Chapter 7 & 17 – Common Stock Valuation, Projecting Cash Flow and Earnings
These methods are grouped into 4 categories:
· Dividend Discount Models
· Method to estimate the value of a share of stock by discounting all expected future dividend payments. 
· Residual Income Model
· Free Cash Flow Model
· Price Ratio Models

Sustainable Growth Rate (SGR) = ROE x Retention Ratio OR ROE x (1-Payout Ratio)
· To estimate SGR, you need the dividend payout ratio and ROE. 
· Changes in SGR, come from changes in ROE
· The DuPont formula separates ROE into 
· Profit Margin
· Asset Turnover
· Equity Multiplier
· Managers can increase SGR by 
· Decreasing the dividend payout ratio
· Increasing profitability (NI/Sales)
· Increasing asset efficiency (Sales/Assets)
· Increasing debt (Assets/Equity)

Two-Stage Dividend Growth Model = assumes that a firm will initially grow at rate g, for T years, and thereafter, it will grow at a rate g2 <k during a perpetual second stage of growth. 

Using the DDM to Value a Firm Experiencing “Supernormal” Growth:
· Why? H-model = which assumes a linear growth rate decline 

Residual Income Model (RIM) = value companies that do not pay dividends.  (Assume positive earnings, but there are some companies that do not pay dividends and therefore have negative earnings). 

Free Cash Flow:
· Depreciation = the key to understand how a company can have negative earnings but positive cash flows, depreciation reduces earnings because it is an expense. 

Asset Betas = measure the risk of the company’s industry. 
· Firms should have the same asset betas; their equity betas can be different. 

Price Ratio Analysis
· Price-earnings ratio (P/E ratio) = current stock price / annual earnings per share (EPS)

Earnings Yield
· Inverse of the P/E ratio: earnings divided by price (E/P)
· High P/E stocks are often = growth stocks, while low P/E stocks = value stocks

Sources of Financial Information:
· The Securities and Exchange Commission (SEC) requires companies to prepare and submit regular reports. When received by SEC, these reports are freely made available through the Electronic Data Gathering and Retrieval (EDGAR) archives. 
· The Ontario Securities Commission website provides company disclosure requirements for TSX listed companies. 
· Percentage of sales approach = every accounting item increases at the same rate as sales. 
Chapter 8 & 9 – Stock Price Behaviour & Market Efficiency Behavioural Finance & Psychology of Investing 

Market Efficiency
· Efficient market hypothesis (EMH) = a theory that asserts: As a practical matter, the major financial markets reflect all relevant information at a given time. 
· If a market is efficient, it is not possible to “beat the market” (except by luck)
· Market efficiency research = examines the relationship between stock prices and available information. 
· Is it possible for investors to “beat the market?”
· Beat the Market = the excess return on an investment is the return in excess of that earned by other investments that have the same risk. = Consistently earning a positive excess return

3 Economic Forces that can lead to market efficiency:
· Investors use their information in a rational manner – they do not systematically overvalue or undervalue financial assets – would be difficult to earn an excess return. 
· There are independent deviations from rationality – irrational investors have different beliefs. 
· Arbitrageurs exist
These conditions are so powerful that any one of them leads to efficiency. 

Forms of Market Efficiency:
· Weak-form efficient market = one in which past prices and volume figures are of no use in beating the market – technical analysis is of little use. 
· Semi strong-form efficient market = one in which publicly available information is of no use in beating the market. – Fundamental analysis is of little use. 
· Strong-form efficient market = one in which information of any kind, public or private, is of no use in beating the market. – Inside information is of little use. 

Technical Analysis Implication = No matter how often a particular stock price path has related to subsequent stock price changes in the past, there is no assurance that this relationship will occur again in the future. 

When there is no discernable pattern to the path that a stock price follows, then the stock’s price behavior is largely consistent with the notion of a random walk. 

Prices could adjust to unexpected news in 3 ways:
· Efficient market reaction = the price instantaneously adjusts to the new information
· Delayed reaction = the price partially adjusts to the new information
· Overreaction and correction = the price over-adjusts to the new information, but eventually falls to the appropriate price. 

Event Studies:
· Researchers have examined the effects of many types of news announcements on stock prices. 
· Such researchers are interested in: 
· The adjustment process itself
· The size of the stock price reaction to a news announcement. 
· To test for the effects of new information on stock prices, researchers use an approach called = event study.

