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system:
borrowing, 4–5
exchanging assets for immediate

delivery, 6
information-motivated trading, 6–8
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saving, 3–4

Active investment strategy, 111
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of stock mutual funds, 166

Active returns, 110
Adverse selection in insurance, 31
After-tax nominal return, 186–187
Aggregate indices, 96, 97
Airline industry, 411–412
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Alternative trading systems, 26
American depository receipts, 351–352
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American-style contracts, 21
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Ask prices, 42
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Asset-backed securities, 15
Asset-based models:
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Asset classes. See also Equities; U.S. asset
classes, major

correlation matrix, 313–315
diversification with, 220
examples of, 313
investment opportunity set and, 222–223
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Assets. See also Investment characteristics of
assets

classifications of, 11–13
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evaluation of, 221
examples of, 23–24
exchanging for immediate delivery, 6
financial, 11, 16–17
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Balanced funds, 167
Bankrupt traders, 61
Banks:

as clients of portfolio managers, 153
as financial intermediaries, 30
investment, 25, 48–49

Bar charts, 521–522
Barclays Capital U.S. Aggregate Bond Index,

96, 97
Bargaining power of customers and

suppliers, 388
Barriers to entry into industry, 389–391
BASF, 348, 349
Basic materials and processing sector, 375
Basket of listed depository receipts,

352–353
Bearish rectangle patterns, 543
Behavioral drivers, 470
Behavioral finance, 131–133
Behind the market buy orders, 43
Benchmarks for actively managed portfolios,

market indices as, 91
Berkshire Hathaway:

book value compared to intrinsic value of,
360–361

callable stock arrangement of, 343
Best bids, 42
Best efforts offerings, 48
Best offers, 42
Beta:

calculation and interpretation of, 259,
262–264

decomposition of total risk for single-
index models, 260–261

estimation of, 264–265
expected return and, 265–266
portfolio, 270–272
return-generating models and, 259–260

Bid-ask spreads, and liquidity, 200
Bid prices, 42
Bid sizes, 42
Block brokers, 25
Blue chip companies, 357
Boeing, 450–451
Bollinger Bands, 546–547
Bond mutual funds, 165–166
Bonds, convertible, 13
Book building process, 48

Book value:
of assets and liabilities, 429
of company equity, 357, 358–359

Borrowing, as function of financial system,
4–5

Bottom-up analysis, 157, 484–491
“Breaking the buck,” 165
Brink’s Home Security, construction of peer

group for, 381–382
Broad equity market indices, 91–92
Brokerage commissions, and liquidity, 200
Broker-dealers, 27
Brokered markets, 52, 55–56
Brokers, 25
Budgeting, capital, and CAPM, 272–273
Buffett, Warren, 360
Bullish rectangle patterns, 543
Business-cycle sensitivities, 372–374
Buy-and-hold strategy, 178
Buyout funds, 171
Buy side firms, 159

CAL. See Capital allocation line (CAL)
Calculated statistical indices, 555–558
Calendar anomalies, 125–126
Callable common shares, 341–342
Callable preference shares, 343
Call markets, 51–52
Call money rates, 38
Call options, 21
Cameco Corporation, 454–456
Candlestick charts, 523–524
Canon Inc., 451–452
Capacity of industry, 394–396
Capital allocation efficiency, 9–10
Capital allocation line (CAL). See also

Capital market line (CML)
additions to portfolios of risky assets,
245–246

description of, 206–209, 244–245
optimal risky portfolios and, 225,
246–248

two-fund separation theorem and,
225–228

Capital asset pricing model (CAPM):
applications of, 272–284
assumptions of, 267–269
cost of equity and, 362

604 Index

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



description of, 267
expected returns and, 265–266, 272
extensions to, 286–287
Fama and French model compared to,

128
limitations of, 284–285
market portfolio in, 90
portfolio construction and, 281–284
portfolio performance evaluation and,

273–279
required rate of return and, 433
security characteristic line, 279, 280
security market line and, 269–272
security selection, 279–281
view of risk and, 149

Capital budgeting, and CAPM, 272–273
Capital market line (CML):

description of, 249–251
leveraged portfolios and, 253–256
market and, 249
passive and active portfolios, 248–249
risk and return on, 251–253

Capital markets, 12
Capital market theory:

capital market line, 248–256
portfolio of risk-free and risky assets,

244–248
Capital projects, financing, 5
Capital requirements, 60
CAPM. See Capital asset pricing model

(CAPM)
Carhart, Mark, 260, 286
Carrying value, 429
Cash settled contracts, 16
CBOE Volatility Index (VIX), 555–556
CFA Institute, 59
Chart patterns:

continuation, 540–544
description of, 532–533
reversal, 533–540

Charts for technical analysis. See also Chart
patterns

bar type, 521–522
candlestick type, 523–524
linear and logarithmic scale and, 526–527
line type, 520–521
point and figure type, 524–526
relative strength analysis and, 529–530

time intervals and, 528–529
trends and, 530–532
volume and, 528

China:
economic experience of, 472–474
equity market valuation, 476–483
future economic growth of, 474–476

Clearinghouses, 19, 33
Clearing instructions, 41, 47
Clients, fact-finding discussions with, 296,

309–312
Clients of portfolio managers:

banks, 153
endowments and foundations, 151–153
individual investors, 149
institutional investors, 150–151
insurance companies, 154
investment companies, 154
investment needs of, 155
sovereign wealth funds, 154–155

