is
simply a business owned by one person. Setting up
a business is fairly simple and inexpensive — seldom
more complicated than applying for a city or state
license. All income is taxed as personal income to
the proprietor. Depending on this person’s filing
status and income level, this can be an advantage
or a disadvantage. For example, depending upon
the owner’s level of taxable Income, a proprietor-
ship may owe more or less tax than a corporation
with the same level of taxable income.

As the firm has one owner, this person’s expertise
determines much of the success of the firm. If add-
itional expertise is needed, the owner must hire
someone. The life of the proprietorship ends when
the owner dies; in general, a proprietorship is not an
asset that can be easily valued and sold.

Agency costs are nil in proprietorships, as the
manager is the owner, and he or she presumably
will make decisions that reflect his or her best inter-
ests. The ability to raise capital income is limited to
the owner’s personal wealth and credit line (al-
though generous friends or relatives may help him
or her).

Proprietorships have unlimited liability, which
makes the proprietor solely responsible for all
debts of the business. Should bankruptcy occur,
the owner’s personal assets — financial holdings,
cars, house — may be forfeited to settle any debts.
Losses may exceed what the proprietor has invested
in the firm.

133. Prospectus

To offer stock for sale, the firm distributes a pro-
spectus, which contains much of the same infor-
mation that appears in the SEC filing. During the
waiting period, the firm can distribute a red herring
to prospective investors. [See also Red herring]

134. Protective Covenant

A provision specifying requirements of collateral,
sinking fund, dividend policy, etc., designed to
protect the interests of bondholders.

135. Protective Put

Purchase of stock combined with a put option that
guarantees minimum proceeds equal to the put’s
exercise price.

136. Proxy
A grant of authority by the shareholder to transfer
his or her voting rights to someone else.

137. Proxy Contest

Attempt to gain control of a firm by soliciting a
sufficient number of stockholder votes to replace
the existing management.

138. Prudent Man Rule

Requirement that a fiduciary exercise discretion,
prudence, and sound judgment in managing the
assets of a third party.
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139. Public Issue

Sales of securities to the public.

140. Public Offering, Private Placement

A public offering consists of bonds sold in the
primary market to the general public; a private
placement is sold directly to a limited number of
institutional investors [See also Private placement].

141. Public Warehousing

Public warehousing, sometimes called terminal
warehousing, is similar to field warehousing, except
that the physical inventory is transferred to and
stored in a warehouse operated by an independent
warehousing company instead of in a segregated
section of the borrower’s premises. [See also Field
warehousing] The mechanics of the financing ar-
rangement remain the same: no inventory is re-
leased to the borrower until it repays the
corresponding part of the loan. Warehouse finan-
cing is very common in the food and lumber in-
dustries. Canned goods, in particular, account for
almost 20 percent of all public warehouse loans;
however, almost any nonperishable and easily
marketable commodity may be used.

142. Publicly Traded Option

A publicly traded option is an agreement between
two individuals who have no relationship with the
corporation whose shares underliec the option.
When a publicly traded option is exercised,
money and shares are exchanged between the indi-
viduals and the corporation receives no funds. [See
also Warrant]

143. Pull-to-Par

The reversion of a bond’s price to its par value at
maturity.

144. Purchase Accounting

An accounting method for acquisitions in which
the assets and liabilities of the combined firm re-
flect a revaluation of assets and liabilities of the
subject firms, thus recognizing the value of good-
will and other intangibles. [See also Purchase
method]

145. Purchase Method

The purchase method of accounting for business
combinations corresponds to the basic accounting
principles for the acquisition of assets. However, in
the case of business combinations, the procedure is
complicated because several assets and liabilities
may be acquired and more than cash may be
given. Also, the excess of the price paid for the
acquired asset over its book value is reflected as
goodwill on the balance sheet of the acquiring firm
and is amortized over a period not exceeding 40
years. Goodwill is not deductible for tax purposes,
so the net result of the purchase method is a de-
crease in accounting earnings without the corre-
sponding tax benefits. Hence, the purchase
method is not favored by acquiring firms.

146. Purchased Call

A long position in a call. It refers to buy a call
which is available in the market.

147. Purchased Put

A long position in a put. It refers to buy a put
which is available in the market.

148. Purchasing Power Parity (PPP)

The purchasing power parity relates the changes in
exchange rates to the relative differences in the
respective rates of inflation among nations. In
other words, it implies that the exchange rate ad-
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justs to keep purchasing power constant among
currency. For example, if the expected inflation
rate in England is 10 percent and the expected
inflation rate in the US is 5 percent, one would
expect the interest rate in England to be 5 percent
higher than a comparable rate in the US. Likewise,
one would expect the English pound sterling to
depreciate by 5 percent relative to the US dollar.
Without these relationships, an arbitrageur could
make a riskless profit by buying or selling a spot
currency in the foreign exchange market, investing
in the money market with the more favorable inter-
est rate, and hedging these transactions by selling
or buying the currency forward for a similar time
period. This procedure, called interest rate arbi-
trage, links the foreign exchange market to the
money market. [See also Interest rate parity]

149. Purchasing-Power Risk

The variability of return caused by inflation, which
erodes the real value of the return. Purchasing
power risk is related to the possible shrinkage in
the real value of a security even though its normal
value is increasing. For example, if the nominal
value of a security goes from $100 to $200. The
owner of this security is pleased because the invest-
ment has doubled in value. But suppose that, con-
current with the value increase of 100 percent, the
rate of inflation is 200 percent, that is, a basket of
goods costing $100 when the security was purchased
now costs $300. The investor has a “ money illu-
sion” of being better off in nominal terms. The
investment did increase from $100 to $200; never-
theless, in real terms, whereas the $100 at time zero
could purchase a complete basket of goods, after the
inflation only 2/3 of a basket can now be purchased.
Hence, the investor has suffered a loss of value.

150. Pure Discount Bond

Bonds that pay no coupons and only pay back face
value at maturity. Also referred to as “bullets” and
‘“zeros.” [See also Discount bond]

151. Pure Play Method

The pure play method estimates the beta of the
proposed project based on information from
firms that are in similar lines of business as the
project.

If the capital budgeting project involves an ex-
pansion to another country, perhaps a firm in that
country will qualify as a pure play. The project’s
systematic risk can be estimated by regressing the
foreign firm’s stock market returns on those of a
US market index. The foreign firm’s stock returns
should be adjusted for exchange rate fluctuations,
so exchange rate risk is included in the analysis.

The main drawback to the pure play method is
that the analyst must find one or more publicly
traded firms that are close proxies to the project
under review. Only for publicly traded firms can
the analyst find stock return data from which to
estimate beta. The ideal proxy firms are single-
product firms so the analysis can focus on the
systematic risk of the particular project under con-
sideration. A firm with many different product
lines will complicate the comparison, as its
betas will reflect the systematic risk of the firm’s
overall product mix, rather than the project’s line
of business.

152. Pure Yield Pickup Swap

In a pure yield-pickup swap, there is no expect-
ation of market changes but a simple attempt to
increase yield. Basically, two bonds are examined
to establish their difference in yield to maturity,
with a future adjustment to consider the impact
of interim reinvestment of coupons at an as-
sumed rate of return between now and the matur-
ity date.

153. Put

A put is an option to sell a fixed number of shares
of common stock. It is a right instead of an obli-
gation.
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154. Put Bond

A bond that the holder may choose either to ex-
change for par value at some date or to extend for
a given number of years.

155. Put Option

A put option gives the holder the right to sell a
certain number of shares of common stock at a
price on or before the expiration date of the op-
tion. In purchasing a put, the owner of the shares
has bought the right to sell those shares by the
expiration date at the exercise price. As with calls,
one can create, or write, a put, accepting the obli-
gation to buy shares.

156. Put Provision

Gives holder of a floating-rate bond the right to
redeem his or her note at par on the coupon pay-
ment date.

