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Index

Annuities, 89-90 measuring, 56—62

Anomalies in price data, 238 underlying principles of, 55-56

Arbitrage, 425-471, 581 Asset redeployment/restructuring, 293-301
convertible/capital structure, 456-458 Asset selection decision, 5

defined, 30

exercise, 440-441

feasibility of, 438-439

fixed-income, 448-449

futures, 426-439

hedge funds, 465-469

lessons for investors, 471

Long Term Capital Management
(LTCM), 464-465

mergers, 462-463, 470

near, 425, 450-460, 469 (see also Near
arbitrage)

options, 439-448, 469 (see also Options
arbitrage)

paired, 460-462

pure, 425-450, 469 (see also Pure
arbitrage)

speculative, 425, 460465 (scz aiso
Speculative arbitrage)

tax, 159

Arbitrage pricing med=i(APM), 30-31, 33,

51,187, 189

Arbitrage principle, 121

Asset allocation, 515

and market timing, 7, 474-475

passive approach, 474

Asset allocation decision, 5

Asset measurement and valuation, 55-62,
82,85

accounting view of, 55-56

current assets, 57-59

fixed assets, 57

intangible assets, 61-62

investments and marketable securities,
59-61

Assets:
current, 56, 57-59
defining, 56
value-destroying actions, 294-295
value-enhancing «ctlons, 295-301

Babson chart. 254
Bad debrs, 5§
Balanc: sheet, 53-54
Bekav:eral finance, 2, 170-204, 559-561
b reak-even effect, 177
evidence of irrational behavior, 174-178
framing, 175
herd behavior, 173
house money effect, 176-177
loss aversion, 175-176
need for anchors, 171-172
overconfidence and intuitive thinking,
172-173
power of a strong story, 172
research studies on, 170-174
risk and return models, 179-189 (see also
Risk and return models)
testing market efficiency, 178-189
unwillingness to admit mistakes, 173-174
Below par trading, 91
Benchmarks:
arbitrage pricing model, 187, 189
Capital asset pricing model (CAPM),
182-183, 189
comparison to indexes, 179, 189
excess return (Alpha or Jensen’s alpha),
183-187, 189, 532
indexes as, 179
information ratio, 181-182, 189
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Benchmarks (Continued )
Jensen’s Alpha, 183-187, 189, 532
mean-variance measures, 179-180, 189
M-squared, 182, 189
multifactor models, 187, 189
proxy and composite models, 187-188,
189
risk and return models, 179-189
Sharpe ratio, 180-181, 189
Treynor Index, 185-187, 189
Berkshire Hathaway, 265-266
Beta, 25, 26-27
accounting, 35
book-to-market, 38
defining, 28-29
Beta, defining, 28-29
Beta regression, 27
Bid-ask spread, 127-139, 213-214
adverse selection problem, 129-130
block trades, 139-143, 169
determinants of, 130-133
inventory rationale, 128-129
price impact, 139-143
processing cost argument, 129
role in investment strategies, 138-139
variation across markets, 135-137
variation across stocks, 133-135
variation across time, 137-138
Bidding firms, 408, 410, 411
Block trades, 139-143, 169
Boesky, Ivan, 315
Bogle, John, 535
Bond ratings, 47-50
Bonds:
corporate, 96-97
duration of, 94-95
fixed-income arbitrage, 448-449
interest rate sensitivity, 93-95
Book value, 56, 85, 111
Book value multiples, 111
Book-to-market beta, 38
Break-even effect, 177
Bubbles, 222-230, 479
4 phases of, 227-229
history of, 223-224
rational, 223-224
upside vs. downside, 229-230
Buffett, Warren, 259, 264-270
Business cycles, 494-496
Buy-side analysts, 387

