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CHAPTER 5 
ECONOMIC ACTIVITY 

STUDENT LEARNING OBJECTIVES 

A. Importance of Top-Down Analyses 

B. Gauging the impact of Fiscal and Monetary Policy 

C. Importance of the Business Cycle, Cyclical Indicators 

D. Components of Industry Analysis 

TOP-DOWN ANALYSIS METHODOLOGY 

A. Economic Analysis: Macro-environment affecting performance and value 

B. Industry Analysis: Nature of Competition, Regulatory impact, Life cycle 

C. Company Analysis: Operating performance, Management, R&D strength 

GAUGING IMPACT OF FISCAL AND MONETARY POLICY 

A. Federal Reserve Objectives 

1. Stable prices (fighting inflation) 

2. Support economic growth 

3. Support full employment 

B. Impact of Monetary Policy (see Figure 5-5) 

1. Supply of credit (bank reserve requirements) 

2. Cost of credit (interest rates) 

C. Impact of Fiscal Policy: taxes (domestic & foreign) 

1. Deficit spending: expand public demand to spur output of capital goods 

2. Output of capital goods expands employment and income 

3. Expanding employment and income should expand demand for consumer 
goods, etc. 

BUSINESS CYCLES AND CYCLICAL INDICATORS 

A. Business cycle (see Table 5-2) 

1. Recurrent sequences of expansions and contractions around long term economic 
growth 

2. Stock prices may lead business cycles 

3. Inflation inversely affects stock prices 

4. Industries vary in business cycle response 
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B. Economic Indicators (see Table 5-4) 
1. Leading (10): Stock prices, average hours, unemployment claims, new orders 
2. Coincident (4): Non-agricultural employees, personal income, industrial 

production, sales 
3. Lagging (7): duration of unemployment, Mfr. inventory to sales ratios, CPI for 

services 
C. Business Cycles and Interest Rates 

1. Interest rate behavior related to business cycles 

2. Yield spread: difference in yield between two securities 

3. Typically widens prior to downturns 

4. Typically narrows prior to upturns 

5. What happens depends on risk perceptions 

STOCK PRICES AND ECONOMIC VARIABLES 

A. Impact of changes in the money supply 

1. Monetarist View: if Ms > Md, then people will buy financial assets (liquidity 
effect) 

2. Indirect Effects of Ms > Md; increase consumption, increase sales → profits → 
dividends 

B. GDP, Stock Prices, and Corporate profits are positively correlated (See Figure 5-10) 

HOMEWORK 

A. Discussion Questions: 3, 4, 5 

B. What is the beige Book? How is it useful in our analysis? www.federalreserve.gov 

http://www.federalreserve.gov/
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CHAPTER 6 
INDUSTRY ANALYSIS 

STUDENT LEARNING OBJECTIVES 

A. Industry Life Cycle 

B. Industry Structures 

C. Impact of Government Regulation 

INDUSTRY LIFE CYCLES 

A. Industry Life Cycle Theory: 

1. Birth (heavy R&D, large losses - low revenues) 

2. Growth (building market share and economies of scale) 

3. Mature growth (maximum profitability) 

4. Stabilization (increase in unit sales may be achieved by decreasing prices) 

5. Decline (demand shifts lead to declining sales and profitability - losses) 

B. Product Life Cycle 

1. Introduction (development) – early adopters 
2. Growth 
3. Maturity (market saturation) 
4. Decline (newer better alternatives available) 
5. Extension (the new blue Cheer) 

INDUSTRY STRUCTURE 

A. Economic Structure 

1. Monopolies 
2. Oligopolies 
3. Pure Competition 

B. Porter’s Five Competitive Forces 

1. Threat of entry by new competitors 
2. Threat of substitute goods 
3. Bargaining power of buyers 
4. Bargaining power of suppliers 
5. Intensity of rivalry among existing companies 
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C. Classifying industries 

1. Cyclical industry - performance is positively related to economic activity 

2. Defensive industry - performance is insensitive to economic activity 

3. Growth industry - characterized by rapid growth in sales, independent of the 
business cycle 

4. Standard Industry Classification (SIC): 2 to 4 digits 

INDUSTRY GROUPS AND ROTATIONAL INVESTING 

A. Basic Groupings 

1. Pro-cyclical: economic performance matches national (or global) economy 
2. Anti-cyclical: negatively correlated with national economy 
3. Defensive: tend to move along at steady pace regardless of national economy. 