157. Putable Bonds

Putable bonds (sometimes called retractable
bonds) allow investors to force the issuer to redeem
them prior to maturity. Indenture terms differ as to
the circumstances when an investor can “put” the
bond to the issuer prior to the maturity date and
receive its par value. Some bond issues can be put
only on certain dates. Some can be put to the issuer
in case of a bond rating downgrade. Still others,
nicknamed super poison puts, are putable only in
the case of an event such as a merger, leveraged
buyout, or major financial restructuring and sub-
sequent rating downgrade below investment qual-

ity (BBB). In any of these situations, bond
investors would suffer a loss of value as the
bond’s yield would have to rise and its price fall
to compensate for the increase in credit risk. The
put option allows the investor to receive the full
face value of the bond, plus accrued interest. Since
this protection is valuable, investors must pay
extra for it. Issuers can lower their debt costs by
attaching put provisions to their bond issues.

158. Put-Call-parity

A relationship stating that the difference between
the premiums of a call and a put with the same
strike price and time to expiration equals the dif-
ference between the present value of the forward
price and the present value of the strike price.

C+Xe'T=pP+38S,

where C is defined as the call price per share; X is
the strike price; P is the put price per share; S is the
stock price per share; r is the risk-free rate and T'is
the constant period.

159. Puttable Bond

A bond where the holder has the right to sell it back
to the issuer at certain predetermined times for a
predetermined price share.

160. Puttable Swap

A swap where one side has the right to terminate
the swap early. On the other hand, if a swap which
one party has the option to extend the life of swap
beyond the specified period is called extendable
swap.



Q

1. Q Ratio or Tobin’s Q Ratio

Market value of firm’s assets divided by replacement
value of firm’s assets. It can be approximated by
market/book ratio.

2. Quality Financial Statements

Analysts sometimes speak of the quality of a firm’s
earnings, or the quality of its balance sheet. In
general, quality financial statements are those
that accurately reflect reality; they lack accounting
tricks and one-time changes designed to make the
firm appear stronger than it really is. Financial
statements reflect reality when accounting income
is a good approximation to economic income.

The Balance Sheet

A quality balance sheet typically shows conserva-
tive use of debt or leverage, which keeps the poten-
tial of financial distress due to debt service quite
low. Limited use of debt also implies the firm has
unused borrowing capacity; should an attractive
investment opportunity arise, it can draw upon
that unused capacity to invest wisely for the share-
holders’ benefit.

A quality balance sheet shows assets whose mar-
ket values exceed their book values. In general,
inflation and historical cost accounting should
keep book values below market values. Beyond
these accounting effects, a capable management
team and the existence of intangible assets, such
as goodwill, trademarks, or patents, will make the
market values of firm’s assets exceed their book
values. Situations that might reduce assets’ market
values below their book values include: use of
outdated, technologically inferior assets; unwanted
out-of-fashion inventory; and the presence of non-

performing assets on the firm’s books (as when a
bank writes off a nonperforming loan).

The presence of off-balance sheet liabilities also
harms the quality of a balance sheet by hiding
economically important information. Such liabil-
ities may include joint ventures and loan commit-
ments or guarantees to subsidiaries.

The Income Statement

High quality earnings are recurring earnings that
arise from sales to the firm’s regular stream of
customers. One-time and nonrecurring effects,
such as accounting changes, mergers, and asset
sales, should be ignored when examining earnings.
Also, costs must not appear artificially low as a
result of unusual and short-lived input price reduc-
tions. Unexpected exchange rate fluctuations that
work in the firm’s favor to raise revenues or reduce
costs also should be viewed as nonrecurring.

Quality earnings are revealed by conservative
accounting principles that do not overstate rev-
enues or understate costs. The quality of the income
statement rises as its statement of earnings more
closely approximates cash. Suppose that a firm
sells furniture on credit, allowing customers to
make monthly payments. A high-quality income
statement should recognize this revenue using the
installment principle (i.e., the statement of sales
revenue should reflect only the cash collected from
sales each month during the year). A low-quality
sheet would recognize 100 percent of the revenue
from a sale at the time of sale, even though pay-
ments may stretch well into the following year. The
footnotes to the income statement would tell the
analyst which method was used.

3. Quality Risk

The exact standard or grade of the commodity
required by the hedger is not covered by the futures
contract. Therefore, the price movement of com-
modity grade A may be different from the price
movement of commodity grade B, which will cause



224 ENCYCLOPEDIA OF FINANCE

the basis to change and prevent the hedger from
forming a perfect hedge.

4. Quality Spread

The difference in market yields between yield on
risky securities and matched maturity/duration
Treasury securities.

5. Quantile

The percentage of data points below a given value.
The gth quantile of the distribution F is the smal-
lest value x such that F(x) = g¢.

6. Quantity Risk

The exact amount of the commodity needed by the
hedger is not available by a single futures contract
or any integer multiple thereof. Hence, the amount
of the commodity is not hedged exactly; this pre-
vents the hedger from forming a perfect hedge, and
the underhedged or overhedged amount is subject
to risk.

7. Quanto (Cross Currency Derivative)

A derivative where the payoff is defined in terms of
value of variables associated with one currency but
is paid in another currency. Therefore, this kind of
derivative is a cross-currency derivative.

8. Quasi-Arbitrage

The replacement of one asset or position with an-
other that has equivalent risk and a higher
expected rate of return. This is an implicit instead
of an explicit arbitrage.

9. Quasi-Random Sequence

A quasi-random sequence (also called a low dis-
crepancy sequence) is a sequence pf representative
samples from a probability distribution. Descrip-
tions of the use of quasi-random sequences can be
found in Brotherton-Ratcliffe (1994).

Quasi-random sampling is similar to stratified
sampling. The objective is to sample representative
values for the underlying variables. In stratified
sampling it is assumed that we know in advance
how many samples will be taken. A quasi-random
sampling scheme is more flexible. The samples are
taken in such a way that we are always “filling in”’
gaps between existing samples. At each stage of the
simulation the points sampled are roughly evenly
spaced throughout the probability space. [See
Stratified sampling]

10. Quick (Acid-Test) Ratio

A measure of liquidity similar to the current ratio
except for exclusion of inventories in the numer-
ator. The formula is:

Cash + Receivables + Marketable Securities
Current Liabilities '

The quick ratio is a better measure of liquidity than
the current ratio for firms whose inventory is not
readily convertible into cash. [See also Liquidity
ratios]

11. Quick Assets

Current assets minus inventories.



1. Rainbow Option

An option that has a payoff based on the max-
imum or minimum of two (or more) risky assets
and cash. For example, the payoff to a rainbow
call is max (S, Qy, K), where S; and Qq are risky
asset prices. This kind of option is often called two-
color rainbow option, because the maximum and
the minimum prices of two assets look very much
like the shape of rainbow in a two-dimensional
diagram, with two asset prices as the two axes.

2. Random Equation (Ito6 Equation)

The It0 equation as defined in equation A is a ran-
dom equation. The domain of the equation is
[0, c0) x ) with the first argument 7 denoting time
and taking values continuously in the interval
[0, c0), and the second argument w denoting a ran-
dom element taking values fromarandomset (). The
range of the equation is the real numbers or real
vectors. For simplicity, only the real numbers, de-
noted by R, are considered as the range of equation.

dS(t.w) = uft, S(¢, w)ldt
+ aft, S(t, w)ldZ(t, w). (A)

3. Random Walk

Theories that stock price changes from day to day
are at random; the changes are independent of
each other and have the same probability distribu-
tion. Mathematically, it is a stochastic process,
X(¢), in which increments, e(¢), are independent
and identically distributed:

X(t) =Xt —h)+e(?), (A)

where e('t) is the random error. Under the weak-
form efficient market, the relationship between
stock prices per share in period ¢ (P;) and that in

period t—1 (P,_;) can be defined as:
P, = P,y + expected return + (e;). (B)

If the stock prices follow equation (B), they are
said to follow random walk.