California Public Employees’ Retirement
System (CalPERS), 316
Capital asset pricing model (CAPM),
23-33, 51, 182-183, 532
alternatives to, 30-32
assumptions in, 23-24
beta and, 26, 28-30
compared to other models, 33
composite models, 37-39
expected returns, 25-28
investor portfolios in, 24
measuring market risk, 25
Capital expenses, 70, 71, 85
Capital structure
effects of debt on value, 301-306
value-enhancing actions, 204-306
Capital structure arbitrage, 456-458
Cash, 58
effects on valre, 566-307
value-enhaxn<ing actions, 307-310
Cash accounving, 70
Cash flaws
to ~auity investors, 97
o tirm, 97
on options, 119-121
types of, 88
Cash needs, 578-579
Causation vs. correlation, 203
Certainty equivalent cash flows, 40-41
Charting patterns, 240-255. See also
Technical indicators
Chicago Board Options Exchange (CBOE)
Market Volatility Index (VIX), 484
Chi-squared test, 198
Client needs and preferences, 4-5
Closed end funds, 453-456, 457
Closet indexing, 567-568
Commodities, storable, 426-429, 430
Companion variables, 114
Comparables, 114-119
choosing, 114-115
controlling for variables, 115-118
searching for, 118-119
Competitive advantage, 284
Competitive risk, 19
Composite models, 37-39, 187-188, 189,
536-537
Confidence, 172-173
Confidence index, 485
Contingent liabilities, 76
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Continuity of fund performance, 547-553
Contradictory strategy coexistance, 8—9
Contrarian indicators, 240-242, 255
Contrarian investing, 8, 284-293, 581
basis for, 285
expectations game, 288-292
lessons for investors, 327-328
loser portfoliios, 285-288
strategies, 285-292
success determinants, 292
Convertible arbitrage, 456-458
Corporate bonds, 96-97
Corporate governance, 131-132, 310-315
effect on stock prices, 311
value-enhancing actions, 312-315
Correlation vs. causation, 203
Cost of capital, 98
Cost of debt, 98
Cost of equity, 98
Cost of waiting. See Opportunity cost of
waiting
Covariance, 25
Credit default swaps (CDSs), 458
Cumulated abnormal return (CAR), 191
Currency futures, 435, 437-438
Currency markets, technical indicators and,
246-247
Current assets, 56, 57-59
Current liabilities, 63
Current ratio, 77

Data mining, 38, 203, 238
Debt ratios, 80-81, 303
Debt/equity mixture, ¢2-65
Default risk, 46-50;/5 1, 449
and bond ratings, 47-50
defining, 75, 95
determinants of, 47
financial rations used in, 47
long-term solvency and, 79-80
valuing assets with, 96-97
Default spreads, 50, 96
Default-free coupon bond, 91-93
Default-free zero coupon bonds, 90-91
Deferred taxes, 67
Delivery option, 434
Demand, shifting, 243-246, 255. See also
Supply and demand
Depreciation, 57
Disclosures in financial statements, 76

Discounted cash flow (DCF) models, 28, 43,
122
compared to relative valuation, 112
in market valuation, 496-497
Diversification:
in activist value investing, 324-326
in contrarian investing, 292
effects on risk, 20-23
and screening, 281
in small cap investing, 339
Divestitures, 296-298
Dividend discount model, 106-107
Dividend yields, 279-281
Dividends, 307-309
in equity valuation, 101-107
expected, 121
policy changes to, 41421
in stock futures aibitrage, 432, 434
Dot.com bubble, 227<228, 229
Dow Theory.251-252
Downside zisis 16
Dual/mulr:; le listings, 451-452
Due diigence, 339
Du-ation, 94-95

Earning capacity, 577
Earnings and profitability, 69-73
Earnings announcements, 399-408, 423
effect of timing, 403-405
intraday price reaction, 405-406
investing strategies for, 407
market reaction to, 406-407
surprises and reaction, 399-403
Earnings before interest and taxes (EBIT),
72. See also Operating income
Earnings before interest, taxes, depreciation
and amortization (EBITDA), 79,
276-277. See also Operating cash flow
Earnings forecasts, 387-392
accuracy of, 389-391
information in, 388-389
market reaction to revisions, 391-392
potential pitfalls in, 392
Earnings growth, 350-353
Earnings momentum, 37
Earnings multiples, 111, 274-276
Earnings reports, warning signs in, 74-75
Earnings uncertainty, 309
Earnings-to-price (E/P) ratio, 500
Economic significance tests, 194-195
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Edwards, R., 239-240
Efficient markets. See Market efficiency
Elliott Wave, 252-253
Ellis, Charles, 537
Emerging market funds, 541-543
Employee benefits, 65-66
Enhanced index funds, 565-571
Enron, 68-69
Enterprise value (EV) to EBITDA, 276-277
Equity risk, 16-46, 50-51, 95-96, 97-100
accounting-based measures, 34-35
alternative measures, 34—45
arbitrage pricing model, 30-31, 33, 51
breakdown of, 20
capital asset pricing model (CAPM) (see
Capital asset pricing model (CAPM))
competitive, 19
defining, 16, 17-19
diversifiable and nondiversifiable, 19-21
effect of diversification on, 20-22
firm-specific, 19, 20-21
lessons for investors, 52
margin of safety (MOS), 42-45, 284
market-implied measures, 39-40
multifactor models, 31-32, 33, 51, 187
overview, 45-46
project, 19
proxy models, 36-39, 187-188, 536-337
risk-adjusted cash flows, 40-42
risk and return models (see Risk'and
return models)
types of, 19-20
upside vs. downside, 16
Equity valuation, 1014105
free cash flow to“quuy (FCFE), 106-108
Gordon growth model, 102-105
Estimation risk, 336-337
ETFs. See Exchange traded funds (ETFs)
Event studies, 190-195, 206
Excess returns, 183-187, 535-537
Exchange traded funds (ETFs), 520,
562-564
Execution, 5
Exercise arbitrage, 440-441
Exercise price. See Strike price
Exit strategies, venture capital investing,
366-369
Expanded proxy models, 536-537
Expectations-based investing, 288-292
Expected bankruptcy cost, 303

