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Preface

There are so many puzzles in finance, such as why stock market
crisis occurs time and time again in all over the world, what is the fair
or theoretical P/E of a market rather than that of the historical or
empirical one, how to calculate the bankruptcy cost of a healthy
company, how to determine the optimal capital structure, why does
the financial conservatism so widely spread among eastern and western
companies, how does the coupon frequency really matter in bond
valuation, etc. The empirical research, which is the overwhelming
fashion in nowadays academic financial research, seems really
helpless for solving these puzzles. Although it seems plausible to
derive conclusions from sample data, an obvious fact is that the
conflicted conclusions under a topic are often seen from different
sample data sets.

Empirical researches are actually suitable for testing existing
conclusions or models rather than deriving the new ones. Empirical
models are inevitably sample-sensitive, thus the conclusions allow
very limited space for application. Theoretical studies, supposed to
offer new and decision-supported conclusions or models, however,
are now fond of applying “ sophisticated mathematics”. As a result,

there has been rare breakthrough in financial research concerning
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above puzzles except that the empirical and analytical models become
more and more complicated. Complicated models, even those
superior to the simple ones, are actually not welcomed in practice. To
make things worse, stressing on sample data and advanced
mathematics, some conceptual errors in finance are widely spread
without correction or even doubt for too long.

Practice is calling for the solutions to the above puzzles. It is
really urgent to deal with the above puzzles with simple method or
reasoning. I believe that is the only way to ensure the validity of
financial discoveries. The four articles collected in this book are all
completed within the recent one year. They actually record my
struggling with the above financial puzzles in the past decade. These
puzzles as well as the relevant financial concepts, such as P/E ratio,
Gordon model, tax shield, bankruptcy cost, etc. , actually absorb me
day and night. That is why I can find the ZZ paradox, correct some
basic errors in prevail financial concepts and build the fair P/E model
and optimal capital structure model. Although they may be not the
perfect answers and solutions to the relevant financial puzzles, they
really make a new world to think about these puzzles and hopefuily
can help the practitioners step out of the troubles in relevant
investment and financing decisions.

There are some relations among the four papers though they are
easy to read separately. The first paper questions the currently
prevailing assumption of “positive perpetual growth rate” in financial
and economic research, which I refer to as “ZZ paradox”. The rest
papers solve the relevant important problems based on the implications
of the “ZZ paradox”. One paper deals with a basic problem in stock/
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equity valuation, and derives a fair P/E model incorporating growth
and risk. The third paper corrects the widespread errors in prevailing
bond valuation accounting for the coupon frequency. The fourth paper
solves the problem of optimal capital. structure, which has been
remained unsolved since 1950s, and has been regarded as one of the
most toughest issues in finance after half century’s intensive study. All
my studies are decision-oriented and based on easy-understanding
concepts and reasoning, rather than those sample-sensitive empirical
studies or those based on advanced mathematics.

By definition, a paradox can be an apparently true statement that
leads to a contradiction. The first paper “Does a Positive Perpetual
Growth Rate Exist?” illustrates such a paradox — the “ZZ paradox”.
I believe it is one of the biggest paradoxes in finance and economics so
far. The paper starts from a neglected but very important question:
does a positive perpetual growth rate exist? Contrary to the
conventional practice and theoretical assumption, in infinite time
horizon, taking the limited life or bankruptcy expectancy of a firm
into account, the perpetual or long-run growth rate should be negative
rather than positive. However, the negative growth of “every ”
individual firms seems not in line with the positive growth in a long
run of our economy as a whole and also contrary to the conventional
economic and financial wisdom. That is why I refer to it as
“paradox”. The “ZZ paradox” has many implications to finance and
economics. For example, as the future of a “typical” firm is much
different from that of the whole economy or the whole market, the
aggregate data (such as growth rate) are no longer suitable for valuing

an individual stock. Another example of its implications is that the
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assumption of “positive perpetual growth rate” is too optimism for an
individual firm, so the current “market” valuation is too high for
“every” stock. This explains why stock market crisis occurs from
time to time.

Historical facts and data as well as theoretical physics findings
strongly support the “negative growth rate” assumption. I exam
various aspects of the “ negative growth rate” and reveal many
implications of the “ZZ paradox” based on Moody’s data of company
ratings and default rates. Understandingly, the valuation result
accounting for the firm’s life and bankruptcy is much lower than the
conventional one or current valuation level. The discussion finally
reveals that the Gordon growth model actually does not work for
valuing most typical stocks within most normal situations. The best
way to apply the Gordon growth model may be by using multi-stage
frame with the Gordon model only applied to the last stage and based
on a “negative” perpetual growth rate. This is much different from
now prevailing practice.

To some extent, the negative growth rate vs. the conventional
perpetual positive growth rate is similar with Copernicus’s
heliocentrism vs. geocentrism. Sounds hard to accept? Do not worry,
I do not intend to persuade you to accept such a “strange” argument,
though it is easy to understand and with support of sound logic and
enough historical facts and data. The logics in the rest papers come
from the implications of the ZZ paradox rather than directly from the
negative growth rate. However, to some extent, they are also
fundamentally challenging the widespread financial conventions and

wisdom. So just ask yourself a question: do you really like or accept
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the creative or innovative ideas? A “yes” answer is a must for me to
solve the relevant financial puzzles as well as for you to read the
papers in this book, such as the theoretical or fair P/E, the optimal
capital structure, etc.

The second paper “Growth, Risk and the Fair P/E” starts from
the findings in the first paper: the currently prevailing Gordon growth
model actually cannot solve a basic valuation problem, and cannot
answer some long-lasting basic debates either, such as what is a fair
P/E of an individual stock, and what is the bubble-free P/E of a
market. For a numerical example of three stocks with same current
dividend and risk but different perpetual growth rate of 6% , 7% , 8%
respectively, based on Gordon model, the ratio of the value (per share)
of the three stocks is 1:1.33:2. The value differences (33% to 200% )
among them are obviously too large.

To find a solution to such a typical and widespread valuation
puzzle, based on the “ZZ paradox”, I believe the “perpetual growth
assumption” is neither correct nor necessary, since no investor based
his/her investment decision on infinite time horizon and no one can
forecast cash flows of a stock in a period extending into infinite
future. As indicated in the first paper, stock value of a firm will be
definite zero in infinite future. Therefore, I try to seek model
accounting for only cash flows in near future and assuming the cash
flows beyond that period are in normal growth ( thus, they need not be
accounted for based on the incremental decision rule, no matter they
grow positive or negative ). Finally, according to the basic valuation
principle, I develop a valuation model and fair P/E model by using

required payback period as a decision criterion instead of the



