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Chapter 12 

Macroeconomic and Industry Analysis 

 

The Global Economy 

A top-down analysis of a firm’s prospects must start with the global economy. The 

international economy might affect a firm’s export prospects, the price competition it faces 

from  foreign competitors, or the profits it makes on investments abroad. 

 Exchange rate: the rat at which domestic currency can be converted into foreign 

currency. 

 

Figure above shows the change in the purchasing power of the U.S. dollar relative to the 

purchasing power of several  major currencies in the last decade. The ratio of purchasing 

powers is called the “real” or inflation-adjusted exchange rate. The change in the real 

exchange rate measures how much more or less expensive foreign goods have become  to  

U.S.  citizens, accounting for both exchange rate fluctuation and inflation differentials across 

countries. A positive value means that the dollar has gained purchasing  power relative to 

another currency, a negative  number indicates a depreciating dollar.  

The Domestic  Macroeconomy 

 Gross Domestic Product (GDP): The measure of the economy’s total production of 

goods and services.  

 Employment rate: the percentage  of the total labor force yet to find work.  

Capacity  utilization rate: the ratio of actual output from factories to penitential 

output. 

 Inflation: the rate at which the general level of prices is rising  

 Interest rates: High interest rates reduce the present value of future cash flow, 

thereby  reducing the attractiveness of investment opportunities. 
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 Budget Deficit: the federal government  is the difference between government 

spending  and revenues. 

 Sentiment: Consumers’ and producers’ optimism or pessimism concerning the 

economy are important determinants of economic performance. 

Interest Rates 

Fundamental factors that determine the level of interest rates: 

1. The supply of funds from savers, primarily households. 

2. The demand for funds from businesses to be used to finance physical investment 

in plant, equipment, and inventories. 

3. The government’s net supply and/or demand for funds as modified by actions of 

the Federal Reserve Bank  

4. The expected rate inflation. 

 

To obtain the nominal interest rate, one needs to add the expected inflation rate to the 

equilibrium real rate.  

Demand and Supply Shocks 

 Demand shock: event that affects the demand for goods and services in the 

economy 

 Supply shock: is an event that influences production capacity and cost.  

Federal Government Policy 

 Fiscal Policy: Government’s spending and tax actions for stabilizing the economy. It 

is probably the most direct way either to stimulate or to slow the economy. 

Increases in tax rates immediately siphon income from consumers and result in fairly 

rapid decreases in consumption.  

 Monetary Policy: Manipulation of the money supply to affect the macroeconomy 

and is the other main leg of demand-side policy.  Implementation of monetary policy 

is quite direct. Tools of monetary supply is: 

1. Open market operation:  Federal (Fed) buys or sells Treasury bonds for its own 

account. 
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2. Discount Rate: the interest rate it charges banks on short-term loans 

3. Reserve requirement: the fraction of deposits that banks must hold as cash on 

hand as deposits with the Fed. 

 Supply-Side Policies:  focus on inccentives and marginal tax rat.  

Business Cycles 

 The Business Cycle:  recurring patterns of recession and recovery are called. 

The transition points across cycles are: 

1. Peak: the transition from the end of an expansion to the start of contraction. 

2. Trough: occurs at the bottom of recession just as the economy enters a 

recovery. 

 Cyclical industries: industries with above-average sensitivity to the state of the 

economy, would tend to outperform other industries. Examples: producers of 

durable goods. 

 Defensive industries: Industries with little sensitivity to the state of economy. 

Will  outperform others when the economy enters a recession. Examples: 

Producers of goods.  

 Economic Indicators: Economic series that tend to rise or fall in advance of the rest 

of the economy. 

 
 

Industry Analysis 

 Defining an Industry: A useful way to define industry groups with a codes assigned 

to group firms for statistical analysis. The industry classifications are never perfect. 

 Sensitivity to the Business Cycle: Factors that determine the sensitivity of a firm’s 

earnings to the business cycle are: 

1. Sensitivity of Sales: Necessities will show little sensitivity to business 

conditions. Example: industries of food, drugs, and medical services. 
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Industries with low sensitivity are those for which is not a crucial 

determinant of demand. 

2. Operating leverage: Refers to the division between fixed and variable costs. 

Firms with greater amounts of variable as opposed to fixed costs will be less 

sensitive to business conditions.  

3. Financial leverage: Interest payments on debt must be paid regardless of 

sales. They are fied costs that also increase the sensitivity of profits to 

business conditions. 

 Sector Rotation: Shift the portfolio more heavily into industry or sector groups that 

are expected to outperform based on one’s assessment of the state of the business 

cycle. 

 

 
 Industry Life Cycles: Stages trough which firms typically pass as they mature. 