Expected dividends, 121

Expected earnings growth, 352-353
Expected future earnings, 71
Expected returns, 17-18, 25-26

F test, 197
Fama, Eugene, 166, 553
Fama-French study, 33, 36-37
Feel-good indicators, 478-479, 521
Fidelity Magellan Fund, 554, 567, 568
FIFO (first-in, first-out), 58-59
Filter rules, 246-247
Financial analysis:
accounting statements, 53-55
asset measurement and valuation,
55-62
earnings report warning signs, 74-75
equity, 67-68
lessons for investois, 86
measures of roftability, 72-73
measuriag deot/equity mix, 62-68
measiiri: g earnings and profitability,
&0-73
mezsuring risk, 75-81
rreferred stock, 67, 68
Financial ratios:
current ratio, 77
debt ratios, 80-81
in default risk, 47
interest coverage ratio, 79
long-term solvency and default risk,
79-80
quick/acid test ratio, 77
short-term liquidity risk, 76-78
turnover ratios, 78
Financial statements, 53-86
balance sheet, 53-54
disclosures in, 76
income statement, 54-55
lessons for investors, 86
statement of cash flows, 55
Financing expenses, 70, 85
Finite life assets, 98-99
Firm valuation, 101-102, 108-110
dividend discount model, 107
Gordon growth model, 102-105
Firm-specific risk, 19, 20-21, 51
Fixed assets, 56, 57
Fixed charges coverage ratio, 79
Fixed income arbitrage, 448-449
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Forecasts, earnings. See Earnings forecasts
Forward P/E, 111
Framing, 175
Free cash flow to equity (FCFE), 106-108
Free cash flow to firm (FCFF), 109-110
Fully indexed fund, 526
Fundamental indicators:
business cycles, 494-496
estimating growth from, 364-365
and information lag, 506
intrinsic value, 496-499
market timing based on, 490-505
relative value models, 500-505
success determinants, 505-506
Treasury bill rate (short-term interest
rate), 490-492
Treasury bond rate (long-term riskless
rate), 492-494
Funds available for investing, 578
Futures, 518-520, 564-565
Futures arbitrage, 426-439, 463
currency futures, 435, 437-438
stock indexes, 429, 431-432, 433
storable commodities, 426-429, 430
treasury bonds, 432, 434-435, 436

GARP strategies, 356-363
growth rate estimates, 357-358
interest rate effect, 357
P/E less than growth rate, 357-353
Generally accepted accounting vrinciples
(GAAP), 70, 82, 83-84
Goodwill, 61
Gordon growth mode!- 10.-105
Graham, Benjamin, 259,260-264
screening guidelines of, 261-262
Security Analysis, 261
value investing maxims of, 263-264
Growth at a reasonable price (GARP)
strategies. See GARP strategies
Growth estimates from fundamentals,
364-365
Growth investing, 9
activists (see Activist growth investing)
lessons for investors, 373-374
passive (see Passive growth investing)
Growth rate estimates, 357-358
Growth screens, 349-364
GARP strategies, 356-363
high earnings growth strategy, 350-353

High P/E strategy, 353-356
success determinants, 363-364
Guaranteed cash flows, 90-95