Informed Traders and Insider Trading:
· It is illegal to make profits on non-public information
· This ban is necessary if investors are to have trust in stock markets
· It is important to be able to distinguish between:
· Informed trading = when an investor makes a decision to buy or sell a stock based on publicly available information and analysis
· Legal insider trading = must comply with reporting rules, corporate insiders must declare that trades that they made were based on public information about the company, rather than “inside” 
· Illegal insider trading = there is a tipper and tippee. 
· Tipper = the person who has purposely divulged material non-public information 
· Tippee = the person who has knowingly used such information in an attempt to profit 
· Some people are accused of inside trading claim that they just “overheard” someone talking.
· When you take possession of material non-public information, you become an insider. 

Are financial markets efficient?
· Financial markets are the most extensively documented of all human endeavors. 
· Short-term stock price and market movements appear to be difficult to predict with any accuracy. 
· The market reacts quickly and sharply to new information, and various studies find little or no evidence that such reactions can be profitably exploited. 
· If the stock market can be beaten, the way to do so is not obvious. 
· Security selection becomes less important, because securities will be fairly priced. 
· Small role for professional money managers.
· Makes little sense to time the market 
· The role of a portfolio manager in an efficient market is to build a portfolio to the specific needs of individual investors.
· A basic principle of investing is to hold a well-diversified portfolio. 

Anomalies
· First, anomalies generally do not involve many dollars relative to the overall size of the stock market.
· Second, many anomalies are fleeting and tend to disappear when discovered.
· Anomalies are not easily use as the basis for a trading strategy, because transaction costs render many of them unprofitable. 

“Turn of the Year “ > “Rest of the Days” returns = big difference in 1962-1985
“Turn of the month” effect = daily returns from the last day of any month of the following 3 days of the following month. 
“Rest of the Days” = any other daily returns

Bubble = occurs when market prices soar far in excess of what normal and rational analysis would suggest. – When investment bubble pops, investors find themselves holding assets with plummeting values. 

Crash = significant and sudden drop in market values. 
· The Asian Crash = Nikkei index, 1990.
· “Dot Com” bubble and crash

Tests of Market Efficiency:
· Studies demonstrate that different types of anomalies exist in stock markets. 
· Low-price earnings stocks produce higher-returns that high P/E ratio stocks. 

Prospect Theory = provides an alternative to classical, rational economic decision—making
· Investors are much more distressed by prospective losses than they are happy about prospective gains. 
· A typical investor considers the pain of a $1 loss to be about twice as great as the pleasure received from the gain. 
· People focus on changes in wealth vs. levels of wealth. 

Investor Behaviour Consistent with prospect theory predictions
· There are 3 major judgment errors consistent with the predictions of prospect theory:
· Frame Dependence
· Loss Aversion
· The House Money Effect

Frame Dependence
· If an investment problem is presented in 2 different ways, investors often make inconsistent choices. 
Anchoring = associating a stock with its purchase price
Loss Aversion = a reluctance to sell investments after they have fallen in value. (Breakeven effect or disposition effect). 

Mental Accounting = when people engage in mental accounting, they tend to segment their money into mental “buckets” 
· Spending regular income differently than bonuses
· Investing prudently in a retirement account, but taking wild risks with a separate stock account. 
· House Money

Overconfidence and Portfolio Diversification = investors tend to invest too heavily in shares of the company for which they work. 
· If you are overconfident = likely you will trade too much 
· Average annual household earns 16.4%
· Men trade about 50% more than women. 
· Belief that information you hold is superior to information held by other investors. = Illusion of knowledge. 
· Snakebite effect = refers to the unwillingness of investors to take a risk following a loss 
· Representative heuristic = concluding that there are casual factors at work behind random sequences. 
· Clustering Illusion = our human belief that random events that occur in clusters are not really random. 
· Gambler’s Fallacy = assuming that a departure from what occurs on average will be corrected in the short run. 
· Noise trader = someone whose trades are not based on information or financially meaningful analysis. 

Technical Analysis
· Predict future stock price movements based on investor sentiment, errors in judgment, and/or historical prices. 
· Can help investors predict future stock prices

Market sentiment = the prevailing mood among investors about the future outlook for an individual security or for the market. 