1. Strat-up stage: in this stage, it is difficult to predict which firms will emerge 

as industry leaders. Some firms will turn out to be wildly successful, and 

others will fail altogether. Sales and earnings will grow at an extremely rapid 

rate since the new product has not yet saturated its market. 

2. Consolidation stage: after a product becomes established, industry leaders 

begin to emerge. 

3. Maturity stage:  Product has reached its potential for use by consumers. 

Product has becomes far more standardized, and producers are forced to 

compete to a greater extent on the basis of price.  

4. Relative decline: Industry might grow at less than the rate of the overall 

economy, or it might even shrink. 
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 Lynch industry classification:  

1. Slow growers: Large and aging companies that will grow only slightly 

faster than the broad economy. 

2. Stalwarts: Grow faster than the slow growers but are not in the very 

rapid growth start-up stage. 

3. Fast growers: Small and aggressive new firms with annual growth rates in 

the neighborhood of 20% to 25%. 

4. Cyclicals: firms with sales and profits that regularly expand and contract 

along with the business cycle. 

5. Turnarounds: firms that are in bankruptcy or soon might be. 

6. Asset plays: firms that have valuable assets not currently reflected in the 

stock. 

 Industry Structure and Performance 

 Threat of entry: New entrants to an industry put pressure on price 

and profits 

 Rivalry between exiting competitors: When there are several 

competitors in an industry, there will generally be more price 

competition and lower profit margins as competitors seek to expand 

their share of the market. 

 Pressure from substitute products: Substitute products mean that 

the industry face competition from firms in related industries. 

 Bargaining power of buyers: if buyer purchases a large fraction of an 

industry output, it will have considerable bargaining power and can 

demand price concessions. 

 Bargaining power of suppliers: can demand higher prices for the 

good and squeeze profits out of the industry. 

 

  



 

 

Dilarang memperbanyak MOJAKOE ini tanpa seijin SPA FEB UI 

6 Download MOJAKOE dan SPA Mentoring di http://spa-feui.com 
 

Chapter 13 

Equity Valuation 

13. 1 Valuation by Comparables 

The purpose of fundamental analysis is to identify stocks that are mispriced relative to some 

measure of ‘true’ value that can be derived from observable financial data such as market data 

and financial statements of the firm and its competitors.   

Valuation ratios are commonly used to assess the valuation of one firm compared to others in 

the same industry. The example of valuation ratios are: Price/Earning, Price/Book, Price/Sales, 

Price/Cash flow, PEG (Price Earnings Ratio/growth rate of earning). 

Measure of firm’s value: 

1. Book Value: Net worth of common equity according to a firm’s balance sheet. 

2. Liquidation Value: Net amount of money that could be realized by breaking up the 

firm, selling its assets, repaying its debt, and distributing the remainder to the 

shareholder. 

3. Replacement Cost: Cost to replace a firm’s assets, which is a competitive market value 

of all firm compete in the same industry. It does not mean that replacement cost is 

always equal with the market value, but does so in the long run. 

4. Tobin’s q: Ratio of market value of the firm to replacement cost. 

13. 2 Intrinsic Value VS Market Price 

Intrinsic Value is the present value of a firm’s expected future net cash flows discounted by 

the required rate of return. If the intrinsic value > current price of the stock, then it is 

underpriced and investors will want to buy more of it than they would following a passive 

strategy. If the intrinsic value < current price of the stock, then it is underpriced and investors 

will want to buy less of it than under the passive strategy. 

13. 3 Dividend Discount Model (DDM) 

 

 

With V0= Intrinsic value of stock, DH= Dividend paid after H-year, PH= Sales Price of stock 

on H-year. 

To make DDM more realistic, then we need to assume that dividends are trending upward at a 

stable growth rate that we will call g. Then we call the equation below as the Constant-Growth 

DDM. 

 

 



 

 

Dilarang memperbanyak MOJAKOE ini tanpa seijin SPA FEB UI 

7 Download MOJAKOE dan SPA Mentoring di http://spa-feui.com 
 

Stock Price and Investment Opportunities-Tells us about Reinvestment.  In this concept, we 

are concern about choices whether we will do reinvestment or not, reflected by the dividend 

payout ratio and the plowback ratio. Dividend Payout ratio means percentage of earnings paid 

out as dividend, while Plowback ratio means percentage of earnings that is reinvested in the 

company (not paid out as dividend).  

1 = Dividend Payout ratio + Plowback ratio 

So, when will the reinvested earnings result in higher return? It is when the ROE > k or when 

the Return on Equity (Investment) is higher than market capitalization rate. When the ROE = 

k, then there is no growth opportunities of the reinvested earnings over the investment project 

conducted by the company. 