Hamilton, William, 252

Head and shoulders patterns, 247

Healthcare benefits, 66

Hedge fund activism. See Activist value
investing

Hedge funds, 465-469, 509-510

Hemline index, 478-479

Herd behavior, 173, 394, 561

High earnings growth strategy, 350-353

High P/E strategy, 353-356

High-frequency trading, 215-216

Historical cost, 56. See al<o Rook value

Historical growth, 350252

Historical premium; 28

Hostile acquisitions, 314-315

Hot hands pherarienon, 550-553

House moriev-elfect, 176-177

Hulbert M ark, 262

Humar frailty, 2

Hyvoe 'ndicators, 521

Hynothetical portfolios, 11

Mlliquidity costs, 147-148
Income statement, 54-55
Index futures and options, 564-565
Indexing, 525-573
alternate choices to, 562-571
closed indexing, 567-568
compared to actively managed funds,
530-554
costs, 555-556
differences between funds, 529-530,
533-534
enhanced index funds, 565-571
fully indexed funds, 526
history of, 527-528
by individual investors, 530-532
lessons for investors, 573
mechanics of, 525-527
performance comparisons to mutual
funds, 532-553
sampled index funds, 526-527
supporting evidence for, 530-554
tax effects, 556-558
Individual investors as indexers,
530-532
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Infinite-life assets, 100-110
dividends, 101-106
firm valuation, 101, 102
free cash flow to equity (FCFE), 106-110
free cash flow to firm (FCFF), 109-110
Inflection points, 243. See also Demand,
shifting
Information lag, 506
Information ratio, 181-182, 189, 567
Information risk, 337
Information-based trading:
analysts, 385-398, 422
information efficiency, 377-378
insider trading, 378-385, 422
lessons for investors, 424
private information, 376, 378-398
public information, 376 398-421, 423
strategy implementation, 421-422
Initial public offerings (IPOs), 340-349
intermediaries for, 341-342
investing strategies for, 346-349
pricing of, 343-346
process and steps involved, 340-343
success determinants, 349
valuation for, 342-343
Insider, defined, 379
Insider trading, 251, 378-385, 422
illegal, 384-385
profitability of, 379-382
usefulness of information, 382-254 385
Institutional activists, 315-31¢
Institutional funds, 545-546
Institutional trading, 242
Intangible assets, 56, 162
Interest coverage rat10;./9
Interest rate effect, 357
Interest rates:
effect on bonds, 93-95
normal range of, 488
short-term, 490-492
Intermediaries for IPOs, 341-342
International financial reporting standards
(IFRS), 82, 83-84
International funds, 541-543
Intrinsic valuation, 87-110. See also
Discounted cash flow (DCF) models
finite-life assets, 98-99
guaranteed cash flows, 90-95
infinite-life assets, 100-110
models for, 496-499, 500, 522

present value (PV) mechanics, 88-90
uncertainty and, 95-100
Intrinsic value, 42, 43, 284
Intuition, 172-173
Inventory, 58-59
Inventory rationale, 128-129
Investing process, 4-6
Investment newsletters, 510-511
Investment philosophies:
activist vs. passive, 7-8
asset allocation vs. market timing, 7
capital requirements for, 580
categorization of, 7-9
components of, 2—4
contradictory strategy coexistence,
8-9
development of, 1012
examining in corwe.t; 9
market beliefe.and; 580-581
market timing Y
reasons Ao, s—4
securitv- election, 9
seif hesessment for choosing, 575-579
tigrs for rethinking, 577
t me horizon for, 8, 580
lavestment strategy checklist for skeptics,
204-206

January effect, 231-233, 481

Jensen, Michael, 532

Jensen’s Alpha, 183-187, 189, 532,
535-537

Job security, 577

Juglar cycle, 254

Kahneman, D., 171
Kitchen cycle, 254
Kondratyev cycle, 254
Kuznets cycle, 254

Leading indicators, 250-251
Leases, 64-65
Lessons for investors, 52, 86
arbitrage, 471
equity risk, 52
financial statements, 86
growth investing, 373-374
indexing, 573
information-based investing, 424
market efficiency, 207
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technical analysis, 256-257
trading costs, 161
valuation basics, 122-123
value investing, 327-328
Leveraged acquisitions, 305
Liabilities:
categorization of, 62
measuring, 63-67
LIFO (last-in, first-out), 58-59
LIFO reserve, 59
Liquidity, 37, 130-131, 213, 461-462, 467,
469, 470
Liquidity risk, 76-78, 336-337
Lone wolves, 315
Long Term Capital Management (LTCM),
464-465
Long/short strategies, 465-469. See also
Options
Long-term debt, 63-67
deferred taxes, 67
employee benefits, 65-66
leases, 64-65
Long-term default risk, 79-80, 85
Long-term price patterns, 220-222
Loser portfolios, 285-288
Loss aversion, 175-176
Lynch, Peter, 356, 554, 567