Closed-end fund discounts, 128–129
Closed-end funds, 15, 162
CML. See Capital market line (CML)
Cobb-Douglas production function,

470–476
Commercial banks, as financial

intermediaries, 30
Commercial industry classification systems,

374–378
Commodities, 11, 22, 221
Commodity indices, 98
Commodity swaps, 20
Common shares, 14, 339–342
Co-movement patterns in portfolios,

145–148
Company analysis:

components of, 413–416
description of, 370, 412–413
spreadsheet modeling of financial
statements, 416–417

Company value and equity securities:
cost of equity and required rates of return,
361–362

return on equity, 356–361
Competitive strategy, 412
Complete markets, 56–57
Composition of portfolios, and risk–return

trade-off, 145
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Computer hardware industry, 406–407
Computer memory market, 394
Concentrated industries, 391–394
Conservatism, 132
Constant returns to scale, 471
Constituent securities, 75
Construction of indices:

fixed-income type of, 94–95
target market and security selection, 79
weighting, 79–88

Construction of peer groups, 380–384
Construction of portfolios:

addition of risk-free assets, 225–228,
245–246

alternate method of, 259
avenues for diversification, 220–222
capital market expectations, 312–313
CAPM and, 281–284
constraints and, 296
investment opportunity set, 222–223
minimum variance type of, 223–225
models of, 325–326
optimal investor type of, 228–233
optimal risky portfolios, 246–248
risk and return considerations in, 175–176
risk budgeting, 321–325
steps in, 157–159
strategic asset allocation, 312, 313–321

Consumer discretionary sector, 375
Consumer staples sector, 375
Continuation patterns, 533, 540–544
Continuous trading markets, 51, 52, 54–55
Contracts:

description of, 16–17
examples of, 23–24
forward, 17–18
futures, 19–20
insurance, 21–22
long and short sides of, 36
option, 21
swap, 20–21
types of, 11

Contracts for difference, 17
Convergence between momentum oscillators

and price, 547
Convertible bonds, 13
Convertible preference shares, 344
Core-satellite approach, 326

Correlation:
covariance and, 245
historical risk and, 218
portfolio risk and, 256–257
in portfolios of many assets, 216
risk diversification and, 218

Correlation coefficient, 210–211
Cost of equity and required rates of return,

361–362
Cost of trading, 200
Counterparty risk, 18
Countries, diversification among, 220–221.

See also Major countries, asset
classes of

Covariance, 210, 245
Credit crash of 2007–2008, 337
Credit default swaps, 22, 30
Crossing networks, 55
Cross-sectional anomalies, 127–128
Cumulative preference shares, 343
Cumulative voting, 339
Currencies, 11, 16
Currency swaps, 20
Cycles in markets, 562–563
Cyclical companies, 372–374

Dark pools, 26
Data mining/snooping, 124
Day orders, 45
DBS Bank, preference shares issued by,

344–345
DDM. See Dividend discount model

(DDM)
Dead crosses, 545
Dealers, 26–27, 32
DeBondt, Werner, 126
Debt instruments, 11
Decennial pattern, 563
Decline stage of industries, 399
Decomposition of total risk for single-index

models, 260–261
Defensive industries and companies, 372
Defined benefit plans, 150–151
Defined contribution plans, 141–142, 149
Demographic influences on industries,

407–408
Depository institutions, 29–30
Depository receipts (DRs), 349–352
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Derivative contracts, 11
Derivative pricing rule, 55
Descending triangle patterns, 541
Deutsche Telekom, 453
Differentiation strategy, 412, 413
Digital imaging technology, 407
Direct investing in nondomestic equity

securities, 348
Discriminatory pricing rule, 54
Display sizes for orders, 44
Disposition effect, 132
Distributional characteristics of assets,

197–199
Divergence between momentum oscillators

and price, 547
Diversification of portfolios:

avenues for, 220–222
description of, 140–142
pricing of risk and, 257–258
risk and, 216–220

Diversification ratio, 144
Dividend discount model (DDM):

cost of equity and, 362
description of, 428
Gordon growth, 436–441
H-model, 476–484
multistage, 441–444
preferred stock valuation, 434–436
as present value model, 430–433

Dividend reinvestment plans, 50
Divisors, 75
Double-bottom patterns, 538–539
Double-top patterns, 537–538
Dow, Charles, 517, 519
Dow Jones Average, 74
Downtrends, 530
Dreyer’s Grand Ice Cream, putable stock

arrangement for, 342
DRs (depository receipts), 349–352
Dry-bulk shipping companies, 395

Earnings-based models for equity market
valuation, 491–502

Earnings before interest, taxes,
depreciation, and amortization
(EBITDA), 454

Earnings surprise, 129
Economic profits, 386

Efficient frontier of risky assets,
224–225, 318–319

Efficient market hypothesis:
description of, 118
implications of, 122–124
semistrong form of, 119–122
strong form of, 122
weak form of, 119

Efficient markets. See Market efficiency
18-year cycles, 563
Electronic communication networks, 26
Elliott wave theory, 563–566
Embryonic industries, 397
Employer stock, 140–141, 221
Endowments, as clients of portfolio

managers, 151–153
Energy sector, 375
Enron Corporation 401(k) retirement plan,

140–141, 142
Enterprise value, 428–429, 454–456
Equal weighting, 81–82, 143–144
Equilibrium interest rate, 9
Equities:

common shares, 339–342
company value and, 356–362
description of, 11, 14–15, 331–332
in global financial markets,
332–338

issuance of, 338–339
nondomestic, investing in, 347–353
preference shares, 343–345
private and public, 345–347
return characteristics of, 353–354
risk of, 354–355
risk tolerance and, 337–338
volatility in returns on, 336–337