4. Range-Forward Contract

Range-forward contract consists of a long forward
contract combined with a long position in a put and
ashort position in a call. The strike prices are chosen
so that the initial value of the call equals the initial
value of the put. Since the value of the forward
contract is zero initially, the value of the whole
package is also zero. A range forward contract has
a similar type of payoff pattern to a bull spread. [See
also Bull spread]

5. Rank Order

A quality of data often found across credit rating
categories where values consistently progress in
one direction, never reversing direction. Math-
ematicians term this property of data, monotoni-
city.

6. Rate Anticipation Swap

A switch made in response to forecasts of interest
rates.

7. Rate Sensitive

Classification of assets and liabilities that can be
repriced within a specific time frame, either be-
cause they mature or carry floating or variable
rates.

8. Rating

System of assigning letters to security issues indi-
cating the perceived default risks associated with
that class of issues. Rating agencies include Stand-
ard & Poor’s and Moody’s etc. [See also Bond
rating]
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9. Ratings Transitions

A change in the credit rating of a bond from one
value to another. For example, a rating downgrade
is from AAA to AA by Standard and Poor’s.

10. Ratio Analysis

Ratio analysis is another means by which to gain
insight regarding a firm’s strengths and weak-
nesses. Ratios are constructed by dividing various
financial statement numbers into one another.
The ratios then can be examined to determine
trends and reasons for changes in the financial
statement quantities. Ratios are valuable tools, as
they standardize balance sheet and income state-
ment numbers; thus, differences in firm size will
not affect the analysis.

Three basic categories of ratio analysis typically
are used, time series analysis, cross-sectional analy-
sis, and benchmark analysis. [See also Time series
analysis, Cross-sectional analysis, and Benchmark
analysis]

There are also many categories of financial ra-
tios. The following list represents the most basic
categories:

. Liquidity ratios

. Asset management ratios

1
2
3. Capital structure ratios
4. Profitability ratios

5

. Market value ratios.

11. Ratio Spread

Buying m calls at one strike price and selling # calls
at a different strike price, with all options having
the same time to maturity and same underlying
asset.

12. Real Assets, Financial Assets

Real assets are land, buildings, and equipment that
are used to produce goods and services. Financial

assets are claims such as securities to the income
generated by real assets.

13. Real Cash Flow

A future cash flow of capital budgeting decision is
expressed in real terms if the current, or date 0,
purchasing power of the cash flow is given. In
other words, it is the nominal cash flow divided
by (1 + inflation rate).

14. Real Interest Rate

Interest rate expressed in terms of real goods; that
is, the nominal interest rate minus the expected
inflation rate. [See also Nominal risk-free interest]

15. Real Option

Option involving real (as opposed to financial)
assets. Real assets include land, plant, and machin-
ery. Similar to options on financial securities, real
options involve discretionary decisions or rights,
with no obligation, to acquire or exchange an asset
for a specified alternative price. The ability to
value real options (e.g., to defer, expand, contract,
abandon, switch use, or otherwise alter a capital
investment) has brought a revolution to modern
corporate resource allocation.

16. Real Risk-Free Rate of Interest

The real risk-free interest rate is the return inves-
tors require on a zero-risk instrument with no
inflation. Since no such security or economic en-
vironment exists, the real risk-free rate is admit-
tedly a theoretical concept. It forms the basis for
all expected returns and observed interest rates in
the economy. Although it cannot be observed dir-
ectly, it can be estimated. Studies indicate that,
over time, the real risk-free interest rate in a coun-
try is approximately equal to the economy’s long-
run growth rate. But short-term influences can lead
to increase or reductions in the real risk-free rate.
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For example, short-term increases in growth
above long-term trends (e.g., the business cycle)
can cause an economy to have a larger demand for
capital than a low-growth or recessionary economy.
Larger government budget deficits are an additional
source of demand for capital; all else being equal,
they lead to higher real risk-free interest rates.

Supply forces can affect the real risk-free rate as
well. Changes in national savings affect the pool of
funds available for investment. Actions by the Fed
can affect the short-term supply of capital and real
interest rates. As people typically spend more than
they earn when they are young and then earn more
than they spend as they grow older, the graying of
the baby boomers in the US may boost the supply
of capital through a positive influence on personal
savings. Legislation offering tax shields or other
inducements to save, such as individual retirement
accounts (IRAs) and tax-deferred annuities, also
increase savings and the supply of capital.

17. Realized Compound Yield

A measure of total return calculated by comparing
total future dollars equal to coupon interest or
dividends plus reinvestment income and maturity
or sale value of the underlying asset, with the initial
purchase price, over the appropriate number of
compounding periods.

18. Rebalancing

The process of adjusting a trading position period-
ically. Usually the purpose is to maintain delta neu-
trality. In the case of options and other more
complicated derivatives, the hedge that is set up is
only instantaneously riskless. To remain riskless it
must be rebalanced continuously. [See also Delta
hedging]|

19. Rebate

The return of a portion of unearned interest to a
borrower.

20. Rebate Option

A claim that pays $ 1 at the time the price of the
underlying asset reaches a barrier. [See also De-
ferred rebate option]

21. Receivable Balance Pattern

The receivable balance pattern, also known as
the payments pattern approach, provides a way of
monitoring accounts receivable. This technique
examines the percentage of credit sales for a given
time period (usually one month) that are still
outstanding at the end of each subsequent time
period.

This approach is not affected by changes in sales
levels, as the average collection period (ACP) and
aging schedule are, so the receivable balance pat-
tern does not give misleading signals. In addition,
this approach can develop predictions of receivable
balances and collections as part of a cash flow
forecast. [See also Payments pattern approach]

22. Receivables

Account receivables which are noninterest bearing
short term extensions of credit to customer in the
normal course of business. This kind of “trade
credit” might be at risk to the extent that the cus-
tomer may not pay his obligation in full.

23. Receivables Turnover Ratio

Total operating revenues divided by average recei-
vables. Used to measure how effectively a firm is
managing its accounts receivable. [See also Asset
management ratios]

24. Receiver Swaption

A swaption giving the holder the right to receive
the fixed rate in a swap. Thus, the holder of a
receiver swaption would exercise his right when
the fixed rate is below the strike price.
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25. Recombining Tree

A binomial tree describing asset price moves in
which an up move followed by a down move gener-
ates the same stock price as a down move followed
by an up move. It is also called a lattice. Binomial
option pricing model is based upon a lattice.

26. Record Date

The shareholders whose names appear on the cor-
poration’s list of shareholders on the record date
are entitled to receive the dividend even if they sell
their stock before the payment date. [See also Divi-
dend declaration date]

27. Recourse

Legal right to enforce a claim against another
party.

28. Recoveries

The dollar amount of loans that were previous
charge off but now collected.

29. Recovery Rate

It can be defined as 1 minus loss given default
(LGD). Recovery rates for individual obligors differ
by issuer and industry classification. Rating agen-
cies such as Moody’s publish data on the average
prices of all defaulted bonds, and generally analysts
will construct a database of recovery rates by indus-
try and credit rating for use in modeling the expected
recovery rates of assets in the collateral pool.

30. Recovery Value

The percentage of par value received by either a
bondholder or a lender in a bankruptcy.

31. Red Herring

A red herring is basically a preliminary prospectus.
[See also Prospectus] The nickname arises from the

disclaimer, printed in red on the cover of the pro-
spectus, that the SEC has not yet approved the
securities for sale.

32. Redlining

A practice whereby lenders deny loans to resi-
dents living in predetermined geographic areas.
For example, many lenders were found to be mak-
ing mortgage loans much more readily available
in white neighborhoods than in those with higher
proportions of nonwhites. Such a practice is il-
legal.