Life Cycles and Multistage Growth Models- Tells us that, as the company reach its mature 

phase (cycle), then the dividend payout ratio will go higher as the opportunity to grow is less 

than those companies which still on its growing phase. It means that the company which has 

already reached its mature phase will give less return for reinvestment, then it is better to ask 

for a dividend payment (dividend payout ratio will go higher). For the company that has a 

higher opportunity to grow, it will pay dividend in a fluctuated (inconstant) rate. Thus, the 

Constant-Growth DDM is not applicable for this type of company, and it will be better if we 

are using Two-Stage DDM, in which the intrinsic value is the PV of different dividend 

payment for several years till it reaches its steady state growth, plus the PV of the constant 

growth dividend from that steady state year. As an example: 

 

 

where:  

 

 

13. 4 Price Earnings Ratios 

 

 

Where E1 is earning that is not reinvested in the company (dividend). P/E Ratio with PVGO 

just want to tells us that a higher P/E ratio doesn’t always mean that the stock is overpriced, 

but sometimes, a higher P/E ratio can reflect that the company may have a great growth 

opportunity in the future (there is PVGO). 

13. 5 Free Cash flows Valuation Approaches 

Free Cash flow for the Firm (FCFF)  
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Where PT ,  

 

 

Free Cash Flow to Equityholders (FCFE) 

 

 

 

 

Where PT ,  

 

  

kE = Cost of equity. 
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Chapter 15 

Option Markets 

 

THE OPTION CONTRACT 

Call option: the right to buy an asset at a specified exercise price on or before a specified 

expiration date. 

Exercise or strike price: price set for calling (buying) an asset or putting (selling) an asset. 

The holder of the call is not required to exercise price. Holder choose to exercise only if the 

market value of the asset exceeds the exercise price.  

Premium: purchase price of an option. 

Put option: gives holder the right to sell an asset for a specified exercise or strike price on or 

before some expiration date.  

Option is described as:  

-in the money: when its exercise would produce a positive cash flow 

-out of the money: when the exercise price exceeds the asset value no one would exercise 

the right to purchase for the exercise price an asset worth less than amount.  

-at the money:  when the exercise price and asset price are equal. 

 Option Trading: over the counter (OTC) markets offers the advantage that the terms 

of the option contract the exercise price, expiration date, and number of shares 

committed can be tailored to the needs of the traders. 

 American and European Options: American option allows its holder exercise the 

right to purchase (if a call) or sell (if a put) the underlying asset on or before the 

expiration date. European options allow for exercise of the option only on the 

expiration date. 

 The Option Clearing Corporation: The option clearing corporation (OCC), the 

clearinghouse for options trading, is jointly owned by the exchanges on which stock 

options are traded. The OCC places itself between options traders, becoming the 

effective buyer of the option from the writer and the effective writer of the option to 

the buyer. 

 Other Listed Options 

Index options: an index option is a call or put  based on a stock market index such as 

the S&P 500. 
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Future options: gives their holder the right to buy or sell a specified futures contract, 

using as a futures the exercise price  of  the option. Futures option designed in effect 

to allow the option to be written on the futures price itself. 

Foreign currency options:  offers the right to buy or sell a quantity of foreign 

currency for a specified amount of domestic currency. 

Interest rate options: options also are traded on Treasury notes and bonds, Treasury 

bills and government bonds. 

VALUES OF OPTION AT EXPIRATION 

 Call Options: gives the right to purchase a security at the exercise price. The value of 

the call option at expiration equals: 

 

 𝑆𝑇 is the value of the stock at the expiration date.  

X is the exercise price. 

Payoff cannot be negative. Option is exercised only if 𝑆𝑇 exceeds X. If 𝑆𝑇 is less than 

X, the option expires with zero value. 

Profit to the option holder: the option payoff minus the original purchase price.  
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 Put Options: A  put option conveys the right to sell an asset at the exercise price. The 

holder will not exercise unless the asset price is less than the exercise price. 

 

 

 

 Options versus Stock Investments 

Bullish Strategy Bearish Strategy 

Purchasing call option Purchasing put option 

Writing puts Writing calls 

Option values depend on the price of the underlying stock, the purchase of options 

may be viewed as a substitute for direct purchase or sale of as stock. 
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 Option Strategies 

Protective put: An asset combined with a put option that guarantees minimum 

proceeds equal to the put’s exercise price.   
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Covered calls: purchase of a share of stock with the simultaneous sale of a call 

option on the stock. The written option is “ covered” because the potential obligation 

to deliver the stock can be satisfied using the stock held in the portfolio,  

Straddle: Buying both a call and a put on a stock, each with the same exercise price, 

X, and the same expiration date, T . Useful strategies for investors who believe a 

stock will move a lot in price but are uncertain about the direction of the move. 



