
Dr. Juliane Proelss

Assistant Professor of Finance

John Molson School of Business, Concordia University

Mailing address: 1455 de Maisonneuve Boulevard West, Montreal, Quebec  H3G 1M8

Office: MB 12.223

Phone: +1(514)-848-2424, ext. 2242

Fax: +1(514)-848-4500

E-Mail: juliane.proelss@concordia.ca

Equity Valuation I: Macroeconomics and Industry Analysis

Investment Analysis



Page 2Investment Analysis

® Juliane Proelss

Outline

I. Introduction

II. Global Economy Analysis

III. Domestic Economy Analysis

IV. Business Cycle

V. Industry Analysis



Page 3Investment Analysis

® Juliane Proelss

The Top-down and Bottom-up Approach

 Top-down analysis

 Domestic and global economic analysis

 Industry analysis

 Company analysis

 Bottom-up analysis

 Individual firm valuation

 Ho do you pick the best stock? / How does a company pick the best bachelor student?

 Top-down and bottom up lead to different choices 

 What is more important – affiliation / alma mater or individual potential?
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Financial and Economic Performance:

GDP Growth

 Performance in countries and regions is highly variable

 Variation in regional macroeconomic conditions are considerate

 Variation in macroeconomic conditions across countries within one region can be 

considerate

 Political risks can affect macroeconomic conditions considerably
Source: FactSet Economic Estimates
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Exchange Rates and Trade Balance

 Foreign exchange rates affect industries that purchase factor inputs or sell their products 

abroad affecting: Sales  Profits  Stock Returns

 Global supply and demand affects certain globally integrated industries, e.g. logistics

 Balance of Trade shows Production(exports) minus Consumption(imports) 
Source: FactSet Economic Estimates
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Problems (Bodie, Ch. 15) 

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Problems (Bodie, Ch. 15) - Solutions

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Domestic Economy Analysis 

 The domestic economy affects the economic success of its firms (and vice versa).

 GDP 

 Exchange rate and current account

 Employment

 Inflation

 Interest rate

 Budget deficit

 Sentiment and Consumer Confidence

 Government policy influences supply and demand (“demand-side-management”)

 Fiscal policy - Government spending and taxing actions (direct but slow)

 Monetary policy (manipulation of the money supply to influence economic activity 

(broad but quick with feedback)
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 Strongly growing GDP as an indicator for expanding economy

 Industrial Productions measures economic activity focussing on manufacturing (coinciding indicator)

 Earnings forecasts (earnings-multiplier rule) can be used to forecast stock prices to some degree, other 

influencing factors include interest rate, risk, inflation

GDP and Industrial Production

Source: FactSet Economic Estimates
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 Unemployment rate measures to which extend the economy is operating at full capacity

 Rises or falls with the changing economic conditions (coinciding)

Unemployment Rate (Capacity Utilization Rate)

Source: FactSet Economic Estimates
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 High Inflation Rates are associated with “overheated” economies, demand is outstripping productive 

capacities

 Tradeoff between inflation and unemployment: Governments hope to stimulate economies to 

maintain full employment, but not so much as to bring inflationary pressure

Inflation (Consumer Price Index – CPI)

Source: FactSet Economic Estimates
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 The Government Budget Balance if the difference between government spending and revenues; 

Shortfalls must be offset by borrowing

 Excess government borrowing can force interest rates up and crowd out private borrowing and 

investing choking off business investments

 (Real) Interest Rates are key determinants for business investment expenditures

Interest Rates and Budget Deficit

Source: FactSet Economic Estimates
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Problems (Bodie, Ch. 15) 

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Problems (Bodie, Ch. 15) - Solutions

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Business Cycle

 Business Cycle

 Peak

 Trough

 Industry relationship to business cycles

 Cyclical 

 Defensive

 Leading Indicators - tend to rise and fall in advance of the economy. 

 Examples: Average work week, New orders - durables

 Coincident Indicators - indicators that tend to change directly with the economy 

 Examples: Industrial production, Manufacturing and trade sales

 Lagging Indicators - indicators that tend to lag economic performance

 Examples: Ratios of trade inventories to sales and consumer installment credit 

outstanding to personal income
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Leading Economic Indicators

Source: The Conference Board

 LEI is a composite of 10 indexes to signal peaks and troughs in the business cycle:

(1) Average weekly hours, manufacturing; (2) Average weekly initial claims for unemployment insurance;  

(3) Manufacturers' new orders, consumer goods and materials; (4) ISM new order index; (5) 

Manufacturers' new orders, non-defense capital goods excl. aircraft; (6) Building permits, new private 

housing units; (7) Stock prices, 500 common stocks; (8) Leading Credit Index; (9) Interest rate spread, 

10-year Treasury bonds less federal funds; (10) Avg. consumer expectations for business and economic 

conditions



Page 20Investment Analysis

® Juliane Proelss

Canada – (Coincident) Economic Indicators

% Change vs. 1 Year Ago Dec 06 Dec 07 Dec 08 Dec 09 Dec 10 Dec 11 Dec 12 Dec 13 Dec 14 Dec 15