33. Reference Price

A market price or rate used to determine the pay-
off on a derivatives contract.

34. Refunding

The process of replacing outstanding bonds, typic-
ally to issue new securities at a lower interest rate
than those replaced.

35. Registered Bond

A bond whose issuer records ownership and inter-
est payments. Differs from a bearer bond, which is
traded without record of ownership and whose
possession is its only evidence of ownership. [See
also Bearer bond]

36. Registered Trader

A member of the exchange who executes frequent
trades for his or her own account.

37. Registration Statement

The registration that discloses all the pertinent
information concerning the corporation that
wants to make the offering. The statement is filed
with the Securities and Exchange Commission.
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38. Regression Equation

An equation that describes the average relation-
ship between a dependent variable and a set of
explanatory variables. [See also Scatter diagram
and Market model]

39. Regular Cash Dividend

Cash payment by firm to its shareholders, usually
four times a year.

40. Regulation A

The securities regulation that exempts small public
offerings (those valued as less than $1.5 million)
from most registration requirements.

41. Reinvestment Rate Risk

The return that an investor receives from a bond
investment equals the bond’s yield to maturity or
effective annual rate only if the coupon payments
can be reinvested at a rate equal to the bond’s yield
to maturity. Since the form of the interest facto in
the bond price equation, (1 + r)” assumes that all
the cash flows are reinvested at the periodic rate r
for m periods; should future coupons be reinvested
at a lower rate, the investor’s actual yield will be
less than the bond’s yield to maturity. Therefore,
reinvestment rate risk occurs when fluctuating
interest rates cause coupon payments to be rein-
vested at different interest rates. Another illustra-
tion of reinvestment rate risk occurs when
maturing bank CDs are rolled over into new
CDs. The risk benefits the investor when the new
CD rate is higher than the maturing CD rate; it
works against the investor when the new CD rate is
lower.

A zero coupon bond, a bond which pays no expli-
cit interest, eliminates reinvestment risk. This is the
primary reason for the popularity of zero coupon
bonds in the investors.

42. Reinvestment Risk

The risk that future cash flows may be reinvested
at rates below those expected or available at pre-
sent. [See also Reinvestment rate risk]

43. REIT

Real estate investment trust, which is similar to a
closed-end mutual fund. REIT’s invest in real es-
tate or loans secured by real estate and issue shares
in such investments. [See also Closed-end fund]

44. Relative Price Risk

Relative price risk is one type of the exchange rate
risk. It is due to changes in supply-and-demand
conditions in various countries.

45. Relative Purchasing Power Parity

A more useful offshoot of absolute purchasing
power parity is relative purchasing power parity.
[See also Absolute purchasing power parity] Rela-
tive purchasing power parity claims that the ex-
change rates between countries will adjust over
time to reflect their relative inflation rates. If hpc
and /yg are the inflation rates in a foreign country
and the US, respectively, relative purchasing
power parity claims that the expected change in
the spot rate between the currencies (AER) is
given as:

ES) | _ e - hus

AER = =
So 1+ hys

b

which is equivalent to:

E(S) 1+ hpc
So 1+ hys’

1+ AER =

where Sy and E(S)) are the current spot exchange
rate and the expected spot rate one year in the
future, respectively.

In sum, relative purchasing power parity is the
idea that the rate of change in the price level of



230 ENCYCLOPEDIA OF FINANCE

commodities in one country relative to the price
level in another determines the rate of the exchange
rate between the two countries’ currencies. [See
also International fisher effect]

46. Remainder Man

One who receives the principal of a trust when it is
dissolved.

47. REMIC

A real estate mortgage investment conduit
[REMIC] issuing securities collateralized by mort-
gages and passing on principal and interest pay-
ments to investors. REMIC is a new type of
Mortgage-backed instrument which is part of the
tax reform act of 1986. Like CMOs, REMIC secur-
ities represent claims on the underlying cash flows
that are prioritized by multiple classes or branches.
[See also Collateralized mortage obligation (CMO)]

48. Reorganization

Financial restructuring of a failed firm. Both the
firm’s asset structure and its financial structure are
changed to reflect their true value, and claims are
settled. Current law allows the bankrupt firm to be
reorganized under chapter 11. The objective of
reorganization is to keep the firm alive while set-
tling creditor’s claims and attracting new capital
into the firm. [See also Chapter 11]

49. Replacement Cost

Cost to replace a firm’s assets. “Reproduction”
cost.

50. Replacement Value

Current cost of replacing the firm’s assets.

51. Replacement-Chain Problem

Idea that future replacement decisions must be
taken into account in selecting among projects.

52. Repo

Repurchasing agreement. A procedure for borrow-
ing money by selling securities to a counterparty
and agreeing to buy them back later at a slightly
higher price. [See also Repurchase agreement]

53. Repo Rate

The annualized percentage difference between the
original sale price and final repurchase price in a
repurchase agreement.

54. Repricing

The replacement of an out-of-the-money compen-
sation option with an at-the-money compensation
option. This kind of reducing the exercise price of
compensation option in response to a decline in
stock price is called option repricing.

55. Repurchase Agreements

Repurchase agreements (repos) are not actual se-
curities in themselves, but rather contracts to im-
mediately acquire available funds by selling
securities, together with a simultaneous agreement
to repurchase those securities at a later date. Most
repos are outstanding for only one business day,
and nearly all involve Treasury or government
agency securities.

For example, suppose a company has $1 million
in excess cash available for two days. Instead of
buying T-bills and then selling them two days later,
the company could create a repurchase agreement
with a bank. The company would agree to pur-
chase $1 million worth of T-bills and then sell them
back to the bank after two days for the original $1
million plus two days of interest. No actual trans-
fer of physical securities is made; rather, the entire
transaction consists of bookkeeping entries on the
two parties’ accounts.

Repos offer two distinct advantages for invest-
ing short-term surplus cash. First, their maturities
can be tailored to suit the exact times that the
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parties have funds available, from overnight to 30
days or more. Second, because repos state the
selling price of the securities in the initial agree-
ment between buyer and seller, they eliminate
interest rate risk. The yields on repos are similar
to, but slightly lower than, those of T-bills.

56. Repurchase of Stock

Device to pay cash to firm’s shareholders that
provides more preferable tax treatment for share-
holders than dividends. Treasury stock is the name
given to previously issued stock that has been re-
purchased by the firm. [See also Stock repurchase]

57. Reserve Cash

A company’s cash needs fall into three categories:
(1) cash for day-to-day transactions, (2) reserve
cash to meet contingencies, and (3) cash for com-
pensating balance requirements. To estimate re-
serve cash requirements, the cash flow manager
can tabulate the daily or weekly changes in the
cash amount. These changes will range from
some very large changes to small fluctuations. Be-
cause the major cash flow problem is running short
of cash, the financial manager is especially inter-
ested in large decreases and thus might select a
reserve balance that would meet all but the largest
historic cash decreases.

58. Reserve for Bank Debts

Amount appearing on a bank’s balance sheet that
represents the estimated value of uncollected loans.

59. Reserve Requirement Ratios

Percentages applied to transactions account and
time deposits to determine the dollar amount of
required reserve assets.

60. Reserve Requirements

In regulating the banking industry, the Fed sets
reserve requirements to specify the portion of a

bank’s total deposits that it must hold as reserves.
The Fed hesitates to change the reserve require-
ment due to the money multiplier effect; small
changes in the reserve ratio can have a very large
impact on money supply. This makes the tool too
coarse for the subtle work of adjusting the econ-
omy.

61. Reserve Target

The minimum daily reserve ratio of deposit
institution (DI) required by Fed. In general, the
DI can either undershooting or overshooting this
ratio.

62. Reserves

Qualifying assets to meet reserve requirements,
including vault cash and deposit balances help at
Federal Reserve Banks.