 

 

Dilarang memperbanyak MOJAKOE ini tanpa seijin SPA FEB UI 

14 Download MOJAKOE dan SPA Mentoring di http://spa-feui.com 
 

 

 

Variations of straddles:  

-strip: two puts and one call on a security with the same exercise price and expiration 

date. 

-strap: is two calls and one put on a security with the same exercise price and 

expiration date. 

 

 

Spreads: is a combination of two or more call (or two or more puts) options on the 

same stock with differing prices or times to expiration. Some option are bought, while 

others are sold, or written.  

-A money spread:  involves the purchase of one option and the simultaneous sale of 

another with a different exercise price.  
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-A time spread: refers to the sale and purchase of option with differing expiration 

dates. 

 

Collars: is an option strategy that brackets the value of a portfolio between two bounds 

OPTIONLIKE SECURITIES 

 Callable Bonds 

A callable bond arrangement is essentially  sale of a straight bond ( a bond with no 

option features such as callability or convertibility) to the investor and the concurrent 

sale of a call option by the investor to the bond-issuing firm. Investors must receive 

some compensation for offering this implicit call option. If the callable bond were 
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issued with the same coupon rate ad a straight bond, we would expect it to sell at a 

discount to the straight bond equal to the value of the call. To sell callable bonds at 

par, coupons are the investor’s compensation for the call option retained by the issuer. 

Coupon rates usually are selected so that the newly issued bond will sell at par value. 

 

 Convertible Securities 

Convertible bonds and convertible preferred stock convey options to the holder of the 

security rather than to the issuing firm. A convertible typically gives its holder the 

right to exchange each bond or share of preferred stock for a fixed number of shares 

of common stock, regardless of the market prices of the securities at the time. 

 

 Warrants 
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Essentially call options issued by firm. Exercise of a warrant requires the firm to issue 

a new share of stock to satisfy its obligation the total number of shares outstanding 

increase. Warrants result in a cash flow to the firm when the warrant holder pays the 

exercise price. These differences mean warrant values will differ somewhat from the 

values of call options identical terms 

 Collateralized Loans 

Assume the borrower is obligated to pay back L dollars at the maturity of the loan. 

The collateral be worth 𝑆𝑇 dollars at maturity. Value today is 𝑆0. The borrower has 

the option to wait until loan maturity and repay the loan only if the collateral is worth 

more than the L dollars necessary to satisfy the loan. If the collateral is worth less 

than L, the borrower can default on the loan, discharging the obligation by forfeiting 

the collateral, which is worth only 𝑆𝑇. 

 

 Leveraged Equity and Risky Debt 

Investors holding stock in incorporated firms are protected by limited liability, which 

means that if the frim cannot pay its debts, the firm’s creditors may attach only the 

firm’s assets and may not sue the corporation’s equity holders for further payment. In 

effect, any time the corporation borrows money, the maximum possible collateral for 

the loan is the total of the firm’s assets. 
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EXOTIC OPTION 

 Asian Options: are options with payoffs that depend on the average price of the 

underlying asset during at least some portion of the life of the option. 

 Currency-Translated Options: have either asset or exercise prices denominate in a 

foreign currency. Example: quanto, which allows an investor to fix in advance the 

exchange rate at which an investment in foreign currency can be converted back into 

dollars. 

 Digital Options:  have fixed payoffs that depend on whether a condition is satisfied 

by the price of the underlying asset. 
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Chapter 16 

Option Valuation 

OPTION VALUATION: INTORDUCTION 

 Intrinsic and Time Values 

Intrinsic value ( 𝑺𝟎 − 𝑿): stock price minus exercise price, or the cash flow that 

could be attained by immediate exercise of an  in-the-money call option. 

Time value: Difference between an option’s price and its intrinsic value. 

 Determinants of Option Values 

 

BINOMIAL OPTION PRICING 

 Two-State Option Pricing 

Assumption: Stock price can take only two possible values at option expiration 

(increase or decrease).  

Hedge Ratio  

 

 

With Cu and Cd is Call Option value when up and down, respectively. uS0 and dS0 is 

the stock price if increases (up) and decreases (down), respectively. 

After calculate the Hedge Ratio (H), then the value of call option: 

(H x S0) - C0 = PV of (uS0 - dS0) 

With C0 is the value of Call Option. 

How then if the price of the call option is different than its value? Use the Arbitrage 

Strategy! 

If the Price of the Option is higher than the value of call option: 1. Write Option, 2. 