Dow theory method that attempts to interpret and signal changes in the stock market direction
Identified by these 3 factors:
· Primary direction or trend
· Secondary reaction or trend,
· Daily fluctuations

Elliot Waves (stocks) = invested in 1930’s by Ralph Nelson Elliott, a Dow Theorist. 

Support and Resistance Levels
· Support level = a price of level below a stock or the markets as a whole is unlikely to go. 
· Resistance level = above which a stock or the market as a whole is unlikely to use. 

Psychological barriers = bargain hunters t help “support” the lower level. 

Technical analysis = charting, chartists. 

Moving average charts = average daily prices or index levels, calculated using a fixed number of previous prices, updated daily. 

Fibonacci Numbers = looking for percentage “retracement” levels.




Chapter 10 & 11 
Money Market Rates:
· Prime Rate = the basic interest rate on short-term loans that the largest commercial banks charge to their most creditworthy corporate customers 
· Discount Rate = the interest rate that the Fed offers to commercial banks for overnight reserve loans
· Bank Rate = the interest rate that the Bank of Canada offers to commercial banks for overnight reserve loans
· Federal funds rate = interest rate that banks charge each other for overnight loans of $1 million or more
· Banker’s acceptance = a postdated check on which a bank has guaranteed payment. Commonly used to finance international trade transactions. 
· Cell money rate = the interest rate brokerage firms pay for call money loans rom banks. Basis for customer rates on margin loans
· Commercial paper = short-term, unsecured debt issued by the largest corporations. 
· CDs = the interest rate on cerficiates of deposit, which are large-denomination deposits of $100,000 or more at commercial banks. 
· Treasury bill (T-bill) = A short-term federal government debt instrument. 
· London Interbank Offered Rate (LIBOR) = Interest rate that international banks charge one another for overnight Eurodollar loans.
· Euro LIBOR = refers to deposits denominated in euros—the common currency of 16 European Union countries.
· EURIBOR = is an interest rate that also refers to deposits denominated in euros. However, EURIBOR is based largely on interest rates from the interbank market for banks in the European Union.
· HIBOR = is an interest rate based on Hong Kong dollars. Hibor is the interest rate among banks in the Hong Kong interbank market.
· Eurodollars = U.S. dollar denominated deposits in banks outside the United States. 

Money Market Prices and Rates
· Pure Discount Security = an interest-bearing asset:
· Makes a single payment of face value at maturity. 
· It makes no payments before maturity. 
· There are several different ways market participants quote interest rates.
· Bank Discount Basis
· Bond Equivalent Yields (BEY)
· Annual Percentage Rates (APR) = understates the true interest rate, which is usually called the EAR. 
· Effective Annual Rates (EAR)

The Bank Discount Basis:
· A method of quoting interest rates on money market instruments. – Commonly used for T-bills and banker’s acceptances. 
Bond Equivalent Yields:
· Canadian T-bills rates are quoted using bond equivalent yield instead of bank discount yield. 

More ways to Quote Interest Rates:
· “Simple” interest basis = calculated like annual percentage rates (APRs)
· Used for CDs
· An APR understates the true interest rate, which is usually called the effective annual rate (EAR)

The Lower the interest rates, the closer is the APR to the EAR. 

Rates and Yields on Fixed-Income Securities:
· Include long-term debt contracts from a wide variety of issuers:
· Federal government
· Real estate purchases (mortgage debt)
· Corporations, and 
· Provincial and municipal governments. 
· When issued, fixed-income securities have a maturity of greater than one year
· When issued, money market securities have a maturity of less than one year

The Treasury yield curve = a plot of Treasury yields against maturities
· A fundamental to bond market analysis, because it represents the interest rates for default-free lending across the maturity spectrum. 

The term structure of interest rates = the relationship between time to maturity and the interest rates for default-free, pure discount instruments. 
· Sometimes called the zero-coupon yield curve to distinguish it from the Treasury yield curve, which is based on coupon bonds. 
· The term structure can be seen by examining yields on Strips
· Strips are pure discount instruments created by “stripping” the coupons and principal payments of Treasury notes and bonds into separate parts, which are then sold separately. 
· Strips = Separate Trading of Registered Interest and Principal of Securities

Nominal Vs. Real Interest Rates
· Nominal interest rates = rates as they are observed and quoted, with no adjustment for inflation.
· Real interest rates = adjusted for inflation effects. 