Magee, J., 239-240
Majority active investments, 60-61
Malkiel, Burton, 533, 551
Management changes, 312-313
Management compensation, 399
Margin calls, 438
Margin of safety (MOJ),42-46, 284
Marginal investor assumption, 22
Marginal recapitalization, 304
Market bubbles, 222-230, 479

4 phases of, 227-229

history of, 223-224

rational, 223-224

upside vs. downside, 229-230
Market capitalization, 36, 133-134
Market efficiency, 2-3, 163-170, 378

anomaly vs. inefficiency, 170

behavioral issues and (see Behavioral

finance)

conditions necessary for, 167-168

defining, 164-166

implications of, 166-167

lessons for investors, 207
measuring excess returns, 178-189
propositions about, 168-170
strategy checklist, 204-206
testing pitfalls, 202-204
testing strategies, 190-201, 206
Market gurus, 513
Market microstructure, 132-133
Market portfolio, 22
Market risk, 20, 22-32, 51
Market strategists, 511-512
Market timing, 473-523
vs. asset allocation, 7
asset allocation strategy, 515
based on fundamentals, 490-505
based on nonfinancial indicators,
477-480
based on technicaiiadicators, 480-490
characteristics of 1sarket timers, 513
connecting to <ecurity selection, 521
with ETT: 520
eviderice an, 506-514
fee!-raod indicators, 478-479
fands for, 507-510
with futures, 518-520
hype indicators, 479-480
instruments for, 518-520
investment newsletters, 510-511
lessons for investors, 523
market strategists, 511-512
with options, 519-520
payoffs and costs, 473-477
sector rotation strategy, S16-517
speculation strategy, 517-518
spurious indicators, 477-478
strategies, 514-518
style switching strategy, 515-516
taxes and, 476
Market timing philosophies, 7, 9
Market value, 56
Market value to replacement cost. See
Tobin’s Q
Market-implied measures, 39-40
Marking to market, 438
Maturities, 446
Mean reversion, 485-489
Mean-variance measures, 179-180, 189
Measuring debt/equity mixture, 62-68
Melded models, 37-39
Merger arbitrage, 462-463, 470
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Mergers and acquisitions, 408-412. See also
Takeover-based strategies
Meriwether, John, 464
Merton, Bob, 464
Mid-term price patterns, 218-220
Minimal turnover, 158
Minority active investments, 60
Minority passive investments, 59
Mistakes, unwillingness to admit, 173-174
“Moat”, 284
Momentum, 37
Momentum indicators, 247-251, 255
Momentum strategies, 218-220, 221-222,
580. See also Volume patterns
Monday effect, 234-236
Money flow, 482
Moody’s Investor’s Service, 47-48
Morningstar, 548-550
Moving averages, 245, 247,255
M-squared, 182, 189
Multifactor models, 31-32, 33, 51, 187,
189
Multiples, 111-112
and companion variables, 114
fundamentals behind, 112-114
modification of with comparables,
115-118
Mutual funds:
cash holdings, 485, 507-508, 559
categories of, 537-547
closed end funds, 453-456,457
continuity of performance, 547-553
costs of overactivity, 555559
emerging market and international funds,
541-543
herd behavior, 561
hot hands phenomenon, 550-553
investment inconsistency in, 560-561
lessons from research on, 561-562
load vs. no-load, 543
and market timing, 522
performance by fund age and size,
543-544
performance by manager characteristics,
544-545
performance by market capitalization,
538-539
performance by style, 539-541
reasons for underperformance, 554-561

retail vs. institutional, 545-546
socially responsible, 546-547
survivor bias, 534, 537
tactical allocation funds, 508-509, 522
tax effects, 154-158, 556-558
third party rankings, 547, 548-550
transaction costs, 555-556
window dressing, 561

Mystical indicators, 251-254

Near arbitrage, 450-460, 469
and 2008 market crisis, 460
American depositary receipts (ADRs),
452-453
behavioral factors in, 459
closed end funds, 453-454, 457
convertible/capital stroctare, 456-458
dual and multiplelietings, 451-452
success determinaiics, 458-459
News, trading cn. See Information-based
trading
Nondivere: Sable risk. See Market risk
Nonge-nrring items, 71-72
Ncrmai ranges, 485-489