Purchase Share, 3. Borrow Money. 
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If the Price of the Option is lower than the value of call option: 1. Buy Option, 2. Sell 

Share, 3. Save Money 

BLACK-SCHOLES OPTION VALUATION 

 The Black-Scholes Formula (European Call Option Valuation) 

  

where, 

 

 

 

 The Black-Scholes Formula (European Put Option Valuation) 

 

 

 The Put-Call parity Relationship 

Put-Call relationship for European Option and stock which doesn’t pay dividend 

before expiration. 
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Put-Call relationship for American Option. 

 

 

With: 

C= Call purchase price 

P= Put sale price 

S0= Stock price 

X= Exercise price 
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Chapter 17 

Futures Markets and Risk Management 

 

THE FUTURES CONTRACT  

Forward Contract: is simply a deferred-delivery sale of some asset with the sales price 

agreed upon now. Forward contract required each party be willing to lock in the ultimate 

price for delivery of the asset. Forward contract protects each party from future price 

fluctuations 

 The Basics of Futures Contracts 

Future price: The agreed-upon price to be paid of futures contract at maturity. 

Long position (buy):  Future trader commits to purchasing the asset on the delivery 

date 

Short position (sells): Future trader commits to delivering the asset at contract 

maturity 

The short position’s loss equals the long position gain. 

Profit to long: Spot price at maturity - Original futures price 

Profit to short: Original futures price – Spot price at maturity 

 

 Existing Contracts 

Futures and forward contracts are traded on a wide variety of goods in four broad 

categories: agricultural commodities, metals and minerals, foreign currencies, and 

financial futures. In addition to indexes on broad stock indexes, one can now trade so-

called single stock futures on individual stocks and narrowly based indexes. 
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Single stock futures: a futures contract on the shares of an individual company. 

TRANDING MECHANICS 

 The Clearinghouse and Open Interest 

Clearinghouse: Established by exchanges to facilitate trading, the clearinghouse 

becomes the seller of the contract for the long position and the buyer of the contract 

for the short position. Clearinghouse obligated to deliver asset to the long position 

and to pay for delivery from short; consequently, the clearinghouse’s position nets to 

zero.  

 

-Reversing trade: instruction to broker to undo long position by entering the short 

side of a contract to close out your position. 

Open interest: The number of contracts outstanding. When  contracts begin trading, 

open interest is zero. As time passes, open interest increases as progressively more 

contracts are entered.  

 Marking to Market and the Margin Account 

Marking to Market: The daily settlement of obligations on futures positions. Each 

trader  establishes a margin account, the margin is a security account consisting of 

cash or near-cash securities, such as Treasury bills, that ensures the trader will be able 

to satisfy the obligations of the futures contract. Because both parties to the futures 

contract are exposed to losses, both  must post margin. 

Maintenance margin: An established value below which a trader’s margin may not 

fall. Reaching the maintenance margin triggers a margin call.  

Convergence property: The convergence of futures prices and spot prices at the 

maturity  of the futures contract.  
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 Cash Versus Actual Delivery 

In some cases contract may be settled with higher-or lower-grade commodities. In 

this cases, a premium or discount is applied to the delivered commodity to adjust for 

the quality differences. 

Cash settlement: The cash value of the underlying asset is delivered to satisfy the 

contract. Cash settlement closely mimic actual delivery, except the cash value  of the  

asset rather than the asset itself is delivered by  the short position in exchange for the 

future price. 

 Regulations: Commodity Future Trading Commission (CFTC) sets capital 

requirement for member firms of the futures exchanges, authorizes trading in new 

contracts, and oversees maintenance of daily trading records 

 Taxation: Menurut peraturan ketentuan SE 18 mei tahun 1993, mengenai transaksi 

derivative. Untuk transaksi derivative dikenai pajak atas premi yang dibayarkan 

secara final atau masuk pasal 4 ayat 2 dalam UU no 36 tahun 2008. 

FUTURES MARKET STARTEGIES 

 Holding and Speculation 

A speculator uses a futures contract to profit from movements in futures prices. If 

they believe prices will increase, they will take a long position for expected profits 

A hedger uses a futures to protect against price movements.  

-Short hedge: Taking a short futures position to offset risk in the sales price of a 

particular asset. 

-Long hedge: analogous hedge for someone who wishes to eliminate the risk of an 

uncertain purchase price.  

 Basis Risk and Hedging 

Basis: the difference between the futures price and the spot price.  

Basis Risk:  Risk attributable to uncertain movements in the spread between a futures 

price and spot price.  

Spread: position where the investor takes a long position in futures contract of one 

maturity and short position in a contract on the same commodity but with a different 

maturity.  