63. Reset Date

The date in a swap or cap or floor when the float-
ing rate for the next period is set.

64. Residual Claim

Refers to the fact that shareholders are at the
bottom of the list of claimants to assets of a cor-
poration in the event of a failure or bankruptcy.

65. Residual Dividend Approach

An approach that suggests that a firm pay divi-
dends if and only if acceptable investment oppor-
tunities for those funds are currently unavailable.
[See also Residual theory]

66. Residual Theory

The most easily understood theory of dividend
payment determination is called the residual the-
ory. As the name implies, this theory holds that
firms pay dividends out of earnings that remain
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after it meets its financing needs. These are funds
for which the firm has no immediate use. The
procedure for a residual dividend policy follows
several steps:

1. Determine the firm’s optimal capital budget.

2. Determine the amount of equity needed to
finance that budget.

3. To the extent possible, use the firm’s retained
earnings to supply the needed equity.

4. Distribute any leftover earnings as dividends. .

The basic assumption of residual dividend the-
ory is that shareholders want the firm to retain
earnings if reinvesting them can generate higher
rates of return than the shareholders could obtain
by reinvesting their dividends. For example, if a
corporation can invest retained earnings in a new
venture that generates an 18 percent rate of return,
whereas investors can obtain a return of only 10
percent by reinvesting their dividends, then stock-
holders would benefit more from the firm reinvest-
ing its profits.

Whether firms actually practice the residual the-
ory is a matter of question. Such a theory would
imply erratic dividend payments, especially for
fast-growth companies. Firms do seem to try to
stabilize their dividend-payout rates, so analysts
do not place much faith in the residual theory.
However, two alternative theories for the dividend
behavior of firms have found considerable empir-
ical support.

67. Residual Value
Usually refers to the value of a lessor’s property at
the time the lease expires.

68. Residuals

Parts of stock returns not explained by the ex-
planatory variable (the market-index return).
They measure the impact of firm-specific events
during a particular period. [See also Market model]

69. Resistance Level

A price level above which it is supposedly difficult
for a stock or stock index to rise.

70. Resolution Trust Corporation (RTC)

A government agency (1989-1996) that assisted in
the management and savings and loans deemed to
be insolvent during the Thrift Crisis. At the time of
its dissolution in 1955, RTC had resolved or closed
more than 700 saving institutions.

71. Respondent Bank

Bank that purchases services from a correspondent
bank.

72. Restrictive Covenants

Provisions that place constraints on the operations
of borrowers, such as restrictions on working cap-
ital, fixed assets, future borrowing, and payment of
dividend.

73. Retained Earnings

Earnings not paid out as dividends. It is one of the
items of equity statement. This term also appears in
the balance sheet.

74. Retention Rate

The retention rate represents the proportion of
every $1 of earnings per share that is retained by
the firm; in other words, it is equal to one minus
the dividend payout ratio. [See also Dividend payout
ratio]

75. Retention Ratio

Retained earnings divided by net income. It is
equal to one minus the dividend payout ratio.
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76. Retractable Bonds

[See Putable bonds]

77. Return

Profit on capital investments or securities.

78. Return Items

Checks that have not been honored by the drawee
bank and have been returned to the check writer.

79. Return on Assets [ROA]

Income divided by average total assets. [See also
Profitability ratios]

80. Return on Equity (ROE)

Net income after interest and taxes divided by
average common stockholders’ equity. [See also
Profitability ratios]

81. Return on Sales (ROS), or Profit Margin

The ratio of operating profits per dollar of sales
(EBIT divided by sales). [See also Profitability ratios]

82. Revenue Bond

Most of municipal bonds are revenue bonds. They
will be repaid out of proceeds from the specific
revenue-generating project that they were sold to
finance, such as toll roads.

83. Reverse Cash-and-Carry

The simultaneous short-sale and forward purchase
of an asset or commodity.

84. Reverse Conversion

A short position in an asset coupled with a pur-
chased call and written put, both with the same

strike price and time to expiration. The position is
a synthetic short T-bill position.

85. Reverse Mortgage

A mortgage in which the owner of the property can
borrow against existing equity in the property.

86. Reverse Purchase Agreement

The purchase of a security coupled with an agree-
ment to sell it at a later date. The opposite of a
repurchase agreement.

87. Reverse Repo (RP)

A contract in which a lender provides funds to a
borrower for which collateral is provided in the
event on nonpayment. Every RP transaction in-
volves both a regular RP and reverse RP depend-
ing on whether its viewed from the lender’s or
borrower’s prospective. Most RPs use Treasury
or US agency securities as collateral.

88. Reverse Repurchase Agreement

Securities purchased under an agreement to resell
them at a later date.

89. Reverse Split

The procedure whereby the number of outstanding
stock shares is reduced; for example, two outstand-
ing shares are combined to create one. [See also
Stock split]

90. Reverse Stock Split

A reverse stock split, as its names implies, is a
reduction in the number of shares outstanding,
with each share increasing in value to keep the
total value of the firm unchanged. As with a
stock split, theory gives no reason to expect any
change in the underlying value of the company that
engages in a reverse split. [See also Stock split] In
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fact, many investors regard a reverse split as an
admission by management that the company faces
financial difficulties. This belief is based primarily
on the argument that the market price per share is
too low to attract serious investors.

91. Reversible Swap

Allows counterparty to change status from float-
ing-rate payer to fixed-rate payer and vice versa.

92. Reversing Trade

Entering the opposite side of a currently held fu-
tures position to close out the position.

93. Reversion Level

The level to which the value of a market variable
(e.g., an interest rate) tends to revert.

94. Revolving Commitment (Revolver)

A generic term referring to some facility which a
client can use — or refrain from using — without
canceling the facility. In other words, it guarantees
that funds can be borrowed, repaid and borrowed
again over an extended period, perhaps as long as 3
years. [See also Revolving credit agreement]

95. Revolving Credit Agreement

Banks usually grant lines of credit for specific
lengths of time, usually one year or less. The par-
ties may, of course, renegotiate the loan to provide
the funds for a longer time, if needed. Still, the
bank usually expects the borrower to clean up the
loan — that is, to reduce its debt to the bank to zero
— at least once during the year.

A borrower that has a recurring need for funds
may instead arrange a revolving credit agreement.
This type of loan resembles the line of credit, in that
the parties agree to a maximum credit level, and the
borrower may draw funds up to that limit. The
revolving credit agreement, however, meets the bor-
rower’s need to borrow the funds, pay off the loan,

and then borrow again, time after time. Such a
situation may supply funds for a borrowing com-
pany that produces a small number of large, high-
value products, such as ships or steam turbines; the
firm must borrow to finance the construction of
each product until it eventually collects the pro-
ceeds of the sale. Moreover, a revolving credit
agreement is more likely to be guaranteed by the
bank than a line of credit.