B. Primary Groupings 

1. Materials 
2. Consumer (cyclical / non-cyclical) 
3. Energy 
4. Financial 
5. Health care 
6. Industrial 
7. Technology 
8. Telecommunications 
9. Utilities 

C. Basic Strategy 

1. Different groups are moving at different times relative to sales and profits 
2. Requires frequent adjustments to investment portfolio (increased trading costs) 
3. Market timing is risky; market cycles tend to lead economic cycles but timing 

varies 

COMPONENTS OF INDUSTRY ANALYSIS 

A. Competitive Structure 

B. Vulnerability to external shocks (foreign competition, substitute goods) 

C. Regulatory and tax conditions 

D. Labor conditions (union vs. non-union, availability of skilled labor) 

E. History of revenue, earnings, and dividends 

F. Financial Issues (demand/availability/cost of debt/equity financing) 
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G. Analyzing Industry Data 
1. End use analysis 

a. Identify demand for industry’s products 

b. Estimates of future demand 

c. Identify of substitutes 

2. Ratio analysis 

a. Examining data over time 

b. Identifying favorable/unfavorable trends 

HOMEWORK 

A. Discussion Questions: 3, 6, 8, 12, 13 

B. Review Appendix 6A: Analyzing Financial Statements 
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CHAPTER 7 
VALUATION OF THE FIRM 

STUDENT LEARNING OBJECTIVES 

A. Basic Valuation Methods 

B. Evaluating Risk/Return relationships 

C. Sustainable Growth 

D. EPS Forecasting Techniques 

BASIC VALUATION CONCEPTS 

A. Dividend Valuation Models: Gordon Growth (see Eq. 7-5) 

B. Earnings Valuation (P/E ratio) – a measure of attractiveness to investors 

C. Capital Asset Pricing Model (CAPM) 

1. Expected returns a function of risk free rates, beta, and a risk premium (see Eq. 7- 
2) 

2. Beta ( ) = a m easure of risk relative to the 

3. Value = Cash Flow / E(r) 

SUSTAINABLE GROWTH MEASURES 

A. Earnings growth is [partly] a function of profits reinvested in the firm (retention 
ratio) 

B. Sustainable Growth rate = ROE * RR 

C. ROE = Return on Equity = Net Income / Stockholder Equity 

D. Growth companies typically pay small dividends and reinvest most of their earnings 

FORECASTING EARNINGS 

A. Least Squares (regression analysis): EPS over time 

B. Income Statement method (see Table 7-9 for example of methodology) 

1. Forecast Revenues and Expenses 
2. Rev – Exp = Profits 
3. Profits / # shares outstanding = EPS 
4. EPS / Ke = Price per share 

ELEMENTS OF COMPANY ANALYSIS 

A. Description of business and properties 

B. Historical Financial Performance data 
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C. Details about senior management 

D. Competitive Position 

1. Sales Revenue (growth) 
2. Profitability (trend) 
3. Product line (turnover, age) 

E. Output rate of new products 

1. Product innovation strategies 

2. R&D budgets 

F. Operating efficiency 

3. Output / Input ratio 

4. Position on cost curve 

G. Pricing Strategy 

5. Low price 

6. High quality - price 

H. Patents and technology 

I. Nature of Management 

1. Organizational performance 
a. Effective application of company resources 

b. Efficient accomplishment of company goals 

HOMEWORK 

A. Discussion Questions: 2, 3, 5, 11, 19 

B. Problems: 2, 5, 8, 15 



FIN330 Principles of Investing 

Dr. David P Echevarria All Rights Reserved P a ge  9 

 

 

CHAPTER 8 
FINANCIAL ANALYSIS 

The objective of financial analysis (FA) is to direct managerial attention to areas 
of concern in corporate financial performance. FA does not provide solutions to 
corporate problems nor does it consider all the possible interactions. FA is first and 
always an analytical tool. The objective is to evaluate financial performance. 
Performance analysis is based on ratios computed from published financial data or 
data obtained from the corporate financial records database. The analysis generally 
compares the most recent period of operations relative to industry norms or past 
performance of the company. Financial analysis is done for a variety of reasons. 
Some analysts are involved in internal cost control functions. Other analysts (i.e., 
certified financial analysts, CFA's) may be analyzing a company or group of 
companies to determine their attractiveness as investment candidates. The most 
general case is an outsider using a variety of financial ratios to rank corporate 
performance in different categories. The end result is a "profile" of the company 
relative to other companies in the industry or other companies in the investment 
opportunity set. 