FUTURES PRICES 
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 Spot-Futures Parity: The ways to obtain an asset at some date in the future. One 

way is to purchase it now and store it until the targeted date. Other to take a long 

futures position that calls for purchase of the asset on the date in question. 

Two strategies that will ensure possession of the asset at some future date are: 

Strategy A: Buy the asset now, paying the current or “spot” price, 𝑆0, and hold it until 

time T, when its spot price will be 𝑆𝑇. 

Strategy B: Initiate a long futures position, and invest enough money now in order to 

pay the futures price when the contract matures.  

 

The arbitrage strategy can be represented: 

 

Spot-futures parity theorem or cost-of-carry relationship: Describes the 

theoretically correct relationship between spot and futures prices. Violation of the 

parity  relationship gives rise to arbitrage opportunities.  

FINANCIAL FUTURES 

 Stock-Index Futures 

Contracts are settled by a cash amount equal to the value of the stock index in 

question on the contract maturity date times a multiplier that scales the size of the 

contract.  
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 Creating Synthetic Stock Positions 

Index futures let investors participate in broad market movements without actually 

buying or selling large number of stocks. Instead of holding the market directly, the 

investor takes a long futures position in the index.  

 Index Arbitrage 

Index arbitrage:  is an investment strategy that exploits divergences between the 

actual futures price on a stock market index and its theoretically correct parity value.  

Program trading: Coordinated buy orders and sell orders of entire portfolios, often 

to achieve index arbitrage objectives.  

 Foreign Exchange Futures 

It is simply a network of banks and brokers that allows customers to enter forward 

contracts to trade currency in the future at a currently agreed-upon rate of exchange.  

 Interest Rate Futures 

Price value of a basis point: The change in the value of an asset due to a 1-basis-

point change in its yield to maturity.  

Cross-hedging: Hedging position in one asset by establishing an offsetting position 

in related, but different, asset. 

SWAPS 

Foreign exchange swap: an agreement to exchange a sequence of payments  denominated in 

one currency for payments in another currency at an exchange rate agreed to today.  
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Interest rate swaps: Contracts between two parties to trade cash flows corresponding to 

different interest rates 

 Swaps and Balance Sheet Restructuring 

Example: consider a fixed-income portfolio manager. Swaps enable the manager to 

switch back and forth between fixed-or floating-rate profile quickly and cheaply as 

the forecast for the interest rate changes. A manager who holds a fixed-rate portfolio 

can transform it into a synthetic floating rate portfolio by entering a pay fixed-receive 

floating swap and can later transform it back by entering the opposite side of a similar 

swap. 

 The Swap Dealer  
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Chapter 18 

Portfolio Performance Evaluation 

 

RISK-ADJUSTED RETURNS 

 Investment Client, Service Providers, and Objectives of Performance Evaluation 

Passive management: Involves capital allocation between cash and the chosen risky 

portfolio constructed from one or more index funds or ETFs. 

Cash: Shorthand for virtually risk-free money market securities. 

Active management: Attempts to achieve returns higher than commensurate with 

risk by forecasting broad markets and-or by identifying mispriced securities. 

 Comparison Groups 

The simplest and most popular way to adjust returns for portfolio risk is to  compare  

rates of return with those of other investment funds with similar risk characteristics 

Comparison Universe: The set of portfolio managers with similar investment styles 

that is used  to asses relative performance.  

 

 

 

 Performance Evaluation of Entire-Wealth Portfolios Using the Sharpe Ratio and 

M-Squeare 
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Sharpe ratio or its variant M-square are used to choose between an actively managed 

portfolio competing with a passive benchmark as the sole risky position for an 

endowment.  

 

Sharpe ratio: reward to volatility ratio; ratio portfolio excess return to standard 

deviation 

𝑆 =
 �̅�

𝜎
 

Portfolio P* is portfolio P with just the right amount of leverage to make the standard 

deviation match that of the benchmark. 

The risk premium of portfolio P* can be written in term of sharpe ratio of P: 

 

The risk premium of the benchmark can be written in terms of its sharpe ratio: 

M-Square (𝑴𝟐): Return difference between a managed portfolio leveraged to match 

the volatility of a passive index and the return on the index. 

M-square is the rate-of return differential between P*and M, a legitimate and easy-to 

interpret performance measure because the portfolios are volatility-matched. 

 Performance Evaluation of Fund Using the Treynor Measure 

Fund of Fund approach: allocating the endowment among a number of professional 

managers based in part on performance. Fund of funds, where residual risk can be 

largely diversified away, we should compare average excess return to 

nondiversifiable or systematic, rather than total risk. Since beta measures systematic 

risk treynor proposed Treynor Measure. 