Because the bank must commit to the agreement
for a much longer time than a conventional line of
credit would demand, the negotiation process for a
revolving credit agreement tends to be more formal.
The bank may specify that the borrower must main-
tain its working capital above a specified level, for-
bid any factoring of accounts receivable without the
bank’s permission, or stipulate that any further
borrowing must be subordinated to the revolving
credit debt. Commitment fees also are common for
large revolving credit agreements. Most banks offer
the borrower a choice between a committed line of
credit and an uncommitted line of credit. [See also
Committed line of credit and Uncommitted line of
credit. ]

96. Revolving Loan

A credit line on which a borrower can both draw
and repay many times over the life of the loan
contract. [See also Revolving credit agreement]

97. Reward-to-Volatility Ratio

Ratio of excess return to portfolio standard devi-
ation. [See also Sharpe ratio|

98. Rho

The change in value of a derivative due to a change
in the interest rate. Based upon the call option
formula defined in option pricing equation [See
also Option pricing equation for variable defin-
itions]. The mathematical result can be defined as:
oC

— = TXe ""N(d>) > 0.
or
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99. Riding the Yield Curve

It is one of the bond portfolio management strat-
egies designed to increase income is called riding
the yield curve. To be successful, managers using
this approach must be willing to make several
rather strong assumptions about the future course
of interest rates. To illustrate, suppose that a man-
ager would ordinarily hold 1-year Treasury secur-
ities as part of an institution’s secondary reserves
but now sees an upward-sloping yield curve. The
yield on 1-year Treasuries is 3.5 percent, and the
yield on 2-year Treasuries is 4.0 percent. If the
manager assumes that the shape and level of the
yield curve will remain the same, the price of 2-
year Treasuries must rise so that their yield next
year (when they will be 1-year Treasuries) will be
3.5 percent. A manager willing to ride the yield
curve would hold 2-year Treasuries this year, then
sell them at the end of the year after their price rose
to provide additional income on the portfolio. As-
suming that the level and shape of the yield curve
has, in fact, remained unchanged, the manager
would then reinvest the proceeds in 2-year Treas-
uries and begin the ride again.

In sum, riding the yield curve is an investment
strategy the investor buys a security that matures
after the investor’s assumed holding period. The
investor plans to sell the security at the end of the
holding period and earn an above-average return
because interest rates are expected to remain stable
or fall.

100. Rights Issue

An issue to existing shareholders of a security giv-
ing them the right to buy new shares at a certain
price.

101. Rights Offering

A rights offering allows the firm’s current share-
holders to purchase additional shares in propor-
tion to their current ownership. This way, the
original shareholders maintain control of the firm

while raising the needed equity capital among
themselves. For example, suppose four share-
holders each own 25 percent of a firm whose equity
has a value of $4 million. If the firm needs an
additional $1 million to finance a plant expansion,
it can make a rights offering, allowing each share-
holder to invest $250,000. This way, each share-
holder can retain 25-percent ownership in the
expanded firm.

If a shareholder cannot or declines to invest the
full $250,000, the remaining shareholders can in-
vest the difference. Proportionate ownership
would change to reflect the overall fraction
invested by each shareholder.

The advantage of the rights offering is that the
current set of shareholders can maintain control of
the firm by each contributing additional funds to
meet the firm’s needs. This condition creates a
practical difficulty, though. As a group, the share-
holders may not be able to raise the needed funds,
leading to a failure of the rights offering. The firm
then must arrange financing from other sources of
private equity.

102. Risk Arbitrage

Speculation on perceived mispriced securities, usu-
ally in connection with merger and acquisition
targets.

103. Risk Class

A partition of the universal set of risk measure so
that projects that are in the same risk class can be
comparable. M&M propositions have been de-
rived in terms of risk class assumption.

104. Risk Classification

Certain types of projects are inherently more or less
risky than other. The firm can use past experience
and information from audits of earlier projects to
create risk classes or categories for different types of
capital budgeting projects. The findings from
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break-even, scenario, sensitivity, or simulation an-
alysis also can be used to determine risk categories
for projects. Each risk category can be given a
generic description to indicate the types of projects
it should include and a risk-adjusted discount rate
or project cost of capital to assign those projects.
An example is shown is Table A.

Subjectivity enters this process as management
must decide the number of categories, the descrip-
tion of each risk category, and the required rate of
return to assign each category.

Differences of opinion or internal firm politics
may lead to controversy in classifying a project.
Clearly defined category descriptions can minimize
such problems.

The process of setting up the risk categories can
be made less subjective if the firm audits ongoing
and completed capital budgeting projects. Audits
can provide fairly objective written records of the
firm’s experiences with different categories of pro-
jects. This paper analysis trail can be used to justify
the classifications given to different kinds of pro-
jects, as well as the risk premiums assigned to
different risk classes.

Table A: Risk Classification Example

Risk categories:  Description

Below-average Replacement decisions that require
risk: no change, or only a minor change,
in technology. No change in plant
layout required. Discount rate =
Cost of capital — 2%.

Replacement decisions involving
significant changes in technology or
plant layout; all cost-saving
decisions; expansions and
improvements in the firm’s main
product lines. Discount rate = Cost

Average risk:

of capital.
Above-average  Applied research and development;
risk: expansion of production or

marketing efforts into developed
economies in Europe and Asia.
Discount rate = Cost of capital +
2%.

High risk: Expansion of production or
marketing efforts into less-
developed and emerging economies;
introduction of products not related
to any of the firm’s current product
lines. Discount rate = Cost of

capital + 5%.

105. Risk Lover

[See also Risk averse, risk neutral, risk lover]

106. Risk Management

The active use of derivatives and other techniques
to alter risk and protect profitability.

107. Risk Averse, Risk Neutral, Risk Lover

A risk-averse investor will consider risky portfolios
only if they provide compensation for risk via a
risk premium. A risk-neutral investor finds the
level of risk irrelevant and considers only the
expected return of risky prospects. A risk lover is
willing to accept lower expected returns on pro-
spects with higher amounts of risk.

108. Risk Neutral

A term describing an investor who is indifferent
between receiving amount of x dollar and taking a
risky bet with an expected value equal to x dollar.
[See also Risk averse, risk neutral, risk lover]

109. Risk Premiums

The nominal risk-free return is the same for all
investments throughout the market. However,
there are as many different interest rates or
expected returns as there are time horizons (ran-
ging from one day to many years) and financial
instruments (from passbook savings accounts to
corporate stocks). The interest rates we observe in
the economy differ from the nominal risk-free rate
due to risk premiums. With the possible exception
of Treasury bills, all investments are risky.
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In sum, risk premium is the excess return on the
risky asset that is the difference between expected
return on risky assets and the return on risk-free assets.

110. Risk-Free Asset

An asset with a certain rate of return; often taken
to be short-term T-bills.

111. Risk-Free Investment

A risk-free investment is one in which the investor is
sure about the timing and amount of income streams
arising from the investment. However, for most
types of investments, investors are uncertain about
the timing and amount of income of their invest-
ments. The types of risks involved in investments
can be quite broad, from the relatively riskless T-
bill to highly risky speculative stock. [See also Treas-
ury bills]

112. Risk-Free Rate

The interest rate that can be earned with certainty. It
is risk free in terms of default risk instead of infla-
tion risk. [See also Nominal risk-free interest rate]

113. Riskless Portfolio

A combination of assets that earns the riskless rate
of interest over the chosen investment horizon. The
investment horizon is assumed to be one period;
the duration of this period can be any length of
time, an hour, day, week, and so on.

114. Risk-Neutral Measure

The probability distribution for an asset trans-
formed so that the expected return on the asset is
the risk-free rate.

115. Risk-Neutral Probability

In the binomial model, the probability of an up
move in the asset price such that the expected
return on the asset is the risk-free rate.

116. Risk-Neutral Valuation

The valuation of an option or other derivative
assuming the world is risk neutral. Risk-neutral
valuation gives the correct price for a derivative
in all worlds, not just in a risk-neutral world.

117. Risk-Return Trade-Off

If an investor is willing to take on risk, there is the
reward of higher expected returns. Both security
market line and capital market line are used to
determine the risk return trade off. [See also Cap-
ital market line and Security market line]

118. Risky Asset

An asset with an uncertain rate of return. For
example, stocks are risky assets.

119. Risky Corporate Debt

Sometimes, options are used to value risky corpor-
ate debt. Because of the limited liability of stock-
holders, money borrowed by the firm is backed, at
most, by the total value of the firm’s assets. One
way to view this agreement is to consider that
stockholders have sold the entire firm to debt hold-
ers but hold a call option with an exercise price
equal to the face value of the debt. In this case, if
the value of the firm exceeds the value of the debt,
stockholders exercise the call option by paying off
the bondholders. If the value of the firm is less than
the value of the debt, shareholders do not exercise
the call option, and all assets are distributed to the
bondholders.