Equity capital, raising, 5
Equity indices:

broad market type of, 91–92, 93
multimarket type of, 92
sector type of, 92–93
style type of, 93–94

Equity market valuation:
asset-based models, 502–506
earnings-based models, 491–502
overview of, 469–470
top-down and bottom-up forecasting,
484–491
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Equity q ratio, 502–504
Equity risk premiums, 492
Equity securities. See Equities; Equity

valuation
Equity swaps, 20
Equity valuation. See also Multiplier models;

Present value models
asset-based valuation models, 457–461
categories of models for, 428–430
estimated value, market price, and,

426–428
example of use of three models for,

459–461
ETFs. See Exchange-traded funds (ETFs)
Ethical preferences in investment, 308–309
European Aeronautic Defence and Space

Company, 409–410, 450–451
European-style contracts, 21
Evaluation of assets before adding to

portfolios, 221
Event studies, 120–121
Exchanges, 25–26
Exchange-traded funds (ETFs):

basket of listed depository receipts,
352–353

description of, 15, 167–169
market indices and, 91
types of, 168

Exchange-traded notes, 15
Exchanging assets for immediate delivery, as

function of financial system, 6
Execution instructions, 41, 42–45
Execution mechanisms:

brokered markets, 55–56
description of, 52–53
order-driven markets, 53–55
quote driven markets, 53

Execution step in portfolio management
process, 156–159

Exit, barriers to, 391
Expected returns:

beta and, 265
calculating, 265–266
CAPM and, 272
description of, 192–193
security market line and, 270

Expected utility equation, 317–318
Experience curve effects, 416

Experience curves, 385–386
External influences on industries:

case example, 411–412
demographic, 407–408
governmental, 408–410
macroeconomic, 405–406
social, 410–411
technological, 406–407

Fairly valued securities, 426
Fama, Eugene, 118, 260, 286
Fama and French model, 128, 286
F&C Stewardship Growth Fund,

308–309
Fed model, 491–495
Feedback step in portfolio management

process, 159
Fibonacci sequence, 564
Financial analysts, work of, 1–2
Financial assets, 11, 16–17
Financial disclosure and market efficiency,

116–117
Financial intermediaries:

alternative trading systems, 26
arbitrageurs, 31–32
brokers, 25
dealers, 26–27
depository institutions and financial
corporations, 29–30

description of, 24–25, 34
exchanges, 25–26
facilitation of transactions by, 35
insurance companies, 30–31
securitizers, 27–29
settlement and custodial services, 33

Financial leverage, 38
Financial services sector, 375
Financial statements, spreadsheet modeling

of, 416–417
Financial system. See also Functions of

financial system
achievement of purposes in using, 3–8
allocationally efficient, 57
informationally efficient, 56, 57,
111–112, 248

operationally efficient, 56–57
well-functioning, 56–58

“Five forces” framework, 386, 388–389
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Fixed-income indices:
construction of, 94–95
types of, 95–96, 97

Fixed-income instruments, 13–14
Flag patterns, 543
Float-adjusted market-capitalization

weighting, 85–87
Flow-of-funds indicators, 558–562
Ford Motor Company, share class

arrangements at, 340–341
Foreign exchange gains, 353
Foreign ownership restrictions on

investments, 347–348
Forms of market efficiency:

semistrong, 119–122
strong, 122
weak, 119

Forward contracts:
description of, 17–18
futures contracts compared to, 20
option contracts compared to, 21
swap contracts compared to, 20–21

Forward or futures markets, 11
Foundations, as clients of portfolio

managers, 151–153
401(k) plans, 140
Four-factor model, 286–287
Fragmented industries, 392, 393
Fraud:

in financial markets, 58–59
in insurance, 31

Free-cash-flow-to-equity models, 428, 432
French, Kenneth, 128, 260, 286
Frictionless markets, 268
FTSE EPRA/NAREIT global REIT index

family, 98, 99
Functions of financial system:

achievement of purposes in using financial
system, 3–8

capital allocation efficiency, 9–10
determining rates of return, 8–9
overview of, 2–3

Fundamental analysis:
description of, 123, 426
technical analysis compared to, 518–520
top-down and bottom-up forecasting in,

487
Fundamental factor models, 259–260

Fundamentals, value estimates based on,
445–449

Fundamental weighting, 87–88, 92
Futures contracts, 19–20

Gambler’s fallacy, 132
Genomic Solutions, callable stock

arrangement from, 341–342
Geometric mean returns, 178–179
GlaxoSmithKline:

market information for, 359
net income and book value of equity for,
357

price-to-book ratio for, 360
return on equity for, 358

Global depository receipts, 351
Global equity indices, returns to, 146, 147,

148
Global financial markets, 332–338, 347
Global Industry Classification Standard,

372, 374, 383–384
Global minimum-variance portfolios, 224
Global registered shares, 352
Gold, in portfolios, 221
Golden crosses, 545
Golden ratios, 564–565
Goldman Sachs, callable stock arrangement

of, 343
Good-on-close orders, 46
Good-on-open orders, 46
Good-till-cancelled orders, 45
Gordon growth model, 436–441, 492
Governmental influences on industries,

408–410
Government industry classification systems,

378–380
Grable, John, 300
Gross returns, 186
Growth accounting, 470–472, 473–474
Growth industries and companies, 372–373,