Treynor Measure: Ratio of portfolio excess return to beta. Can differ sharpe’s, 

suggesting that the proper performance measure depends on the risky position in the 

investor’s overall portfolio. 

T= 
 �̅�

𝛽
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 Performance Evaluation of a Portfolio Addedto the Benchmark Using the 

Information Ratio 

Endowment considers adding a position in an actively managed portfolio to an alredy 

existing passive portfolio. 

Information ratio: ratio of alpha to the standard deviation of diversifiable risk. 

 Summarizes of Performance Measure 

 

 The Relation of Alpha to Performance Measures. 

Jensen measure: The alpha of an investment. 

The relation of the Jensen measure to the sharpe and Treynor measure.  

Sharpe measure is: 

Where 𝜌 is the correlation between the excess return of P and the benchmark. First 

observe alpha alone does not determine which portfolio has a larger sharpe ratio. The 

standard deviation of P and its correlation with the benchmark are also important. 

Thus positive alpha is not a sufficient condition for a managed portfolio to offer a 

higher sharpe measure than the passive benchmark.  

Treynor measure is: 
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�̅�𝑀 is common to all portfolios, therefore, the relative rank of 𝑇𝑝 is determined by 

ratio 
𝛼𝑝

𝛽𝑝
. Positive  alpha is necessary but not sufficient to rank alternative active 

portfolios, we also need to know beta. 

 Alpha Capture and alpha Transport 

Alpha Capture: Construction of a positive-alpha portfolio with all systematic risk 

hedged away 

Alpha transfer or alpha transport: Establishing alpha while using index products 

both to hedge market exposure and to establish exposure to desired sectors. 

 Performance Evaluation With a Multi-Index Model 

From equation above, states that expected return is determined by betas on three 

factors, not just by beta relative to the market index.  

 

In a three-factor security market as described  by the equation above, the market 

index is no longer  the single efficient portfolio. Instead, we can use as our 

benchmark portfolio the combination of factor portfolios that maximizes the sharpe 

ratio. Failure to recognize the multi-index equation in favor of misspecified single-
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index equation can lead one to overestimate performance. Apparent alpha values that 

reflect the impact of omitted factors will be mistaken for superior performance 

STYLE ANALYSIS 

Style analysis was introduced by Nobel Laureate William Sharpe, his idea was to regress 

fund returns on indexes representing a range of asset classes. The regression coefficient on 

each index would then measure  the implicit allocation to that “style”.  

MORNINGSTAR’S RISK-ADJUSTED RATING 

Morningstar calculates a number of RAR performance measures that are similar, although 

not identical, to the standard mean-variance measures. The most distinct measure, the 

Morning Star Rating, is based on comparison of each fund to a peer group. The group for 

each fund is selected on the basis of the fund’s investment universe as well as portfolio 

characteristics such as average price-to-book value, price-earnings ratio, and market 

capitalization.  Morningstar computes fund returns as well as a risk measure based on fund 

performance in its worst years. The risk-adjusted performance is ranked across funds in a 

style group, and stars are awarded based on the following table: 

 

Percentile Stars 

0-10 1 

10-32.5 2 

32.5-67.5 3 

67.5-90 4 

90-100 5 
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RISK ADJUSTMENTS WITH CHANGING PORTFOLIO COMPOSITION 

If a manager attempts to increase portfolio beta when she thinks the market is about to go up 

and to decrease beta when pessimistic, both the standard deviation and the beta of the 

portfolio will change over time. This can wreak havoc with our performance measure. When 

we address the performance of mutual funds selected because they have been successful, we 

need to highly cautious in evaluating their  track records.  

Survivorship bias: Upward bias in average fund performance due to the failure to account 

for failed funds over the sample period. 

 Performance Manipulation 

Manager identifies the risk and the strategy that can be use to manipulate the ratio. 

The manipulation will reduce the risk of losing. 

PERFORMANCE ATTRIBUTION PROCEDURES 

Attribution analysis starts from the broadest asset allocation choices and progressively 

focuses on ever-finer details of portfolio choice. Common attribution system decomposes 

performance into three components: 

1. Broad asset market allocation choices across equity, fixed income, and money 

markets 

2. Industry choice within each market 
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3. Security choice within each sector 

Bogey: The benchmark portfolio an investment managers is compared to for performance 

evaluation 

 

 

 Asset allocation Decisions 

Managed portfolio presentation in every component 

 Sector and Security Selection Decisions 
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 Summing Up Component Contributions: in this attribution period, all facets of the 

portfolio selection process were successful. 

MARKET TIMING 

Market timing: A strategy that moves funds between the risky portfolio and cash, based on 

forecasts or relative performance. 