120. Roll Back

[See also Backwards induction]

121. Roth IRA

An individual retirement account introduced in
1998 that allows individuals whose wages and
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salaries are below a predetermined minimum to
contribute after-tax income. The contributions
grow on a tax-sheltered basis and thus are not
taxed at withdrawal.

122. Round Lot

Common stock trading unit of 100 shares or mul-
tiples of 100 shares. When an individual wants to
buy fewer than 100 shares, the order is turned over
to an odd-lot dealer who will buy or sell from his
own inventory.

123. R-Squared (R?)

Square of the correlation coefficient proportion
of the variability explained by the linear model.
R?> for regression for estimating beta is
R — Bz2 Var(Rmt).

var(R;)
the ratio between systematic risk and total risk.
[See also Beta and Market model for variable def-
initions]

Under this case, R> represents

124. Rule 415

In 1983, the SEC passed Rule 415, which allows
firms to register security issues (both debt and
equity) and then “put them on the shelf” for sale
any time over the next two years. Once registered,
the securities can be offered for sale by submitting
a short statement to the SEC whenever the firm
needs the funds or when market conditions are
attractive. [See also Shelf registration]

125. Rule of 72

Divide 72 by the interest rate at which funds are
invested. The value indicates how long it will take
for the amount of funds invested to double in value.

126. Run on a Bank

Situation in which a large number of depositors
lose confidence in the safety of their deposits and
attempt to withdraw their funds.



1. S&P 500

[See also Standard & Poor’s 500 composite index
(S&P 500)]

2. Safe Deposit Box

Privacy boxes for storage in a bank vault under
lock and key.

3. Safe Harbor Lease

A lease to transfer tax benefits to ownership (de-
preciation and debt tax shield) from the lessee, if
the lessee can not use them, to a lessor that can.

4. SAIF

Savings Association Insurance Fund which insures
deposits at savings and loans. This is one of the
two insurance funds under FDIC. [See also BIF]

5. Sale And Lease-Back Agreement

In a sale and lease-back agreement, the owner of
an asset sells it and then leases it back. This
method allows cash-strapped firms to sell valuable
assets, but still retain their use.

6. Sales Forecast

A key input to the firm’s financial planning
process. External sales forecasts are based on his-
torical experience, statistical analysis, and con-
sideration of wvarious macroeconomic factors;
internal sales forecasts are obtained from internal
sources.

7. Sales Terms and Collections

The fastest way to collect receivables is to ask for
the money regularly. However, a company also
can change its sales terms in an attempt to collect
cash more quickly. Such a policy can take several
forms, including (i) introduce discounts; (ii) reduce
credit terms; (iii) emphasize cash sales; (iv) accept
credit cards; and (v) impose penalties for late
payment.

8. Sales-Type Lease

An arrangement whereby a firm leases its own
equipment, such as IBM leasing its own com-
puters, thereby competing with an independent
leasing company.

9. Sallie Mae

Student Loan Marketing Association which
guarantees student loans. The asset structure of
Sallie Mae is heavily dominated by floating-rate
standard loans and advances. Investors supplying
funds to Sallie Mae preferred to lock in the
high rate prevailing at that time. Therefore,
Sallie Mae, pioneered swap program in the US in
1982.

10. Sample-Function Analysis

Sample-function analysis regards a time series as an
observed sample function representing a realization
of an underlying stochastic process. Complicated
parametric statistical-estimation procedures are
used to determine the properties of time-series data.

11. Scalper

Speculators are often distinguished by the time
they hold their position. They can either be scalper
or day trader. Scalper is a trader who holds posi-
tions for a very short period of time.
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12. Scatter Diagram of a Regression

For example, to estimate beta coefficient, we re-
gress rate of return of company i in period ¢ (R;)
on market rate of return in period ¢ (R,,), then the
regression model can be defined as:

Ry = a; + BiRmt + ej (1)

The estimated slope is the beta coefficient (sys-
tematic risk). In the regression analysis of equation
(1) involving one independent variable (R,,;) and
one dependent variable (R;,), the individual value
of R; and R,, are plotted on a two-dimensional
graph. In this two-dimensional graph, we can plot
the different points in accordance with the pair-
wise observations of R;, and R,,, to obtain the
scatter diagram as presented in the figure below.

Rit = oi+BiRm;

13. Scenario Analysis

Scenario analysis provides a means to evaluate the
potential variability in a capital budgeting project’s
NPV. Scenario analysis computes several net pre-
sent values for the project based on different scen-
arios. The initial capital budgeting analysis using
the analyst’s estimates of expected cash flows is
called the base-case scenario. From this base case,
typically at least two other scenarios are developed
— a worst-case scenario and a best-case scenario —
and NPVs are computed for each. The worst case
NPV and the best case NPV give managers a likely

range in which the project’s NPV will fall. The
purpose of scenario analysis is to examine the
joint impact on NPV of simultaneous changes in
many different factors.

The worst-case scenario should reflect project
results under Murphy’s law: “If anything can go
wrong, it will.” Compared to the base case, the
worst-case scenario will have lower sales volume,
lower prices, higher costs, shorter product life,
lower salvage value, and so on. Rather than being
an exercise in disaster forecasting, however, the
worst-case scenario should reflect the circumstan-
ces that could reasonably be expected should the
project be plagued with bad luck or bad analysis.
Some of the firm’s past failures can be used as
models for developing the worst-case scenario.
The resulting estimates of cash flows and NPV
will reflect this pessimistic perspective.

The best-case scenario should illustrate how the
project will turn out if everything works better
than expected. The sales figures, prices, costs, and
so on should incorporate the upper boundary of
reasonable optimism. An unrealistic pie-in-the-sky
scenario, however, will add little to the analysis.
Spreadsheet packages can facilitate the analysis of
different scenarios.

The analyst then presents decision makers with
three sets of conditions, cash flows, and NPVs. The
base-case represents an estimate of the most likely
outcome; the worst-case and best-case scenarios
illustrate the project’s possible extremes. The
NPVs of the worst-case and best-case scenarios
represent the potential range of the project’s impact
on shareholder wealth. If the worst-case scenario
has a large, negative NPV, management may call
for more analysis to see if the project can be modi-
fied to reduce its potential for severely decreasing
shareholder wealth.

Another possibility is that management may
decide that the project’s best-case scenario is so
attractive that it overcomes the project’s downside
risk. This may be the case for a project with en-
couraging engineering or market test results or a
project that may propel the firm into a position of
industry leadership.
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14. Season Dating

Arrangements for credit transactions include spe-
cial terms for recurrent purchases and seasonal
accounts. When a company routinely buys many
items, the supplier commonly accounts for all sales
during the month as occurring at the end of the
month, eliminating the inconvenience of a separate
payment for each delivery. These terms are stated
as 5/10, EOM, net 60; that is, by paying the bill
within 10 days of the end of the month (EOM), the
customer will receive a 5-percent discount. Other-
wise, full payment is due within 60 days of the
invoice date. Manufacturers who produce seasonal
goods often encourage customers to take early
delivery by allowing them to delay payment until
the normal ordering season, a type of credit ar-
rangement known as season dating.

15. Seasonal Liquidity Needs

Cash flow needs that arise from predictable sea-
sonal loan demands and deposit outflows.

16. Seasonal Swap

Notional principal may vary up or down over the
life of the swap. Also known as roller coaster swap.

17. Seasoned New Issue

A new issue of stock after the company’s securities
has previously been issued. A seasoned new issue
of common stock can be made by using a cash
offer or a rights offer. [See also Seasoned offering]

18. Seasoned Offering

Not every public sale of stock by a corporation is
an IPO. Corporate growth and/or high debt ratios
require some public firms to return to the equity
markets to raise funds. A new stock offering by an
already public company is called a seasoned offer-
ing. Such offerings are easier for the investment

bank and investors to price. Rather than estimat-
ing fair market value from accounting data, as in
an IPO, investors can refer to daily listings of the
market value of the company’s shares.