397–398

Head and shoulders pattern, 533–537
Health care sector, 375
Hedge fund indices, 98–99
Hedge funds, 16, 169–171
Hedging, example of, 18
Herding, 133
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Hidden orders, 44
Historical correlation among asset classes,

218–220
Historical return and risk:

mean and expected returns, 192–193
nominal and real returns of asset classes in

major countries, 194, 196
nominal returns of major U.S. asset

classes, 193–194, 196
real returns of major U.S. asset classes,

194, 195, 196
risk of major asset classes, 194, 196
risk–return trade-off, 196–197

Historical risk and correlation, 218
H-model, 476–484
Holding period returns, 177–178
Homogeneity of expectations, 246, 268, 285
Hong Kong Stock Exchange (HKSE):

cumulative wealth index of sample shares
listed on, 142

optimal portfolios for sample shares listed
on, 145

quarterly returns for sample shares listed
on, 144

Hybrid funds, 167

Iceberg orders, 44
IKEA, 347
Immediate or cancel orders, 46
Income trusts, 408–409
Index, definition of, 74
Index funds, diversification with, 220
Index management, 88–89
Index mutual funds:

description of, 166
exchange-traded funds compared to, 169

Index values over multiple time periods,
calculating, 77–78

Index weighting:
equal type of, 81–82
fundamental type of, 87–88
market-capitalization type of, 82–87
price type of, 79–81

Indices. See also Security market indices
calculated statistical, 555–558
global equity, returns to, 146, 147, 148
stock, returns reported for, 177

Indifference curves, 203–204, 319

Industrial/producer durables sector, 376
Industry, definition of, 371
Industry analysis. See also Industry

classification
barriers to entry, 389–391
capacity, 394–396
concentration, 391–394
description of, 370, 385–386, 387
example of, 402–404
external influences, 405–412
life-cycle position, 397–401
market share stability, 396–397
price competition, 402
strategic analysis, 386, 388–389
uses of, 370–371

Industry classification:
business-cycle sensitivities, 372–374
commercial systems for, 374–378
government systems for, 378–380
overview of, 371
peer groups, constructing, 380–384
products and/or services supplied,
371–372

statistical similarities, 374
strengths and weaknesses of systems for,
380

Industry Classification Benchmark, 372, 375
Infinite divisibility of investments, 268
Information-acquisition costs, 117, 118
Informationally efficient financial systems:

description of, 56, 57, 111–112
price and, 248

Information availability and market
efficiency, 116–117

Information cascades, 133
Information-motivated trading, 6–8
Initial margins, 19, 38
Initial public offerings (IPOs):

description of, 47, 48–50, 345
pricing anomalies and, 129–130
private placements compared to, 51

Insider trading, rules against, 59, 116–117
Insurance, as investment asset, 221
Insurance companies:

as clients of portfolio managers, 154
as financial intermediaries, 30–31
portfolios of, 158
regulation of, 60
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Insurance contracts, 21–22
Intel, 383–384
Interest rate swaps, 20
Intermarket analysis, 566–568
Intermediaries. See Financial intermediaries
Internal rates of return, 180–181
International Standard Industrial

Classification of All Economic
Activities, 378–379

Intrinsic value, 113–114, 426
Inverse head and shoulders patterns, 535,

536–537
Investment banks, 25, 48–49
Investment characteristics of assets:

distributional characteristics, 197–199
historical return and risk, 192–197
market characteristics, 200
other return measures, 185–188
return, 176–185
variance and covariance of returns,

189–191
Investment companies, 154, 170
Investment opportunity set, 222–223
Investment policy statement (IPS):

components of, 297–298
description of, 156, 296–297
example of, 311–312
gathering client information, 309–312
legal and regulatory factors, 307
liquidity, 305–306
return objectives, 303–305
risk objectives, 298–303
tax concerns, 307
time horizon, 306
unique circumstances, 308–309

Investors:
categories of, 295–296
individual, 149
information-motivated traders compared

to, 6–8
institutional, 150–151
overconfidence of, 132
preferences of, and optimal portfolios, 233
as price takers, 268

Investor’s minimum required rate of return,
361–362

IPOs. See Initial public offerings (IPOs)
IPS. See Investment policy statement (IPS)

January effect, 125–126
Japan Airlines Group, depository receipts of,

350
Jensen’s alpha, 276
Justified P/E ratio, estimating:

Cobb-Douglas model, 470–476
forward, 446–449
H-model, 476–484

Justified values of multiples, 446

Kondratieff Wave, 562–563
Kurtosis, 198–199

Lam Research Corporation, 383–384
Law of one price, 449
Levels of American depository receipts,

351–352
Leverage, 38
Leveraged buyouts, 171, 345
Leveraged portfolios, 253–256
Leveraged positions, 38–41, 253
Leveraged returns, 187
Life-cycle stages of industries, 385–386, 387,

397–401
Limit order books, 43
Limit orders, 42–43, 47
Limits to trading, 117
Linear scale, 526–527
Line charts, 520–521
Lintner, John, 149, 267
Liquidity:

dealers and, 26–27
equity securities and, 356
forward contracts and, 18
IPS and, 305–306
as operational limitation of markets,
200

securitization, 28
Liquid markets, 51
Load funds, 162–163
Logarithmic scale, 526–527
Long positions, 35
Loss aversion, 131–132
Low-cost strategy, 412

