Investment Analysis

FIN 3921

Fall 2001
Professor Paul Bolster



Office Hours:
By appointment

413 Hayden Hall





(I generally arrive in

(617) 373-5051





Burlington by 4:30)

(617) 373-8798 (fax)

pbolster@cba.neu.edu 


Home Page:  www.cba.neu.edu/~pbolster 

Overview:
There are four major objectives of this course:

1.  To provide an overview of financial institutions and the global markets in which they trade.

2.  To understand and explain the theories underlying security valuation and portfolio formation.

3.  To link the abstract theories of valuation to the practical aspects of investing.

4.  To gain experience by building and managing a portfolio of securities, justifying trades, and explaining performance.

During the quarter you will become familiar with domestic and international financial markets and the securities traded therein.  In addition, we will discuss a variety of techniques for valuation of financial assets.  The course relies heavily on quantative methods.  Qualitative concepts such as market efficiency, intrinsic value, and risk will be critically analyzed as well.  The contents of this course, descriptive, theoretical, and applied, should provide you with the ability to build unique valuation models to suit the particular investment alternative you wish to scrutinize.  It should also provide you with an understanding of how investment theory and investment practice relate.  It is doubtful that you will leave this course with the professional analyst’s “feel” for the market, but the topics we will cover are an appropriate first step.

Required:
Investment Analysis and Portfolio Management, by Reilly and Brown; 6th Edition, Dryden, 2000.



A trading account with VSE (See information on the last page.)



A financial calculator or a calculator capable of doing roots and powers.



(Bring it to class!)



Regular reading of The Wall Street Journal

Strongly

Suggested:
Regular reading of at least one other investment oriented publication



(e.g., Barron’s, Money, Forbes, Smart Money, Worth, Bloomberg

Personal, Investor’s Daily, Financial Times, etc.)

Prerequisite:
FIN 3860 or equivalent.

Grading:


Midterm


40%





Final Exam (Take Home)
15%





Class Participation

15%





Portfolio Project






In-class Presentation
15%






Final Report

15%

What you should already know or need to refamiliarize yourself with:

Statistical concepts:  Expected value, variance, standard deviation, correlation,

linear regression


Theoretical concepts:  CAPM, beta, systematic and unsystematic risk


Financial concepts:  Discounted cash flow analysis, NPV, IRR, risk-adjusted

return,  Bond valuation, dividend discount models, 

financial statement analysis, nominal vs. real interest

rates.

Other Useful Information:
Attendance:  I realize that many of you have busy schedules at your full time places of employment.  I also understand that full time students have multiple commitments that may occasionally compete with class.  If possible, let me know in advance if you must miss a class.  The bottom line?  Every class is precious!  You are responsible for all materials covered, all information conveyed, all discussions held in each class whether you’re present or not.  

Class Participation: Your class participation grade will ultimately be a subjective judgment made by me.  I will consider your contributions in terms of both frequency and quality.  I will also consider attendance.  You can’t contribute if you’re not there.  I am also aware that the size and duration of the class will frequently require discussion to be limited.  If you are uneasy speaking during class, let me know and I will try to help.  But I do expect everyone to participate.

Should I do the reading before class?  You should do an initial reading of the assigned materials prior to class.  By “initial reading”, I mean something more rigorous than a “skim”, but less onerous than “studying” the material.  Strive for a basic understanding of all topics in your initial reading.  The class will help you to focus on what is relatively important or unimportant.  You can now review the material in greater depth and work with the suggested problems.

Don’t be passive.   Take control of your experience in this class.  Seek and use all resources you can find to better your understanding of investments.  Work with your colleagues to find interesting information and bring it to class.  Never forget, we are all allies in the learning process.

COMING EVENTS
9/26
The Global Investment Environment

Why do we invest?  What makes a good investment objective?  How do we invest?  

Reading:  Chapters 1 and 3



Suggested Probs:  C1: 1, 5, 6;  C3: 5



(Visit: www.nyse.com and www.nasdaq.com )

10/3
Markets, Transactions and the Measurement of Risk

What is a short sale?  Is the DJIA a good index? How do you quantify risk?

Reading:  Chapters 4 and 5; Also review Appendicies for Ch. 1 and 3.



Suggested Problems: C4: 1, 4, 6, 7; C5: 4-6

10/10
Portfolio Issues I

How efficient are financial markets?  Why should we care about market efficiency?  Why does Asset Risk differ from Portfolio Risk?  How do we create an efficient portfolio?

Reading:  Chapters 7 and 8; Also “The Incredible Shrinking January Effect,” by William Bernstein,  www.efficientfrontier.com/ef/799/january.htm

Suggested Problems:  C7: 2;  C8: 3, 4, 7, 8

Initial Portfolio Report Due

10/17
TBA

10/24
Portfolio Issues II
Why should we pay attention to riskless assets such as Treasury Bills?  Why is it important to distinguish between absolute and relative risk?  Given its outlandish assumptions, of what practical use is the CAPM?  How can you manage both unsystematic and unsystematic risk components?



Reading:  Chapter 9;  Also "Revisiting the Capital Asset

Pricing Model," by Jon Burton, Dow Jones Asset Manager, May/June

1998 at www.stanford.edu/~wfsharpe/art/djam/djam.htm  (Note: this and other

articles by and about William Sharpe can be found at www.wsharpe.com.)