Total Retail Trade Sales 6.5 6.0 3.8 -2.8 5.6 4.1 2.5 2.6 4.8 2.1

New Car Dealers 4.4 3.7 -3.9 -6.4 9.6 5.0 6.1 6.4 8.2 5.9

Used Car Dealers 10.8 9.5 11.9 1.9 -1.6 2.7 1.0 5.8 3.4 11.8

Furniture and Home 

Furnishing Stores

8.8 7.1 0.2 -8.6 3.9 -0.2 1.2 1.0 3.7 4.9

Electronics and Appliance 

Stores

8.7 8.4 7.1 -5.2 4.3 3.2 -4.7 -3.1 1.3 -0.4

Food and Beverage Stores 3.1 4.5 5.0 3.8 2.5 0.6 1.7 1.0 2.9 2.3

Health & Personal Care 

Stores

10.3 8.6 3.9 3.9 5.1 2.4 1.8 4.3 3.6 3.7

Gasoline Stations 8.6 10.7 13.9 -18.7 16.1 18.1 2.7 3.5 4.7 -13.9

Clothing & Clothing 

Accessories Stores

7.5 5.4 0.5 -3.2 7.1 3.8 2.4 2.9 3.4 7.4

Sporting Goods, Hobby, 

Book & Music Stores

5.3 5.4 1.6 3.1 1.7 1.9 0.6 1.7 5.6 4.0

General Merchandise 

Stores

6.3 4.3 5.4 2.0 4.6 3.8 3.6 3.5 6.2 2.1

Miscellaneous Store 

Retailers

7.9 6.5 4.0 0.6 -3.4 -0.7 1.8 4.9 0.0 0.7

Source: FactSet Economic Estimates
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Problems (Bodie, Ch. 15) 

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Problems (Bodie, Ch. 15) 

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Problems (Bodie, Ch. 15) - Solutions

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Problems (Bodie, Ch. 15) - Solutions

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Industry Classification

 Industries are defined by NAICS or SIC codes.

 http://www.census.gov/cgi-bin/sssd/naics/naicsrch?chart=2012

http://www.census.gov/cgi-bin/sssd/naics/naicsrch?chart=2012


Page 27Investment Analysis

® Juliane Proelss

Sensitivity to Business Cycles (1/3)

 Industries (tend to) go through various stages of growth. 

 Rate of growth, competitive environment, profit margins, and pricing strategies tend shift 

from one stage to the next 
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Industry Life Cycles Stages

 Start-up / Quantity Growth 

 Rapid increasing sales

 Large potential market

 Optimism for high profits 

 High failure rates 

 High product prices

 High costs (R&D, marketing, etc.) 

 (Temporary) monopolistic industry structure

 Maturity

 Slowing growth and declining P/E ration in

maturing markets with less optimism

 Product or service begins to saturate the 

market

 Margins / ROE ratios are eroded by 

significant price reductions

 Increasing dividend payout ratios and 

dividend yields

 Consolidation / Quality Growth 

 Stable / consolidating sales

 Broadening markets

 Declining unit costs due to the learning curve

 Higher quality

 New entrants and industry leader emerge

 Prices usually stable allowing higher profit 

margins

 Relative Decline 

 Minimal or negative growth 

 Production costs stopped declining

 Profit margins are low 

 Future depends on replacement demand and 

the existence of substitute products/services
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Industry Life Cycles Stages: Examples (1/2)

Source: IBISWorld.com.au
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Industry Life Cycles Stages: Examples (2/2)

Source: IBISWorld.com.au
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Sensitivity to Business Cycles (2/3)

 Firms’ profitability is influenced by industry life cycles (longer run) and business cycles 

(shorter run):
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Sensitivity to Business Cycles (3/3)

 Defensive industries are less affected by the business cycles as compared to cyclical 

industries

Problem: 5
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Factors Affecting Sensitivity of Industries/Firms 

to the Business Cycles: Sales

Source: FactSet Economic Estimates
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Canada – Stock Performance by Industry 

Source: FactSet
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Sensitivity to Business Cycles – Summary

 Ideally, an investor chooses to invest in cyclical industries at the beginning of an expansion 

and in defensive industries at the beginning of a recession.

Contraction

PeakIndustrials

Materials

Consumer

discretionary

Technology Financials

Utilities

Consumer staples

Health care

Expansion

Trough

Natural resource extraction

Problems: 3, 11, 13
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Competitive Environment: Porter’s Five Forces

 A useful tool from the consulting profession to analyze the competition within an industry 

is the Porter’s Five Forces model.

• Profitability

• Products differentiation and brand names

• Initial capital investment

• Distribution channels and location

• Technology and materials

• Government policy is not an issue

• …

• Buyer concentration and volume, buyer information, 

switching costs, brand identity

• Price sensitivity and information

• Product differences (e.g. product itself, method of 

delivery, marketing approach)

• …

• Number of suppliers and 

industry concentration

• Products are an important 

part of the buyer’s business

• Unionized labour force

• …

• Switching costs, price of substitute 

product, quality, functionality attributes, 

or performance of substitute product…
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Competitive Environment: 

Other Influencing Factors

 Market Share Concentration 

 Indicator for the dominance of the major four players in the industry. 

 Low (high) if major players account for less (more) than 40% (79%) of industry revenue

 Cost Structure Benchmarks

 Costs such as purchases and wages vary among producers

 Changes in demand can significantly impact smaller operators’ earnings as compared to  

multinational companies with greater resources

 Examples: Profit (EBIT), Wages, Marketing, Purchases, etc. 

 Basis of Competition

 Internal

 External

 Industry Globalization
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Problems (Bodie, Ch. 15) 

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Problems (Bodie, Ch. 15) 

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Problems (Bodie, Ch. 15) 

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems



Page 41Investment Analysis

® Juliane Proelss

Problems (Bodie, Ch. 15) 

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Problems (Bodie, Ch. 15) - Solutions

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Problems (Bodie, Ch. 15) - Solutions

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Problems (Bodie, Ch. 15) - Solutions

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Problems (Bodie, Ch. 15) - Solutions

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems
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Problems (Bodie, Ch. 15) - Solutions

Source: Bodie, Kane Markus, Perrakis, Ryan: Investments, Chapter 15, Problems