MACD (moving-average convergence/
divergence oscillator), 553–554

Macroeconomic factor models, 259–260
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Macroeconomic influences on industries,
405–406

Maintenance margins, 19, 40
Major countries, asset classes of, 194, 196
Making markets, 42, 44
Management buyouts, 345
Managing risks. See Risk management
Margin calls, 40
Margin debt, 556–557, 560
Margin loans, 38
Marketable limit orders, 43
Market bid-ask spreads, 42
Market capitalization:

equity, to global GDP ratio, 333–334
top 10 equity markets, 334

Market-capitalization indices, 93–94
Market-capitalization weighting, 82–87
Market characteristics of assets, 200
Market earnings per share, forecasting,

488–491
Market efficiency:

active manager selection and, 110
behavioral finance and, 131–133
as on continuum, 114
description of, 109–110
factors affecting, 115–116
forms of, 118
fundamental analysis and, 123
informationally efficientmarkets, 111–112
information availability, financial

disclosure, and, 116–117
limits to trading and, 117
market value and intrinsic value, 113–114
number of participants and, 114–115
portfolio management and, 123–124
price reaction and, 112–113
pricing anomalies and, 124–131
semistrong form of, 119–122
strong form of, 122
technical analysis and, 123
transaction and information-acquisition

costs and, 117–118
weak form of, 119

Market float, 85
Market indices. See Security market indices
Market information systems, 56
Market model, 261–262
Market orders, 42

Market price and estimated value of
securities, 426–428

Market pricing anomalies:
closed-end investment fund discounts,
128–129

cross-sectional type of, 127–128
description of, 124–125
earnings surprise, 129
implications of, 130–131
initial public offerings, 129–130
predictability of returns based on prior
information, 130

time-series type of, 125–127
Market regulation, 58–61
Market returns, 322
Markets. See also Market efficiency; Primary

security markets; Secondary markets
alternative investment, 12, 96, 98–99
brokered, 52, 55–56
call, 51–52
capital, 12
classifications of, 11–13
complete, 56–57
continuous trading, 51, 52, 54–55
definition of, 249
forward or futures, 11
frictionless, 268
global financial, 333–338, 347
liquid, 51
making and taking, 42, 44
options, 11
order-driven, 52, 53–56
over-the-counter, 53
primary, 9–10, 12, 47–51
quote-driven, 52, 53, 55–56
regulation of, 58–61
secondary, 12, 51–56
spot commodity, 22
target, 79
traditional investment, 12

Market share stability, 396–397
Market-to-book ratios, 359–360
Market value, 113
Markowitz, Harry, 149, 267
Markowitz efficient frontier, 224
Massachusetts Mutual Life Insurance

Company portfolio, 159
Master limited partnerships, 23
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Mature industries, 398–399
Mean returns, 178, 192–193
Measuring implication of triangle patterns,

542
Mental accounting, 132
Method of comparables, 449–452
MetLife portfolio, 158
Minimum variance portfolios, 223–225
Model portfolios for investment products,

market indices as, 91
Modern portfolio theory, 148–149
Modigliani, Franco, 275
Modigliani, Leah, 275
Momentum anomalies, 126–127
Momentum oscillators, 547–554
Money market funds, 164–165
Money markets, 12
Money-weighted returns, 180–181
Moral hazard in insurance, 31
Mortgage-backed securities, 27–28
Mossin, Jan, 267
Moving-average convergence/divergence

oscillator (MACD), 553–554
Moving Average Price/Earnings, 10-year

[P/10-year MA(E)], 498–502
Moving averages, 544–546
MSCI Barra, 92, 93, 374
M-squared (M2), 275
Multifactor models, 259
Multilateral trading facilities, 26
Multimarket indices, 92, 93
Multiplier models:

description of, 428
enterprise value, 454–456
illustration of valuation based on, 452–454
method of comparables, 449–452
price multiples and, 445
relationships among price multiples,

present value models, and
fundamentals, 445–449

Multistage dividenddiscountmodels, 441–444
Murphy, John, 566–567
Mutual fundcashposition indicator, 560–561
Mutual funds:

by asset type, 163–164
bond type of, 165–166
description of, 15, 160
ETFs compared to, 167

example of, 160–162
global allocation of assets of, 161
hedge funds compared to, 170
hybrid or balanced type of, 167
money market type of, 164–165
no-load and load types of, 162–163
open-end and closed-end types of, 162
separately managed accounts
compared to, 169

stock type of, 166

Narrow framing, 132
Neoclassical approach to growth accounting,

470–472, 473–474
Nestlé, 447–449
Net asset value, 160
Net returns, 186
New entrants, threat of, 388
New equity issuance indicator, 562
No-load funds, 162
Nominal returns, 187, 193–194, 196
Noncumulative preference shares, 343
Noncyclical companies, 372–374
Nondomestic equity securities, investing in,

347–353
Nonparticipating preference shares, 344
Nonsystematic risk, 257–258
Normal distributions, 197
North American Industry Classification

System, 379–380
Novartis AG:

market information for, 359
net income and book value of equity for,
357

price-to-book ratio for, 360
return on equity for, 358

“Objectives and constraints” format of IPS:
description of, 297–298
example of, 311–312
gathering client information, 309–312
legal and regulatory factors, 307
liquidity, 305–306
return objectives, 303–305
risk objectives, 298–303
tax concerns, 307
time horizon, 306
unique circumstances, 308–309
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Open-ended funds, 15, 162
Operationally efficient financial systems,