0Odd-lot trades, 242
Off-balance-sheet debt, 68-69
Operating cash flow, 111
Operating expenses, 70, 71, 85
Operating income, 111
Oppenheimer, Henry, 262
Opportunistic strategies, 581
Opportunity cost of waiting, 128, 143-145,
149-150
Option pricing models, 87, 122
Options, 519-520, 564-565
as compensation, 309
determinants of value, 120-121
event study example, 192-194
valuation of, 119-121
Options arbitrage, 439-448
exercise arbitrage, 440-441
long vs. short positions, 447
mispricing across strike prices and
maturities, 444—-446
put-call parity, 444-446
replicating portfolio, 441-444
volatility timing strategies, 447-448
Overconfidence, 172-173

May 24,2012 14:51 Trim: 6in x 9in



JWBT716-IND JWBT716-Damodaran

Index

Printer:

Y

et to Come

May 24,2012 14:51 Trim: 6in x 9in

Paired arbitrage, 460-462
Pairs trading, 470

Passive growth investing, 330-365

GARP strategies, 356-363
growth screens, 349-364

initial public offerings (IPOs), 340-349

lessons for investors, 373-374

Peter Lynch, 356
small cap, 330-340

success determinants, 363-364

Passive investing, 7-8. See also Indexing

Passive screeners, 260-284, 326

Benjamin Graham, 259, 260-264

success determinants, 281-282

success tools, 282-284

value screens, 270-281

Warren Buffett, 264-270
Patents and trademarks, 61

P/E less than growth rate strategy, 357-358
PEG (P/E to expected growth) ratio,

358-363
Pension plans, 65-66

Performance benchmarks. See Benchmarks
Performance evaluation, 5-6. See also

Benchmarks

Performance measurement. See also

Benchmarks
comparison to market, 535

emerging market and international funds,

541-543

enhanced index funds, 568-571
expanded proxy models, §55-537

by fund age/size, 543-S44

by fund manager charecteristics, 544-545

load vs. no-load Tinds; 543

by market capitalization, 538-539
retail vs. institutional, 545-546
socially responsible funds, 546-547

by style, 539-541

Perpetuities, present value (PV) of, 89-90

Pooling accounting, 61
Portfolio creation process, 4-6
Portfolio size, 12

Portfolio studies, 195-198, 206

Portfolios:
construction of, 5, 6
needs determination, 4-5

performance evaluation, 5, 6

Postannouncement investing, 414-416

Preannouncement investing, 413-414

Preferred stock, 67, 68

Present value (PV) mechanics, 88-90

Price drift, 401-402, 423

Price impact, 128, 139-143

Price indicators, 485

Price level, 131

Price momentum, 8, 37, 218-220. See also
Momentum strategies

Price movement limits, 438

Price patterns:

anomalies in, 238
basis for, 211-212
bubbles, 222-230 (see also Bubbles)
long-term strategies, 220-222
mid-term strategies, 215-220
momentum effect, 215-220
reversals, 216-217,220-222
seasonal/temparai; 229-236
serial correlarion, 212-214
short-terin ctrategies, 212-217
and trac:ng volume, 236-238
Price b-<ed indicators, 480-481
Price/t ook ratio, 36
Price/book value (PBV), 111, 270-273
Price/earnings (P/E) ratio, 111, 274-276
comparisons across markets, 502-505
high P/E strategy, 353-356
normal range of, 486
P/E less than growth rate strategy,

357-358

PEG ratio, 357-358
Price/sales ratio, 112, 277-279
Price/value relationship, 376-377
Pricing error, 38
Private equity investing, 365-372
process of, 366-369
returns in, 369-371
success determinants, 371-372
Private Equity Performance Index (PEPI),

370

Private information:
from analysts, 385-398, 422
from insiders, 378-3835, 422
Private limited partnerships, 366
Processing cost argument, 129
Profitability measures, 72-73, 85
Project risk, 19
Proxy contests, 312
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Proxy models, 36-39, 187-188, 189,
536-537
Pseudo arbitrage, 471. See also Speculative
arbitrage
Psychological issues. See Behavioral finance
Public information, 398-421, 422
acquisitions, 408—412
dividend changes, 417-421
earnings announcements, 399-408
stock splits, 416-417
takeover-based strategies, 412-416
Publicly traded companies, large, 366
Purchase accounting, 61
Pure arbitrage, 324, 425-450, 469
fixed-income arbitrage, 448-449
futures, 426-439, 463
options, 439-448
success determinants, 450
Put-call ratio, 482