Suggested Problems: C9: 2, 3, 11, 13, 14

10/31
Equity Valuation I
Are dividend discount models really any good?  Why do analysts focus on EPS?

How can you assess a stock’s value based on financial statements and forecasts?

Reading:  Chapters 12, 13; Also “Dow 36,000,” by William Bernstein at www.efficientfrontier.com/ef/100/gh.htm
Suggested Problems:  C12: 1-4;  3, 4, 5, 8, 15


(Tools: www.wsrn.com, www.bloomberg.com )

11/7
Equity Valuation II

Where does industry analysis fit in?  How do we estimate EPS and earnings multipliers?  What do we do with all this information?  What’s the role of qualitative factors?

Reading:  Chapters 19, 20

Suggested Problems:  C19: 8;  C20: 6, 12, 14, 20, 21

11/14
Midterm Exam



Chapters 1. 3-5, 7-9, 12, 13, 19, 20

11/21 No class due to Thanksgiving holiday

11/28
Bond Fundamentals and Valuation
What does a bond contract look like?  Why is it less difficult to value than 

equity?  Why are interest rate movements of paramount importance to bond 

investors?  

Reading:  Chapters 15, 16 (pp. 542-560)

Suggested Problems:  C15: 1, 4;  C16: 1, 2, 15, 17

12/5
The Price-Yield Relationship 

Why are some bonds more interest rate sensitive than others?  How 

can we measure this sensitivity?  What makes convertible bonds special?

Reading:  Chapter 16 (pp. 578-586) and 25 (pp. 1067-1071);

Suggested Problems:  C16: 16, 20

12/12
Options and Futures
What gives an option value?  How can options be used to speculate or to hedge

risk?  What gives futures contracts value?  How can they be used to speculate or

to hedge risk?



Reading:  Chapter 11


Final Portfolio Report Due

About Portfolio Project
The primary purpose of this project is to give you the opportunity to trade securities and the responsibility of managing a sizable portfolio without placing any of your own money at risk.

     Your objective is to create and manage a securities portfolio to best meet your predefined investment objective.  Your performance will be judged by the appropriateness of your actions toward the establishment of a portfolio suited to this objective.

Your assignment: 

(1)  Form groups of 2 to 3 students.  Develop a consensus investment objective.  Register your group on the Virtual Stock Exchange website (www.virtualstockexchange.com).   The competition ID is ProfBolster, the password is FIN3921 (case sensitive).  Virtual Stock Exchange, is a trading simulation service that will allow you to trade stocks on major US exchanges during normal trading hours.   The website also has many additional features to allow you to track security prices and research markets and individual companies.  There is no fee for this service.  (You may upgrade to a premium account, but it is not required.)  Accounts will be activated on Tuesday, October 2.  YOUR INITIAL PORTFOLIO REPORT IS DUE BEFORE CLASS ON WEDNESDAY, OCTOBER 10.  It may be submitted in hard copy or you can email it to me.  I'd recommend that you begin trading as soon as possible.

(2)  Your initial portfolio must meet the following criteria:

   
(a) At least 8 securities available for trading on VSE.

   
(b) Spend at least half of your allotted $500,000.

   
(c) Each security must be traded in round lots (typically 100 shares).

   
(d) No short sales or limit orders in the original portfolio (Be patient!).

Your initial report should contain (1) a brief statement of your portfolio objective, (2) a description of your security selection procedure, (3) justification of each of your initial trades, and (4) a specific listing of holdings

(3)  Monitor and manage your portfolio under the following restrictions:

(a) At least 10 additional trades over the course of the quarter. These trades should represent consistent management. (i.e., Don't cluster them in the last week of the class.)


(b) Conditions in (2) must be maintained unless I instruct you otherwise.

(c) Additional portfolio instructions, further specifying portfolio activity will be given in class.

(4) Your group will also make a brief, formal presentation to the class regarding your assessment of a particular stock as an investment vehicle.  You must make a "buy" or "sell" recommendation. So, choose the stock of a company you feel strongly about. Your report should include (but is not limited to):


- A summary of your recommendation.


- A brief introduction to the company you are analyzing.


- An analysis of the industry in which the company resides.


- A detailed financial analysis of the firm that includes:

· Analysis of annual financial statements for the past 5 years



and quarterly statements for the most recent 4 quarters.  This



should include financial ratios and growth rates.

· Analysts' earnings per share forecasts for the next 2 fiscal

years.



-     A valuation of the company's stock including specification of the model used and projections used as inputs to your model.


- A narrative explaining the synthesis of your analysis.  This should include


additional issues (strategic, management, etc.) that were not explicitly


addressed in your financial analysis.


- A restatement of your recommendation.

(5) The Final Report should provide a summary and analysis of your portfolio performance and trading experience over the course of the quarter.  Since the quarter is so brief, and most investment objectives don't fit into a 10-week period, include discussion of how the portfolio should be managed in the future. Another major component of this report is a justification for each individual trade.  Also be sure to attach a copy of your initial report.  I will provide you with additional guidelines for the final report at a later date.

(6)  You are also required to complete a peer evaluation form to assess performance of group members.