56–57
Opinion polls, 555
Optimal investor portfolios:

CAPM and, 243
with heterogeneous beliefs, 283–284
in mean-variance framework, 228–233

Optimal risky portfolios:
capital market line and, 249–251
capital market theory and, 246–248

Option contracts, 21
Options markets, 11
Order-driven markets, 52, 53–56
Order matching rules, 53
Order precedence hierarchy, 53
Orders:

clearing instructions, 47
description of, 41–42
execution instructions, 42–45
validity instructions, 45–47

Orthopedic device industry, 396–397
Overbought conditions, 547
Overconfidence of investors, 132
Overreaction anomalies, 126–127
Oversold conditions, 547
Over-the-counter markets, 53
Overvalued securities, 426

P/10-year MA(E) (10-year Moving Average
Price/Earnings), 498–502

Participants in markets, number of, and
market efficiency, 114–115

Participating preference shares, 344
Passive investment strategy, 111
Passive management:

of portfolios, 248, 322–323
of stock mutual funds, 166

Pass-through securities, 28–29
Peer groups, constructing, 380–384
Pennant patterns, 543–544
Pension funds, 60, 307
Pension plans, 150–151
Pensions Act 1995 (U.K.), 296
People, definition of, 2
P/E ratios. See Price-to-earnings (P/E)

ratios
Performance of portfolios, 159, 273–279

PerkinElmer, callable stock arrangement
from, 341–342

Petroleo Brasileiro SA, 446–447
Pfizer:

market information for, 359
net income and book value of equity for,
357

price-to-book ratio for, 359–360
return on equity for, 358

Physical assets, 11, 16–17
Physical settlement of contracts, 16
PIPE (private investment in public equity),

346
Planning step in portfolio management

process, 156
Point and figure charts, 524–526
Polarity principle, change in, 532
Pooled investments:

buyout funds, 171
description of, 11, 15–16, 29, 160
exchange-traded funds, 167–169
hedge funds, 169–171
mutual funds, 160–167
separately managed accounts, 169
venture capital funds, 171

Porter, Michael, 386
Portfolio beta, 270–272
Portfolio construction. See Construction of

portfolios
Portfolio management:

clients for, 149–155
co-movement patterns and, 145–148
composition of portfolios, and risk–return
trade-off, 145

description of, 139–140
diversification, 140–142
efficient market hypothesis and,
123–124

modern portfolio theory and, 148–149
pooled investments, 160–171
to reduce risk, 142–144
steps in process of, 156–159

Portfolio performance evaluation:
description of, 273–274
example of, 276–279
Jensen’s alpha, 276
M-squared (M2), 275
Sharpe and Treynor ratios, 274–275
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Portfolio planning, 296. See also Investment
policy statement (IPS)

Portfolio returns, 184–185, 210
Portfolio risk:

avenues for diversification, 220–222
computation of, 210
correlation and, 256–257
covariance and correlation, 210–213
investment opportunity set, 222–223
minimum variance portfolios, 223–225
optimal investor portfolios, 228–233
optimal risky portfolios, 246–248
portfolios with many risky assets,

215–216
power of diversification and, 216–220
relationship between return and,

213–215
Portfolio selection, application of utility

theory to, 206–209
Portfolio theory. See Capital asset pricing

model (CAPM)
Positions:

description of, 35–36
leveraged, 38–41
short, 36–38

Predictability of returns based on prior
information, 130

Preference shares, 343–345
Preferences of investors and optimal

portfolios, 233
Preferred shares/stock, 14, 343–345, 434
Preferred stock valuation, 434–436
Present value models:

description of, 428
dividend discount, 430–433
Gordon growth, 436–441
multistage dividend discount, 441–444
preferred stock valuation, 434–436

Presidential cycles, 563
Pre-tax nominal returns, 186
Price-based indicators, 544–547
Price competition, 402
Price impact of trade, and liquidity, 200
Price multiples, 445. See also Multiplier

models
Price priority rule, 53
Price reaction, 112–113
Price return index, 75–77

Price targets, setting:
with head and shoulders patterns,
535–536

with inverse head and shoulders patterns,
536–537

Price-to-book ratios, 359–360
Price-to-earnings (P/E) ratios:

Cobb-Douglas model and, 470–476
H-model and, 476–484
justified forward, 446–449, 477
in method of comparables, 449–450

Price weighting, 79–81
Pricing of risk, 257–266
Primary markets, 9–10, 12
Primary security markets:

description of, 47–48
importance of secondary markets to, 51
initial public offerings, 48–50
private placements and other transactions,
50–51

Principal business activity, 371–372
Private equity firms, 171
Private equity securities, 11, 345–346
Private investment in public equity (PIPE),

346
Private placements, 50
Product life cycle, 416
Proxies, 90
Public equity securities, 11, 347
Public placements. See Initial public

offerings (IPOs)
Putable common shares, 342
Put/call ratios, 555
Put options, 21, 222

Quote-driven markets, 52, 53, 55–56

Raising equity capital, 5
Random walk hypothesis, 119
Rate of change oscillators, 547–549
Rates of return:

cost of equity and, 361–362
determining, 8–9
estimating, 433

Real assets, 11, 22–23
Real estate investment trust (REIT) indices,

98, 99
Real estate investment trusts (REITs), 23
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Real returns:
of asset classes in major countries, 194,

196
calculating, 187
on global equities, bonds, and bills, 335,

336
impact of reinvested dividends on, 354
of major U.S. asset classes, 194, 195, 196