Quick ratio, 77

Random walk theory, 209-215
Ratings agencies, 47-48
Rea, James, 262
Real GDP as predictor of stock returns,
495
Regressions, 198-201, 206
Regulation Fair Disclosure (Regulatian FD),
381
Relative strength indicator (REE), 248-249,
255
Relative valuation, 87, 110-119, 122,
500-505
comparables, 114-115
compared to DCF models, 112
standardized values and multiples,
111-112
Replacement value multiples, 111
Replicating portfolio, 121, 441-444
Research and development (R&D)
expenses, 71
Residual cash flows, 95
Restricted stock, 147-148
Retail funds, 545-546
Return on assets (ROA), 72-73
Return on capital (ROC), 73
Return on equity (ROE), 73
Revenue growth, 352
Revenue multiples, 111-112, 277-279

Risk, 9, 15-52
default (see Default risk)
downside, 16
equity (see Equity risk)
firm-specific, 19, 20-21, 51
market (see Market risk)
sector, 20
Risk and return models, 32-34, 179-189
arbitrage pricing model, 30-31, 33, 51,
187, 189
Capital asset pricing model (CAPM) (see
Capital asset pricing model (CAPM))
comparison to indexes, 179, 189
excess return (Alpha or Jensen’s alpha),
183-187, 189, 532, 535-537
information ratio, 181--122, 189, 567
mean-variance measues, 179-180, 189
M-squared, 182,19
multifactor madeis;, 31-32, 33, 51, 187,
189
proxy-and cemposite models, 36-39,
187=2%8, 189, 536-537
Shaipetatio, 180-181, 189, 535-536
Creynor Index, 185-187, 189, 535-536
Ris< arbitrage, 463
Hisk aversion, 12
Risk components, 19-20
Risk measurement, 74-81. See also Risk
and return models
accounting measures of risk, 76-81
accounting-based measures, 34-35
arbitrage pricing model, 30-31, 33, 51,
187, 189
capital asset pricing model (CAPM) (see
Capital asset pricing model (CAPM))
default risk, 46-50, 75
market-implied measures, 39-40
method comparisons, 45-46
multifactor models, 31-32, 33, 51, 187,
189
proxy models, 36-39 (see also Composite
models)
risk-adjusted cash flows, 40-42
Risk of default. See Default risk
Risk premium, 27-28
Risk proxy, 38
Risk-adjusted cash flows, 40-42
Risk-adjusted discount rates, 98
Riskiness, 131
Riskless investment, 17
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Riskless rate, 24, 25-26, 90, 121
R-squared, 21

Rumors, 375, 408

Run tests, 214-215

Sampled index fund, 526-527
Sampling biases, 202
Sarbanes-Oxley Act, 381
Scholes, Myron, 464
Screeners, 260-284
Benjamin Graham, 259, 260-264
Warren Buffett, 259, 264-270
Screening companies, 35
Sector risk, 20
Sector rotation, 516-517
Securities and Exchange Commission (SEC),
69
Security Analysis (Graham and Dodd), 42,
261
Security selection philosophies, 7, 9
Seed-money venture capital, 366
Self assessment:
financial characteristics, 577-579
market beliefs, 579
personal characteristics, 575-576
Selling climax, 482
Sell-side analysts, 387
Semivariance, 18
Sentiment indicators, 485
Serial correlation, 212-214
Sharpe ratio, 180-181, 189, 525-556
Shaw, David, 462
Shifting demand, 243-244
Shiller, R.J., 171
Short sales by mark<t spccialists, 250-251
Short selling, 429. See also Hedge funds;
Long/short strategies
Short-term borrowing, 63
Short-term interest rates, 490-492
Short-term liquidity risk, 76-78, 85
Short-term portion of long-term borrowing,
63
Short-term price reversals, 216-217
Slow-learning markets, 247-251
Small cap cycles, 331-333
Small cap investing, 330-340
reasons for premiums, 334-337
success determinants, 337-339
transaction costs, 335-336
value investing, 339-340