REVIEW OF FINANCIAL STATEMENTS (SEE SUPPLEMENTAL NOTES) 

A. Balance Sheet 

1. Snapshot of company’s assets, Liabilities and Equity. 

B. Income statement 

1. Sales, expenses, and taxes incurred to operate 

2. Earnings per share 

a. Net income / number of shares outstanding 

C. Cash flow statement 

1. Sources and uses of funds 

D. Are financial statements reliable? 

1. G.A.A.P. vs Cleverly Rigged Accounting Ploys 
2. Principal motive for Sarbanes-Oxley (2002) 

SOURCES OF INFORMATION 

A. Financial Statement Data 

1. Quarterly, Annual Reports issued by companies to stockholders 
2. Computerized Data Bases such as Compustat® 
3. Standard & Poor' Industrial Manuals, Moody's 
4. EDGAR database at the SEC (www.edgar.sec.org) 
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B. Industry Averages 

1. Robert Morris Associates 
2. Dun & Bradstreet 

C. Federal Agencies; 

1. Commerce Department 
2. Federal Reserve 

RATIO CATEGORIES 

A. Liquidity Ratios 

Liquidity ratios measure the company's ability to pay their bills. LR are used by 
suppliers of credit (i.e., commercial banks) to determine ability to service debt. 
Maintaining sufficient liquidity keeps the company on a sound financial footing. 
Accordingly, financial planners plan their budgets so as to maintain a desired level 
of liquidity. Too little liquidity means reliance on short-term loans. Too much 
liquidity indicates inadequate cash management. Excess cash balances also invite 
takeover bids. 

1. Current Ratio (CR, times)*. 
CR = current assets ÷ current liabilities. 
C.A. = Cash + M/S + A/R + INV + PPE. 
C.L. = A/P + N/P + accruals + LTD maturing this year. 
*Rule of thumb; CR of 2.0x or better is good except is firm is pursuing zero 
working capital strategy. 

2. Quick Ratio (QR, times); also called the acid test ratio. 
QR = (C.A. - Inventory) ÷ Current Liabilities 

Inventories are subtracted from [total] current assets. Why? Inventories are the 
least liquid. They cannot quickly be converted into cash. Cash and marketable 
securities (M/S) are very liquid. A/R can be factored. Inventory is difficult to get rid 
of at market values. If buyers know you want to move inventory, they pay "fire sale" 
prices. 

3. Cash Ratio = (Cash + M/S) ÷ current liabilities. 
A company's most liquid assets are cash and M/S. The absolute level of this ratio 

is important only if the company does not have ready access to credit: The ability to 
borrow from a commercial bank via a revolving credit agreement or a regular loan. 
The cash ratio tells you how many dollars of cash and cash equivalents (marketable 
securities) the company has per dollar of current liabilities; typically, <= 1.00. 

4. Defensive Interval (DI, days). 
DI = [(Cash + M/S + A/R) * 365 ] ÷ (COGS + SGA). 
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DI ratio indicates the number of days of operating expenses that could be paid 
from currently available quick assets (cash, M/S, A/R). The SGA amount should 
exclude depreciation and other non-cash charges. The DI ratio assumes no other 
revenues to cover out-of-pocket operating expenses. 

B. Asset Management Ratios; (Activity Ratios). 

Asset utilization ratios measure the efficiency of asset management: How fast 
does management collect on credit sales? How well does management manage its 
inventories? Is the level of sales commensurate with the investment in assets 
(problem of mass vs. sales)? Note: some texts assume all sales are credit sales. There 
are other possibilities. Some use net sales. Herein, we show two possible forms of the 
ratio. 