Rebalancing:
indices, 88
portfolios, 159
risk management and, 323

Reconstitution of indices, 88–89
Rectangle patterns, 542–543
Redeemable common shares, 341
Regulation of markets, 58–61
Relative return objectives, 303
Relative risk objectives, 298
Relative strength analysis, 529–530
Relative strength index (RSI), 549–551
Relative value models:

asset-based, 502–504
earnings-based, 491–502
summary of, 505–506

Replication, 32
Reporting standards, 59
Representativeness, 132
Repurchase agreements, 13
Required rates of return:

estimating, 433
investor’s minimum, 361–362

Reserve currencies, 16
Resistance, 531
Retail currency transactions, 16
Retracements, 530
Return. See also Expected returns; Rates of

return; Real returns
absolute and relative objectives, 303
active, 110
after-tax nominal, 186–187
annualized, 183–185
arithmetic, 178
on capital market line, 251–253
comparison of types of, 181–183
geometric mean, 178–179
gross, 186
historical return and risk, 192–197
holding period type of, 177–178

internal rate of, 180–181
leveraged, 187
of leveraged portfolios, 253–254
mean, 178, 192–193
money-weighted, 180–181
net, 186
nominal, 187, 193–194, 196
portfolio, 184–185, 210
portfolio beta and, 271–272
pre-tax nominal, 186
price and, 257
relationship between portfolio risk and,
213–215

risk–return trade-off, 145, 196–197
single-period, 75–77
special applications and, 185–188
standard deviation of asset, 189
types of, 176–177
variance and covariance of, 189–191
variance of portfolio of assets, 189–190
variance of single asset, 189

Return characteristics of equity securities,
353–354

Return-generating models. See also Capital
asset pricing model (CAPM)

description of, 259–260
market type of, 261–262
single-index type of, 260–261

Return objectives, 303–305, 311–312
Return on equity (ROE), 356–361, 416
Return on invested capital (ROIC),

386, 388
Reversal patterns, 533–540
Reverse mortgages, 176
Rights offerings, 50
Risk. See also Historical return and risk;

Portfolio risk; Risk aversion; Risk
management

absolute and relative objectives, 298
on capital market line, 251–253
counterparty, 18
of equity securities, 354–355
of leveraged portfolios, 253–254
pricing of, 257–258
systematic and nonsystematic,
257–258, 312

Risk assessment instrument, 300–301
Risk attitude, 300–301
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Risk aversion:
CAPM and, 267–268
description of, 131–132, 201
indifference curves and, 203–204
optimal portfolios and, 233
portfolio construction and, 175–176
portfolio selection and, 206–209
utility theory and, 202–203

Risk budgeting, 321–325
Risk exposures of options positions, 36
Risk-free assets, adding to portfolios,

225–228
Risk management:

as function of financial system, 5–6
with portfolio approach, 142–144
portfolio construction and, 158

Risk neutral, 201
Risk objectives, 298–303, 311
Risk premiums, 197
Risk-return trade-off, 145, 196–197
Risk seeking, 201
Risk tolerance, 202. See also Risk aversion

case examples, 301–303
components of, 299
equity securities and, 337–338

Rivalry, intensity of, 388
ROC oscillators, 547–549
ROE (return on equity), 356–361, 416
RSI (relative strength index), 549–551
Russell Global Sectors, 372, 374–375

SAA (strategic asset allocation), 312,
313–321

Sampo, asset allocation of, 305, 306
Saving, as function of financial system,

3–4
Seasoned offerings, 48
Seasoned securities, 48
Secondary markets:

description of, 12
execution mechanisms, 52–56
importance of to primary markets, 51
market information systems, 56
trading sessions, 51–52

Secondary offerings indicator, 562
Secondary precedence rules, 53
Sector indices, 92
Sectors, 371, 375–376

Securities. See also Equities
constituent, 75
description of, 11, 13
fairly valued, 426
fixed-income instruments, 13–14
mortgage-backed, 27–28
overvalued, 426
pass-through, 28–29
pooled investments, 15–16
seasoned, 48
selection of for indices, 79
undervalued, 426

Securitizers, 27–29
Security analysis, 157
Security characteristic line, 279, 280
Security market indices:

for alternative investments, 96, 98–99
construction of, 78–88
definition and calculation of, 75
description of, 73–74
equity type of, 91–94
fixed-income type of, 94–96, 97
index values over multiple time periods,
77–78

management of, 88–89
single-period returns, 75–77
uses of, 90–91
variety of, worldwide, 99–101

Security market line (SML), 269–270
Security selection, 322
Selection of securities for indices, 79
Self-investment limits, 307
Self-regulating organizations, 60
Sell side firms, 159
Semiconductor industry, 383–384, 391, 397
Semistrong efficient markets, 119–122
Sentiment, market indices as gauges of, 90
Sentiment indicators, 555–558
Separately managed accounts, 169
Settlement and custodial services, 33
Shakeout industries, 398
Sharpe, William, 149, 267
Sharpe ratio, 274–275
Shelf registrations, 50
Shiller, Robert J., 517
Shipping, maritime dry-bulk, 395
Short interest, as sentiment indicator, 557–558
Short positions, 35, 36–38
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Short selling, 117
Single-index return-generating model,

260–261. See also Capital asset pricing
model (CAPM)

Single-period model. See Capital asset
pricing model (CAPM)