A public company that needs an equity capital
infusion faces several choices. It can increase its
equity base by selling shares of common or pre-
ferred stock, and it can raise money in the US
market or issue securities overseas.

Only the US has a public financial market for
preferred equity issues; other countries have not
developed primary and secondary markets for pre-
ferred stock trading. As preferred equity increases
a firm’s equity base without diluting control, more
and more foreign firms are issuing both fixed-rate
and adjustable-rate preferred stock in the US mar-
kets.

Overseas tax and regulatory environments may
make fund-raising cheaper for large US firms. An-
alysis of the Euroequity and Eurobond markets
provides evidence of such cost advantages.

After a firm decides upon the form in which it
will raise equity, it can market the new issue in
several ways. It can sell the new shares to the
public or to current shareholders or place them
privately.

19. Seat

Another term for an exchange membership is a seat.
A prospective member may buy a full seat, allowing
him or her to trade any of the offered futures con-
tracts. To encourage volume on newer or less liquid
contracts, most exchanges usually also offer a par-
tial seat. Permitting its owner to trade only a desig-
nated number of contracts. Usually, to get onto an
exchange to trade, an investor needs to buy or lease
a seat from a current owner. The value of an ex-
change seat can very substantially.

20. SEC

Securities and Exchange Commission, which was
established under the authority of the Securities
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Act of 1933 and the Securities Exchange Act of
1934. The SEC regulate security firm such as Mer-
rill Lynch and investment banking firm, such as
Salomon Smith Barney and Goldman Sachs. [See
also Securities and Exchange Commission]

21. Second Mortgage Bond

A second mortgage bond has a secondary, or
junior, claim on assets. [See also First mortgage
bond]

22. Secondary Capital

Limited life preferred stock, subordinated debt,
and mandatory convertible securities not included
as primary capital. Secondary capital is the Tier 2
capital, and primary capital is the Tier 1 capital.

23. Secondary Market

The secondary market is the resale market for
securities. The issuing entity (corporation or gov-
ernment) is usually not involved in such transac-
tions. In the secondary market, investors buy and
sell securities among themselves. Without the li-
quidity that the secondary market provides, the
primary market would be much less attractive
because investors could not easily sell their secur-
ities.

The secondary market includes two forums for
security trades: organized exchanges and an over-
the-counter market. [See also Organized exchanges
and Over-the-counter market] The New York
Stock Exchange (NYSE) is an example of an or-
ganized exchange.

24. Second-Pass Regression

A cross-sectional regression of portfolio returns on
betas. The estimated slope is the measurement of
the reward for bearing systematic risk during the
period. This technique was proposed by Fama and
Macbeth (1973).

25. Sector Influences

In addition to an overall market factor, various fac-
tors related to industry-type indexes are significant
in explaining the returns generating process for a
particular security. Other potential additional in-
dexes could be related to interest-rate movements
and firm capitalization size. Shape (1984) finds
quite a wide array of these additional factors,
which he classifies as either systematic influences or
sector influences. Sector influences includes eight
factors: 1. basic industries; 2. capital goods; 3. con-
struction; 4. consumer goods; 5. energy; 6. finance;
7. transportation; 8.utilities.

26. Sector Loadings

For correlation analysis, a firm or industry group
is said to be dependent upon underlying economic
factors or ‘“‘sectors” such as: (i) the market as a
whole, (ii) interest rates, (iii) oil prices, etc.. As two
industries “load” are influenced by common fac-
tors, they will have a higher correlation between
them. This kind of loading is called sector loading.

27. Securities and Exchange Commission

Public firms must submit to regulation by the Se-
curities and Exchange Commission (SEC) and the
exchange on which their shares are traded. Regu-
lation means more paperwork to file and more
attorneys’ fees to ensure that laws are not uninten-
tionally broken. In the US, public firms must file
annual and quarterly reports with the SEC, and
corporate insiders who buy and sell the firm’s
stock must report their transactions to the SEC.
The firm must register most public offerings of
securities (including the initial public offering)
with the SEC and receive SEC approval before
selling the securities to the public.

Experts on public policy have known for some
time that most employment growth in the US comes
from small businesses. To foster future growth, in
1992 the SEC adopted a series of rules to make it
easier for small firms to raise public equity finan-
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cing. The new regulations allow a firm to evaluate
the potential market for its shares before commit-
ting to the time and expense of preparing a formal
offering document.

Firms are allowed to raise up to $1 million
without registering the sale with the SEC. They
can register securities worth up to $5 million
through the simpler and less costly Regulation A
process rather than undergoing a full SEC review.
The SEC estimates that the new regulations will
reduce the cost of raising public equity by smaller
firms by up to one-third. In addition, small public
firms (by SEC definition, whose with sales less
than $25 million and market values of equity
below $25 million) will be able to file shorter, less
comprehensive quarterly and annual SEC reports,
thus reducing management’s paperwork time
and costs.

28. Securitization

Pooling loans for various purposes into standard-
ized securities backed by those loans, which can
then be traded like any other security. In sum, the
process of converting assets into marketable secur-
ities is called securitization.

29. Security

Collateral which a borrower pledges against a loan
or secondary source of repayment in case of de-
fault.

30. Security Analysis

Security analysis is used to determine correct value
of a security in the marketplace. It is one of the
three steps of forming portfolios of securities.

The selection of a portfolio of securities can be
thought of as a multi-step process. The first step
consists of studying the economic and social envir-
onment and the characteristics of individual com-
panies in order to produce a set of forecasts of
individual company variables. The second step
consists of turning these forecasts of fundamental

data about the corporation and its environment
into a set of forecasts of security prices and/or
returns and risk measures. This step is often called
the valuation process. The third and last step con-
sists of forming portfolios of securities based on
the forecast of security returns.

31. Security Characteristic Line

A plot of the excess return on a security over the
risk-free rate as a function of the excess return on
the market. [See also Market model]

32. Security Interest

The legal claim on property that secures a debt or
the performance of an obligation.

33. Security Market Line (SML)

A straight line that shows the equilibrium relation-
ship between systematic risk and expected rates of
return for individual securities. According to the
SML, the excess return on a risky asset is equal to
the excess return on the market portfolio multi-
plied by the beta coefficient. [See also Capital
asset pricing model]

34. Security Market Plane (SMP)

A plane that shows the equilibrium relationship
between expected return and the beta coefficients
of more than one factor.

35. Security Selection Decision

Choosing the particular securities to include in a
portfolio. In general, the fundamental instead of
technical analysis is used to select the particular
stock to be in the portfolio.

36. Seesaw Effect

When bonds are originally issued, most sell at
prices close to par and offer coupon rates close to
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the market rates on bonds of similar maturity and
risk. Over the life of a bond, its price will vary
inversely to, or in the opposite direction of interest
rate fluctuations in the economy. As interest rates
rise in the economy, bond prices fall; as interest
rates fall, bond prices rise. Since one rises as the
other falls, we call this relationship between bond
prices and interest rates the “seesaw effect.”

37. Selection Phase

Because managers want to maximize the firm’s
value for the shareholders, they need some guidance
as to the potential value of the investment projects.
The selection phase involves measuring the value, or
the return, of the project as well as estimating the
risk and weighting the costs and benefits of each
alternative to be able to select the project or projects
that will increase the firm’s value given a risk target.

38. Self-Financing Portfolio

A hedge portfolio that retains specified character-
istics (e.g., it is zero-investment and risk-free) with-
out the need for additional investments in the
portfolio.

39. Self-Liquidating Loans

In view of high exposure to risk for a compara-
tively low return, commercial 