1. Accounts Receivable Turnover (ARTO, times). 
ARTO = credit sales ÷ A/R (preferred form). 
ARTO = net sales ÷ A/R. 

Whether you use credit sales or net sales is a matter of company policy. You 
should, however, be consistent. This ratio indicates how often your receivables 
turnover. For example, an A/R t/o ratio of 6 times means that you have a new set of 
receivables every two months (on average). 

2. Days Sales Outstanding (DSO, days). 
DSO = A/R ÷ average credit sales per day. 
DSO = A/R ÷ average sales per day. 

This ratio measures the average number of days it takes to collect receivables. 
Obviously, the lower the number of days the better our cash flows. Not so obviously, 
the quicker we collect money owed to us the less we have to borrow to finance 
operations. How fast we collect amounts due us is a function of the company's credit 
policy. 

3. Inventory turnover (ITO), inventory utilization (IU). 
ITO = cost of goods sold ÷ inventory. 

IU = net sales ÷ inventory. 
There are two different ratios here. The preferred ratio is the ITO. The reason is 

that this ratio compares "apples to apples"; both the COGS and the INV values are at 
cost. The reason some analysts use the IU as a surrogate for the ITO is unclear. It 
does not compare the relationship between NS and INV on a cost basis. Moreover, 
the IU gives an inflated value for the number of inventory turns per year. 
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4. Total asset turnover (TATO, times). 
TATO = net sales ÷ total assets. 

The TATO gives the analyst an idea of how well the investment in assets is used 
to generate sales. The greater the ratio, the more sales produced per dollar of 
investment in assets. Very low ratios (compared to historical or industry averages) 
indicate the company is not generating enough sales to support the size of the asset 
investment; either increase sales or consider downsizing. We note that there is no 
theoretically correct value for this ratio. The importance of the magnitude is relative 
to the manner in which it is utilized. 

5. Fixed assets turnover (FATO, times). 
FATO = net sales ÷ net fixed assets 

Like the TATO ratio, the FATO measures the relationship between the 
investment in fixed assets and the level of sales. Low ratios (comparatively speaking) 
indicate under utilization of fixed assets; high ratios may indicate accelerated wear 
and tear on the physical plant necessitating early replacement. 

C. Debt Management Ratios (Leverage Ratios); 

Debt utilization or leverage ratios are designed to measure the extent to which 
Debt is used to finance assets. Assets may be financed by; (1) reinvesting profits, (2) 
raising debt capital (selling bonds), or (3) raising equity capital (sell stock). The 
extent to which borrowed capital is used is called debt or financial leverage. These 
ratios are important for two reasons. First, they give the financial analyst an idea of 
the capital structure strategy being pursued by the firm. Second, they give the 
financial analyst an idea of the riskiness of the firm. The more money a firm 
borrows, the harder it becomes to service debt when times get bad: Termed default 
risk; the probability that the firm won't pay. 

1. Debt Ratio (DR, decimal or percentage) 
DR = total debt ÷ total assets 

Total debt = current liabilities + long term debt 
Companies typically have some debt on their books. Total debt includes current 

liabilities & long-term debt. The ratio indicates what percent of the total asset 
investment is debt financed. 

2. Times Interest Earned (TIE, times) 
TIE = OPNG INCOME ÷ INTEREST EXPENSE 

Lenders are interested in this value since the ability to pay interest on borrowed 
funds is captured by this ratio. A high ratio is preferred to a low one. Very high 
ratios typically indicate very low levels of debt leverage (and vice-versa). The level of 
sales relative to fixed expenses will also have an impact. 
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3. Fixed charge coverage (FCC, times) 

FCC = 
Operating Income + Lease Payments 
Interest Charges  +  Lease Payments 

Some companies have leased a large portion of their assets. Lenders and lessors 
are interested in the ability of companies to cover their fixed charges (interest 
expense and lease payments) from operating income. Low ratios & poor sales 
indicate potential problems. 

D. Profitability Ratios: 

Profitability ratios measure the company's ability to turn sales revenues into 
profits. The ratios are affected by the cost structure of the company. We derive three 
profit ratios to determine the ability of the company to control direct costs, indirect 
costs, and total costs before taxes. 