Small cap premiums, 37, 334-337
Socially responsible funds, 546-547
SPDRs, 562-563
Speculation, 517-518
Speculative arbitrage, 460-465, 471
mergers, 462-463
paired arbitrage, 460462
success determinants, 463-464
Spin-offs/split-offs, 297-301
Spot prices, 426-427
Spread, 446
Spurious indicators, 477-478
Standard & Poor’s, 47-48
Standard deviation, 18
Standard error, 38
Stansky, Robert, 567
Start-up venture capita! 366-367
Statement of cash flows, 55
Static view of rigk, /¢
Statistical teste, 194-195
Stock buybacls; 308-309
Stock inder futures, 429, 431-432, 433
Stock.iAarket Barometer, The (Hamilton),
252
Crock splits, 416-417
Scorable commodities futures, 426-429, 430
Straight-line depreciation, 57
Strike price, 119, 446
Style switching, 515-516
Summer swoon, 234
Super Bowl Indicator, 477-478, 521
Supply and demand, 239-240. See also
Demand, shifting
Support and resistance lines, 244-245, 255
Survival/survivor bias, 203-204, 534, 537

Tactical allocation funds, 508-509, 522
Tactics and strategies, 3
Takeover-based strategies, 314-315,
412-416
Target firms, 408-410
Tax arbitrage, 159
Tax status, 12, 579
Tax-based trading, 158-159
Taxes:
on dividends, 309
and ETFs, 564
and investment returns, 151-154
and market timing, 476
mutual vs. index funds, 556-558
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Taxes (Continued )
screening and, 282
tax management strategies, 158-159
as trading cost, 150-159, 160
Technical analysis. See also Technical
indicators
foundations of, 239-240
lessons for investors, 256-257
success determinants, 254-255
Technical indicators, 240-255, 480-490
contrarian, 240-242, 255
in currency markets, 246-247
empirical evidence on, 246
long-term cycles, 251-254
mean reversion, 485-489
momentum indicators, 247-251, 255
mystical indicators, 251-254
price indicators, 485
price-based, 480-481
sentiment indicators, 485
shifting demand, 243-246, 255
trading volume, 481-482
volatility, 482-484
Terminal price, 104
Third party rankings, 547, 548-550
Time horizon, 8, 12
in contrarian investing, 287-288, 292
in small cap investing, 337-339
Tipping point, 221
Tobin’s Q, 111, 273-274
Total recapitalization, 304-305
Tracking error, 181-182, 566-367
Trademarks and patents, o i
Trade-off variables, 325
Trading cost drag, 125-127
Trading costs, 9, 125-161. See also
Transaction costs
accounting for, 125-127
bid-ask spread, 127-139
block trades, 139-143
components of, 127-146
cost of illiquidity, 147-148

effect of investment strategy on, 145-146

lessons for investors, 161

management of, 148-150

opportunity cost of waiting, 128,
143-145, 149-150

price impact, 128, 139-143

on private equity/businesses, 146-148

on real assets, 146

screening and, 282
taxes, 150-159, 160
transaction costs, 204
Trading execution, 204
Trading taxes, 150-159, 160
Trading volume, 245, 481-482. See also
Volume patterns
Trailing P/E, 111
Transaction costs, 335-336, 421, 531-532,
555-556. See also Trading costs
Transparency, 131-132
Treasury bill rates, 490-492
Treasury bond futures, 432, 434-435, 436
Treasury stock, 68
Trend lines, 248, 249, 255
Treynor, Jack, 128
Treynor Index, 185-127, 189, 535-536
Tulipmania, 223-2Z24
Turnover ratio, $55-556
Turnover raties, 73
Tversky; Ay 171

Uncertairity, in valuation, 95-100
Ucsia: risk, 16

Valuation, 9, 87-123
assets with contingent cash flows
(options), 119-121
intrinsic valuation (see Intrinsic valuation)
for IPOs, 342-343
lessons for investors, 122-123
relative valuation (see Relative valuation)
in venture capital investing, 366-369
Value investing, 9, 259-328
activists, 293-326 (see also Activist value
investing)
contrarians, 284-293, 326 (see also
Contrarian investing)
defining, 259-260
lessons for investors, 327-328
passive screeners, 260-284, 326 (see also
Passive screeners)
screens for (see Value screens)
Value Line rankings, 126-127
Value screens:
book value multiples, 270-273
dividend yields, 279-281
earnings multiples, 274-276
revenue multiples, 277-279
Tobin’s Q, 273-274
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Value/sales ratio, 112 Volume indicators, 481-482
Vanguard funds, 528 Volume patterns, 236-238
Variance, 18 Vulture investing, 290
Venture capital funds, 366
Venture capital investing, 365-372 Weekend effect, 234-236
process of, 366-369 Weighted average, 58, 92
returns in, 369-371 Wild card option, 434
success determinants, 371-372 Window dressing, 561
VIX (CBOE Market Volatility Index),
484 Yield curves, 488

Volatility, and market timing, 482-484 Yield to maturity, 92
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