The Fisher Hypothesis = asserts that the general level of nominal interest rates follows the general level of inflation. 
· Interest rates are, on average, higher than the rate of inflation.

Real Return Bonds 
· The government of Canada has issued securities that guarantee a fixed rate of return in excess of realized inflation rates. 
· These bonds:	
· Pay a fixed coupon rate on their current principal
· Adjust their principal semiannually according to the most recent inflation rate 

Traditional Theories of the Term Structure:
· Expectations Theory = the term structure of interest rates reflects financial market beliefs about future interest rates. 
· The term structure is almost always sloping, but interest rates don’t always rise. 
· Turns down at very long maturities
· Market Segmentation Theory = debt markets are segmented by maturity, so interest rates for various maturities are determined separately in each segment.
· Government borrows at all maturities 
· There are bond trading operations that exist just to exploit perceive premiums, even very small ones. 
· Maturity Preference Theory = long-term interest rates contain a maturity premium necessary to induce lenders into making longer-term loans. 
· The government borrows much more heavily short-term than long-term. Pension funds – strong preference for long maturities. 

Long-term bond prices are much more sensitive to interest rate changes than short-term bonds = Interest rate risk

Bond Rates =
· Straight bond = an IOU that obligates the issuer of the bond to pay the holder of the bond:
· A fixed sum of the money at bond’s maturity
· Constant, periodic interest payments (coupons) during the life of the bond.
· Treasury bonds = straight bonds

The price of a bond is found by adding together the present value of the bond’s coupon payments and the present value of the bond’s face value. 
The Yield to Maturity (YTM) = the discount rate that equates today’s bond price with the PV of the future cash flows of the bond. 

Premium and Discount Bonds:
· Premium bonds: price > par value – YTM < coupon rate
· Discount bonds: price < par value – YTM > coupon rate
· Par bonds: price = par value – YTM = coupon rate 

In general, when the coupon rate and YTM are held constant:
· For premium bonds = the longer the term to maturity, the greater the premium over par value
· For discount bonds = the longer the term to maturity, the greater the discount from par value 

If you buy a bond between coupon dates, you will receive the next coupon payment (and might have to pay taxes on it). However, when you buy the bond between coupon payments, you must compensate the seller for any accrued interest. 

Callable Bonds = gives the issuer the option to buy back the bond at a specified call price anytime after an initial call protection period. YTM may not be useful.

Yield to Call (YTC) = a yield measure that assumes a bond will be called at its earliest possible date. 

Interest rate risk = the possibility that changes in interest rates will result in losses in the bond’s value. 
· The yield actually earned or “realized” on a bond is called the realized yield. 
· Realized yield is almost never exactly equal to the yield to maturity or promised yield. 

Malkiel’s Theorems:
· Bond prices and bond yields move in opposite directions. 
· For a given change in a bond’s YTM, the longer the term to maturity of the bond, the greater the magnitude of the change in the bond’s price
· For a given change in a bond’s YTM, the size of the change in the bond’s price increases at a diminishing rate as the bond’s terms to maturity lengthens. 
· For a given change in a bond’s YTM, the absolute magnitude of the resulting change in the bond’s price is inversely related to the bond’s coupon rate.
· For a given absolute change in a bond’s YTM, the magnitude of the price increase caused by a decrease in yield is greater than the price decrease caused by an increase in yield. 

Macaulay Duration, the name of concept that helps bondholders measure the sensitivity of a bond price to changes in bond yields. 2 bonds with the same duration will have approximately the same price sensitivity to a small change in bond yields, even though the maturity will not be the same. 
· Stated in years and are often described as a bond’s effective maturity. 
· For a zero-coupon bond, duration = maturity
· For a coupon bond, duration = a weighted average of individual maturities of all the bond’s separate cash flows, where the weights are proportionate to the present values of each cash flow. 

A bond’s duration increases at a decreasing rate as maturity lengthens. 
The higher a bond’s coupon, the shorter is its duration. 

Dedicated portfolio = a bond portfolio created to prepare for a future cash payment. Pension funds
The date of the payment is due = target date

Reinvestment rate risk = the uncertainty about the value of the portfolio on the target date. 
Therefore we purchase zero coupon bonds. 