1. Gross Profit Margin (GPM) = gross profit ÷ net sales. 
Gross profit = net sales minus cost of goods sold. 

Both the numerator and denominator are income statement items. This ratio 
measures the company's ability to control direct costs; e.g., labor and materials. This 
ratio is "tainted" if company uses full absorption costing. This ratio is also called 
contribution margin. 

2. Operating Profit Margin (OPM) = Operating Income ÷ Net Sales. 
Operating Income (EBIT) = Gross Profit - Sell., Admin., & General Expenses. 

Ability to control indirect costs; selling, general, and administrative expenses 
(SGA) as well as direct costs. We subtract the OPM from the GPM to obtain the 
percent of sales it takes to cover SGA expenses. EBIT includes depreciation expenses. 

3. Net Profit Margin (NPM) = net income ÷ net sales. 
NI = NS - COGS - SGA - interest expense - taxes. 

Net income [before extraordinary items, and discontinued operations]. We do not 
include extraordinary items or discontinued operations since these do not occur in 
the normal course of business activity. The net income figure is relatively "clean." 
NPM is a direct measure of how much of every sales dollar results in [accounting 
method] profits. 

4. 4. Return On Assets (ROA) = net income ÷ total assets. 
This ratio involves an income statement item and a balance sheet item. It is a 

measure of gross investment efficiency. If we consider the total asset structure of the 
company (current + fixed + other assets) as "money in the bank", then the net 
income amount is analogous to the interest earned on our money. Obviously, the 
higher the ROA (also called ROI and ROTA), the better the investment efficiency of 
the company. An important objective of cost control is to maximize ROA (or ROI). 
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5. Return On [Common] Equity (ROE) = net income ÷ (TA -TL). 
TA = total assets, TL = total liabilities. 
TL = current liabilities + long term debt + pref. stock. 

The ROE ratio measures net investment efficiency using the common 
stockholders’ equity as a base (denominator). The reason for this ratio is that 
stockholders want to determine the return they are earning on their "equity" or the 
portion of the company they own, net of liabilities. Of the Five Profitability Ratios, 
Three measure cost control efficiency, and two measure investment efficiency. 
Together, they give the analyst an idea of how profitably corporate management is 
running the business. 

MARKET VALUATION RELATIONSHIPS 

A. Valuation Ratios 

1. Price Earnings Ratio (P/E)  =  P0  / EPS 
P0  =  Current Market Value (price) of Stock. 
EPS  =  Expected Earnings Per Share (next 12 months). 

Expected earnings per share is an analyst's estimate of how much the company 
will earn in the next 12 months. The current market price of the stock is divided by 
the expected EPS to derive a P/E ratio. The average P/E ratio for stocks is 
approximately. 12-15x. The ratios will be higher in bull markets, lower in bear 
markets. 

2. Book Value = Total Common Equity (TCE) / # Shares Out. 
TCE. = Common Stock + Capital Surplus + Retained Earns. 

3. Earnings Per Share (EPS)  = Net Income / # Shares Out. 
EPS are typically reported in the annual report. The expected EPS is an estimate 

of earnings for the next 12 months. Expected EPS are typically the average of many 
forecast values by different analysts [averaged by I.B.E.S.] 

B. DuPont System of Financial Analysis 

The DuPont System was developed as a methodology to improve the usefulness 
of financial ratio analysis. It is a guide to what management options are available to 
remedy poor financial performance. The model presented below is an abbreviated 
version of the full model. 
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COGS 

Net Income  = SGA 
N.P.M.  = INTEXP 

Net Sales TAXES 
ROA = times 

 
T.A.T.O. = 

 
ROE = times 

 
Net Sales 

Total Assets 

 
 
 
 