Single-period returns, 75–77
Size effect, 127
Skewness, 198, 199
SML (security market line), 269–270
Social influences on industries, 410–411
Socially responsible investing, 308
Soft drink market, 394
Solow residual, 471
Sovereign wealth funds, 154–155
S&P 500 Index:

as base for portfolio construction,
281–282

description of, 249
forecasting market earnings per share,

488–491
as proxy of market portfolio, 250

Special purpose vehicles/entities, 28
Sponsored depository receipts, 350
Spot contracts, 17
Spot currency transactions, 16
Spot markets, 11, 22
Spot market trading, as function of financial

system, 6
Spreadsheet modeling of financial

statements, 416–417
Stability of industry market shares over time,

396–397
Standard deviation of asset, 189
Standard & Poor’s, 374. See also

S&P 500 Index
Standing limit orders, 43
Statistical approaches to grouping

companies, 374
Statistical Classification of Economic

Activities in the European Community,
379

Statistical factor models, 259
Statutory voting, 339
Stent market, 396, 397
Stochastic oscillators, 551–553
Stock indices, returns reported for, 177
Stock mutual funds, 166

Stock splits, impact of on price-weighted
indices, 81

Stop orders, 46–47
Strategic analysis:

barriers to entry, 389–391
description of, 386–389
example of, 402–404
industry capacity, 394–396
industry concentration, 391–394
life-cycle position, 397–401
market share stability, 396–397
price competition, 402

Strategic asset allocation (SAA), 312,
313–321

Strategic groups, 385
Strong form of efficient markets, 122
Style indices, 93–94
Substitute products, threat of, 388
Success, barriers to, 390
Support, 531
Swap contracts, 20–21
Symmetrical triangle patterns, 542
Systematic risk, 257–258, 312

Tactical asset allocation, 322
Taiwan Semiconductor Manufacturing

Company Ltd., 383–384
Taking markets, 42, 44
Target markets, 79
Tax-loss selling hypothesis, 125
Tax status, and IPS, 307
Technical analysis. See also Chart patterns;

Technical indicators
charts for, 520–529
cycles, 562–563
definition and scope of, 516
description of, 426
efficient market hypothesis and, 123
Elliott wave theory and, 563–566
fundamental analysis compared to,
518–520

intermarket analysis, 566–568
principles and assumptions of, 516–518
trends and, 530–532
weak-form efficient markets and, 119

Technical indicators:
flow-of-funds, 558–562
momentum oscillators, 547–554
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price-based, 544–547
sentiment, 555–558

Technological influences on industries,
406–407

Technology sector, 376
Telecommunications sector, 376, 400–401
Telefónica S.S., 452–453
10-year Moving Average Price/Earnings

[P/10-year MA(E)], 498–502
Thaler, Richard, 126
Theory. See also Capital market theory;

Utility theory; Wave theory
arbitrage pricing, 286
modern portfolio, 148–149

Three-stage dividend discount model,
442

Time horizons:
ability to bear risk and, 299
IPS and, 306

Time intervals on charts, 528–529
Time-series anomalies, 125–127
Tobin’s q ratio, 502–504
Top-down analysis, 157, 484–491
Top-down investment process, drawbacks of,

326
Total factor productivity, 471
Total return index, 75, 76–77
Total return to equity investment in

leveraged positions, computing,
39–40

Tracking risk or tracking error, 298
Trade pricing rules, 53–55
Trading, cost of, 200
Trading sessions, 51–52
Traditional investment markets, 12
Tranches, 15, 28–29
Transaction costs, 117–118
Trend analysis, 530–532
Treynor, Jack, 149, 267
Treynor ratio, 274–275
Triangle patterns, 540–542
TRIN (trading index), 558–560
Triple-top and triple-bottom patterns,

539–540
T. Rowe Price Corporate Income Fund,

165–166
Turn-of-the-year effect, 125–126
Two-fund separation theorem, 225–226

Two-stage dividend discount model, 441,
442–444

U.K. Financial Services Authority, 296
U.K. Pensions Regulator, 297
Undervalued securities, 426
Underwritten offerings, 48
University endowments, 151
University of Virginia endowment portfolio

weights, 158
Unsponsored depository receipts, 350
Uptrends, 530
U.S., equity market capitalization to GDP

ratio of, 333–334
U.S. asset classes, major:

historical correlation among, 218–220
nominal returns of, 193–194
real returns of, 194, 195, 196

Utilities sector, 376
Utility maximization, 267–268
Utility theory:

application of to portfolio selection,
206–209

computation of utility, 205–206
description of, 202–203
indifference curves and, 203–204

Validity instructions, 41, 45–47
Value, estimates of, 426–428
Value at risk (VAR), 198, 298
Value effect, 127–128
Value weighting, 82–87
Variance:

of portfolio of assets, 189–190
of single asset, 189
systematic and nonsystematic, 257

Variation margin payments, 19
Venture capital, 11, 171, 345
Viacom Corporation, share class

arrangements at, 339–340
VIX (CBOE Volatility Index), 555–556
Volatility and portfolio management,

142–144
Volume, depictions of on charts, 528
Voting by proxy, 339

Warrants, 14
Wave theory, 563–566
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Weak form of efficient market hypothesis,
119

Weekend effect, 126
Weighted average cost of capital, 362
Wellcome Trust spending rules, 153
Well-functioning financial systems, 56–58
Willingness to take risk, 300–301

“Window dressing” hypothesis,
125–126

Yale University endowment,
152–153, 158

Yardeni, Edward, 491
Yardeni model, 495–498
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