Price risk = risk that bond prices will decrease
Immunization = the term for constructing a dedicated portfolio such that the uncertainty surrounding is minimized. 
A dedicated portfolio can be immunized by duration matching = interest rate changes will have a minimal impact on the target date value of the portfolio. 

Dynamic immunization = a periodic rebalancing of a dedicated bond portfolio for the purpose of maintaining a duration that matches the target maturity date. – Changing bond yields

Chapter 12 & 13

The return on any stock traded in a financial market is composed of two parts:
· Normal, or expected, part of the return is the return that investors predict or expect
· Uncertain, or risky, part of the return comes from unexpected information revealed during the year. 

Firms make periodic announcements about events that may significantly impact the profits of the firm:
· Earnings
· Product development
· Personnel 

Markowitz examined relationship between risk and return of asset prices and developed Efficient Frontier.

Systematic risk = risk that influences a large number of assets = market risk – non diversifiable risk 
Unsystematic risk = risk that influences a single company or a small group of companies = unique risk – firm-specific risk – diversifiable risk 

Diversification essentially eliminates unsystematic risk, so a portfolio with many assets generally has almost no unsystematic risk. 

Principle: the expected return on an asset depends only on its systematic risk. 

The Beta coefficient = measures the relative systematic risk of an asset. 

Arbitrage Pricing Model = 1976, the model advocates that various economic factors affect stock returns and that stock returns reach their equilibrium level because of this principle. 

Performance evaluation = a term for assessing how well a money manager achieves a balance between high returns and acceptable risks. 

Sharpe ratio = focuses on total risk
Treynor ratio = focuses at systematic risk only. 
Jensen’s alpha = the excess return above or below the SML. 

M2 measure = gives the excess return of a hypothetical portfolio over the market portfolio. 

Investment risk management = concerns a money manager’s control over investment risks, usually with respect to potential short-run losses. 

Value-at-Risk (VaR) = a technique of assessing risk by stating the probability of a loss that portfolio may experience within a fixed time horizon. 


Chapter 14 & 15
Option Basics:
· A stock option = a derivative security, because the value of the option is “derived” from the value of the underlying common stock
· Call options = buy the underlying asset
· Put options = sell the underlying asset. 
· Option chain = a list of available option contracts and their prices for a particular security 
· Option Clearing Corporation (OCC) and Canadian Derivatives Clearing Corporation (CDCC) are agencies that guarantee that the terms of an option contract will be fulfilled if the option is exercised. 

Stock Index Options:
· An option on a stock market index. 
· Stock index options have a cash settlement procedure = the actual delivery of all stocks comprising a stock index is impractical 
· Intrinsic value = the payoff that an option holder receives if the underlying stock price does not change from its current value. 
· Option writing = the act of selling an option 
· Protective put = strategy of buying put options to protect against falling values. 
· Protective call – strategy of buying call options to protect against rising prices. 
· Put-Call Parity states = the difference between the call price and the put price = the difference between the stock price and the discounted strike price. 
· The Black Scholes = calculate the price of a call option before maturity (no put price is needed). 

Forward contract = an agreement made today between a buyer and a seller who are obligated to complete a transaction with one another at a set date in the future. 

Future contract = an agreement made today between a buyer and a seller who are obligated to complete a transaction at a set date in the future. – Standardized.

Chicago Board of Trade (CBOT) = first organized futures exchange in the US. 

A futures contract represents a zero-sum game between a buyer and a seller. – Hedging and speculation

Hedger = trade futures contracts to transfer price risk.

Cash price (or spot price) = price for immediate delivery
Cash market (or spot market) = where commodities or financial instruments are traded for immediate delivery. 2/3 days

Cash-futures arbitrage = earing risk-free profits from an unusual difference between cash and futures price. 
Basis = the difference between the cash price and the futures price for a commodity. 
Basis = Cash price – Futures Price

OneChicago began trading single stock futures in November 2002. A joint venture. 

Index Arbitrage = refers to trading stock index futures and underlying stocks to exploit deviations from spot futures parity. – Program trading strategy

Cross-Hedging = refers to hedging a particular spot position with futures contracts on a related, but not identical commodity or financial instrument. 

Rule of Thumb Estimate = the duration of an interest rate futures contract, is equal to the Df = Du + Mf. 

[bookmark: _GoBack]The cheapest-to-deliver option = refers to the seller’s option to deliver the cheapest instrument when a futures contract allows several instruments for delivery. 