A/P 
Current Liabilities N/P 

Total Debt = + Accrual 
L-T Debt = Bonds 

1 / 1-DR = DR = TD / TA 
Current Assets 

Total Assets = + 
Fixed Assets 

(1) Note: ROE typically increased by increasing the Debt Ratio 

MANAGEMENT FUNCTIONS 

A. Planning - setting goals/resources 

B. Organizing - assigning tasks/resources 

C. Leading - motivating achievement 

D. Controlling - monitoring performance 

EVALUATING MANAGEMENT QUALITY 

A. Age and experience of management 

B. Strategic planning 

1. Understanding of the global environment 

2. Adaptability to external changes 

C. Marketing strategy 

1. Track record of the competitive position 

2. Public image 

D. Finance Strategy - adequate and appropriate 

E. Employee/union relations 

F. Effectiveness of board of directors 
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HOMEWORK 

A. Discussion Questions: 4, 7, 8, 10, 12 

B. Problems: 1, 10, 15 (parts a thru e) 

SUPPLEMENTAL MATERIALS 
QUANTITATIVE ANALYSIS 

A. Importance of QA 

1. Understanding a company’s risks 

2. Knowing the difference between financial, operating, and business risks 

B. Financial Ratio Analysis 

1. Past financial ratio trends (are they stable?) 

2. Compare with industry averages, key competitors 

C. Regression analysis 

1. Forecast Revenues, Expenses, Net Income 

2. Estimate fair market value (price) 

3. Estimate ROE 

D. DuPont System Analysis: ROE = NPM * TATO * Equity Multiplier 

1. Net Profit Margin (ratio #1) 

a. Percentage of sales that become net profits 

2. Total Asset Turnover (ratio #2) 

a. Sales Dollars per dollar of asset investment 

3. Equity Kicker (or Multiplier) (ratio #3) 

a. Proportion of total assets that is equity 

4. Essence of DuPont Analysis 

a. ROE a function of cost control, sales activity, and capital structure strategy 

E. Business risk: Sales risk and operating leverage 

1. Operating leverage: effect of fixed costs on operating profits 

2. Coefficient of variation (CV): relates operating risk to operating profits 
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ESTIMATING EARNINGS AND FAIR MARKET VALUE FOR EQUITY 

A. Five Steps 

1. Estimate next year’s sales revenues 

2. Estimate next year’s expenses 

3. Earnings = Revenue - Expenses 

4. Estimate next year’s dividend per share 

a. Earnings per Share * dividend payout ratio 

5. Estimate the fair market value of stock given next year’s earnings, dividend, ROE, 
and growth rate for dividends Using Gordon Growth model or P/E Model 

C. Implications for investors 

1. Fundamental analysis assumes company performance and stock performance are 
correlated 

2. Forecasting EPS and P/E helps predict expected returns 
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CHAPTER 9 
MARKET EFFICIENCY: CONCEPT AND REALITY 

I. STUDENT LEARNING OBJECTIVES 
A. What is the Efficient Markets Hypothesis? (EMH) 

B. What are the implications of the EMH? 

C. Are there different forms of the EMH? 

D. How do we test for efficient markets? 

E. What is the evidence for and against the EMH 

II. EFFICIENT MARKET HYPOTHESIS (EMH) 
A. Prices fully reflect all available information 
B. Prices adjust quickly to new information 

C. Implications of the EMH 

1. Information cannot be used to earn abnormal returns 
2. Short-term price movements cannot be predicted - a random walk 

3. Technical analysis is of no value even under weak-form EMH which requires that either 
the patterns are mere illusions, or other investors would also recognize any patterns 

4. Fundamental analysis is only of value if one has superior forecasting skills and can act 
before the market can react to new public information 

5. Active portfolio management probably cannot outperform passive portfolio management 
6. Portfolio selection will depend upon risk preferences, age, income, etc…. 

D. Forms of E M H 

1. Weak-form market efficiency: Current prices reflect all historical information 
2. Semi-strong-form market efficiency: Prices fully reflect all public information 

3. Strong-form market efficiency: Prices fully reflect all public and private information 
E. Strong-form Market Efficiency and Insider Trading 

1. Even insiders cannot use private information to earn abnormal profits. 
2. Moreover - Prohibited by law (1934 Act) 

3. Insiders monitored by SEC and financial markets 

F. Testing Market Efficiency 
1. Types of tests 

a. Historical (ex post) 
b. Ex ante 

2. Establish a benchmark (market portfolio) 
3. Length and selection of time periods affects results (artifacts). 
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4. All tests are subject to criticism. 
5. Roll’s Critique: knowledge of true market portfolio does not exist. 

6. Qualitative versus quantitative efficiency 
G. Evidence Against Market Efficiency 

1. Calendar anomalies 
a. January effect (Tax-Loss Selling in December) 

b. Weekend effect 

c. Small-firm effect 
d. Stocks of small firms outperform large companies 

2. Risk measure may not be adequate 
3. Institutional investors overlook small firms 

4. Performance of Investment Professionals 
5. Value Line rankings 

6. Fund Manager’s performance 

H. Are Markets Efficient? 
1. Some Evidence supports the EMH 

a. More Evidence contradicts the EMH 
b. Serial properties of economic data 

c. Improvements in data mining 
2. Cannot cover transaction expenses 

3. Timing models inter-temporally unstable 

III. HOMEWORK 
A. Questions: 1, 5, 7, 9, 12 
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Chapter 10 
BEHAVIORAL FINANCE AND TECHNICAL ANALYSIS 

I. LEARNING OBJECTIVES 
A. Understand how behavioral finance influences investment decisions. 

B. Discuss how behavioral finance alters utility theory’s assumption of rational behavior. 

C. Appreciate how technical analysis is related to patterns of stock price movement. 

D. Describe the contrary opinion rules and the smart money rules. 

E. Discuss the key indicator series and its attempt to track the direction of the market. 

F. Distinguish between fundamental and technical analysis. 

II. BEHAVIORAL FINANCE 
A. Examining the extent to which psychology influences our investment decisions: behaving in 

unpredictable or irrational ways – differs from the general belief that individuals are 
rational, end-of-period wealth maximizers. 

B. Arguments against B.F. 

1. Irrational behavior is a transient phenomenon – not general. 
2. [Fama] Markets are efficient in that they incorporate all known information. 

C. Arguments for B.F. 

1. Anomalies suggest irrational behavior; 
a. Calendar: end of year effect (tax loss selling), January effect, weekend effect, etc. 

b. Adequacy of traditional risk measures (~ standard deviation) 
c. Recurrence of market bubbles 

2. Market analysts look to cognitive psychology as way to understand how decisions are 
impacted by events. 

a. Psychology: focuses on individual behavior vs. finance on collective (average) 
behavior. 

b. Social Psychology: how we make decisions in the presence of others. 

c. Neurofinance: The functioning of the brain and how and why we make choices. 
3. Heuristics (Approaches to Problem Solving) 

a. Representativeness: making judgments about the probability of an event under 
uncertainty 

b. Availability: mental shortcut that relies on immediate examples that come to a given 
person's mind when evaluating a specific topic, concept, method or decision. 

c. Anchoring-and-Adjustment: basing estimates and decisions on known ‘anchors’ or 
familiar positions, with an adjustment relative to this start point. We are better at 
relative thinking than absolute thinking. 
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d. Prospect Theory: tendency towards loss aversion. Utility of wealth depends on 
deviations from moving reference points rather than absolute points. 

e. Overreaction: responding more strongly than is necessary or appropriate. 

f. Other Behavioral Issues: Overconfidence in forecasts, hindsight bias, self-attribution 
(taking credit for good outcomes – blaming others for bad outcomes). 

III. TECHNICAL ANALYSIS 
A. A method of evaluating securities by analyzing statistics generated by market activity, such 

as past prices and volume. Technical analysts do not attempt to measure a security's intrinsic 
value, but instead use charts and other tools to identify patterns that can suggest future 
activity. (Investopedia.com) 

B. The Use of Charting 

1. Momentum: Price * Share Volume 

2. Candles Sticks: 
 

Clear = Close > Open 
[Price higher] 

 
 
 

Shaded: Open > Close 
[Price lower] 

 
 
 
 
 

3. Point and Figure: X = price up, 0 = price down 
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C. Essential Elements of the Dow Theory 
1. Price discounts everything (similar to strong and semi-strong form theory) 

2. Price movements are not totally random - trending (Burton Malkiel suggests that price 
movements are random: See “A Random Walk Down Wall Street.”). 

3. “What” is more important than “Why”: Technicians see price as the battle between 
supply and demand for a company’s stock. Fundamentalists attempt to explain why 
prices are moving (responding to value-relevant information). 

D. Support and Resistance Levels: When prices move within a confined range. Breakouts are 
important indicators of new trends. 

E. Key Indicator Rules 

1. Contrary Opinion Rules: 
The idea that when the vast majority of people agree on anything, they are 
usually wrong. Contrarians swim against the tide. It’s really a psychological 
concept, removed from the numerical constraints of fundamental and technical 
analysis. 

2. Smart Money Rules 
Cash invested or wagered by those considered to be experienced, well-informed, 
"in-the-know" or all three. Although there is little empirical evidence to support 
the notion that smart-money investments perform any better than non-smart- 
money investments do, many speculation methods take such influxes of cash 
very seriously 

3. Overall Market Rules per Warren Buffet 

a. A stock is a business, not a piece of paper 
b. Stocks serve as inflation protection over the long haul 
c. Volatility is not risk 

d. Keep a multi-decade time horizon 
e. Keep an eye on fees, and use index funds 

IV. FUNDAMENTAL ANALYSIS 
A. Using Quantitative Analysis to understand value implications of; 

1. Balance Sheets: Assets, Liabilities, Equity 

2. Income Statements: Revenues, Expenses (especially trends or significant changes. 

3. Statement of Cash Flows: Where did the cash come from? Where did it go? 

B. Fundamental analysis serves to answer questions: 

1. Is revenue growing? Growth rate versus national economy; faster, slower? 

2. Is company earning economic profits? E.g. covering the opportunity cost of capital. 

3. How is it doing versus competition? Is it gaining, losing, or maintaining market share? 

4. How much of the assets are finance by debt? Is ability to service debt impaired? 
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5. Do the numbers look right? Difficulty in determining if management is cooking the 
books. 

C. Some Qualitative Issues (less tangible factors) 

1. What is the quality of board members and key executives? 
2. Does the company have brand-name recognition? 

3. Do they have patents or other proprietary technology that gives them a competitive 
edge? 

D. The Ultimate Challenge 

1. Determining intrinsic value: what is the real value of the enterprise? 

a. If you determine it is undervalued – BUY 
b. If you determine it is overvalued – SELL 

2. In the long run stock price reflects the fundamental value of the business. 
E. Critics of Fundamental Analysis 

1. Technical Analysts: Only price and volume are important 
2. Believers in Efficient Markets Hypothesis: prices reflect all known information. Nothing 

you can do will allow you to earn abnormal risk-adjusted returns. 

V. HOMEWORK 
A. Questions: 3, 5, 7, 9 


	CHAPTER 5
	ECONOMIC ACTIVITY
	STUDENT LEARNING OBJECTIVES
	TOP-DOWN ANALYSIS METHODOLOGY
	BUSINESS CYCLES AND CYCLICAL INDICATORS


	CHAPTER 6
	INDUSTRY ANALYSIS
	STUDENT LEARNING OBJECTIVES
	COMPONENTS OF INDUSTRY ANALYSIS


	CHAPTER 7
	VALUATION OF THE FIRM
	STUDENT LEARNING OBJECTIVES


	CHAPTER 8
	FINANCIAL ANALYSIS
	REVIEW OF FINANCIAL STATEMENTS (SEE SUPPLEMENTAL NOTES)
	MARKET VALUATION RELATIONSHIPS
	HOMEWORK


	SUPPLEMENTAL MATERIALS
	QUANTITATIVE ANALYSIS
	ESTIMATING EARNINGS AND FAIR MARKET VALUE FOR EQUITY

	CHAPTER 9
	MARKET EFFICIENCY: CONCEPT AND REALITY
	I. STUDENT LEARNING OBJECTIVES
	II. EFFICIENT MARKET HYPOTHESIS (EMH)
	III. HOMEWORK


	Chapter 10
	BEHAVIORAL FINANCE AND TECHNICAL ANALYSIS
	I. LEARNING OBJECTIVES
	II. BEHAVIORAL FINANCE
	III. TECHNICAL ANALYSIS
	a. A stock is a business, not a piece of paper
	IV. FUNDAMENTAL ANALYSIS
	V. HOMEWORK