1. Family A invested solely in a money market or cash equivalents. 

2. Family B invested solely in stocks, reinvesting all dividends. 

3. Family C switched, every month, 100% of its funds between stocks and cash, based 

on its forecast of which sector would do better next month. 

 



 

 

Dilarang memperbanyak MOJAKOE ini tanpa seijin SPA FEB UI 

36 Download MOJAKOE dan SPA Mentoring di http://spa-feui.com 
 

In every period, the perfect timer obtains at least as good return, in some  cases better. 

Therefore, the timer’s standard deviation is misleading measure of risk when you compare 

perfect timing to an all-equity or all cash strategy 

 Valuing Market Timing as an Option 

The portfolio return the risk-free rate when the market return is less than the risk-free 

rate and pays the market return when the market beats bills. This represents perfect 

market timing. Consequently, the value of perfect-timing ability must equal the value 

of the call option. 

 

 The Value of Imperfect Forecasting 

Success rate is not a measure of forecasting ability. We need to examine the 

proportion of bull markets (𝑟𝑀 > 𝑟𝑓) correctly forecast as well as proportion of  bear 

markets (𝑟𝑀 < 𝑟𝑓) correctly forecast. If we call 𝑃1 the proportion of correct forecasts 

of bull markets and 𝑃2 the proportion for bear markets, then 𝑃1 + 𝑃2 − 1 is the correct 

measure of timing ability. 

 Measurement of Market-Timing Performance 

If the  weight on the market were constant, then portfolio beta would also be constant 

and the portfolio characteristic line would plot as a straight  line. Investor could 

correctly time the market and shift funds into it in periods when the market does well. 
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The idea is that if the timer can predict bull and bear markets, more will be shifted 

into the market when the market is about to go up. The portfolio beta and 

characteristic line will be higher when 𝑟𝑀 is higher, resulting in the curved line 
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Chapter 22 

Investors and the Investment Process 

THE INVESTMENT MANAGEMENT PROCESS 

Planning: focused largely on establishing the inputs necessary for decision making. Include 

data about the  client as well as the capital market, leading to broad policy guidelines. 

Execution: fleshes out the details of optimal asset allocation and security selection. 

Feedback: is the process of adapting to changes in expectations and objectives as well as to 

changes in portfolio composition that result from changes in market prices.  
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INVESTOR OBJECTIVES 

 Individual Investors: Significant investment decision for most individuals concern 

education, which is an investment in “human capital”. The major asset most people 

have during their early working years is the earning power derived from their skills. 

At this point in the life cycle, the most important financial decisions concern 

insurance against the possibility of disability or death. Investors near retirement age 

attitudes will shift away from risk tolerance and toward risk aversion.  

 Professional investors 

1. Personal trusts: established when an individual confers legal title to property 

to another person or institution, which then managers that property for one or 

more beneficiaries. 

2. Mutual funds: firms that manage pools of individual investor money. They 

invest in accordance with objectives and issue shares that entitle investors to a 

prorate portion of the income generated by the funds 

3. Pension funds: 

-Defined contribution plans are in effect savings accounts established by the 

firm for its employees. 

-Defined benefit  plans, by contrast, the employer has an obligation to 

provide a specified annual retirement. 

 Life Insurance Companies 

The company  can reduce risk by investing in assets that will return more in the event 

the insurance policy coverage becomes more expensive. 

 Non-Life-Insurance Companies 

Investment strategies typically call for hedging long term liabilities with bonds of 

various maturities. 

 Banks 

Try to match the risk of assets to liabilities while earning a profitable spread between 

the lending and borrowing rates.  
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 Endowment Funds Are held by organizations chartered to use their money for 

specific non profit purpose. 

 

 

INVESTOR CONSTRAINTS 

 Liquidity: the speed  and ease with which an asset can be sold and still fetch a fir 

price, or the price discount necessary to achieve an immediate sale.  

 Investment Horizon: planned liquidation date of the investment. Horizon dates must 

be considered when investors choose between assets of various maturities.  

 Regulations: Professional investors who manage other people’s money have a 

fiduciary responsibility to restrict investment to assets that would have been approved 

by a prudent investor. 

 Tax Considerations: The performance of any investment strategy should be 

measured by its rate return after taxes. 

 Unique Needs: job is often the primary “investment” of an individual, and the unique 

risk profit profile that results from employment can play a big role in determining a 

suitable investment portfolio. 
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INVESTMENT POLICIES 

Investors policies must reflect an appropriate risk-return profile as well as needs for liquidity, 

income generation, and tax positioning. The most important portfolio decision an investor 

makes is the proportion of the total investment fund allocated to risky as opposed to safe 

assets 

 Top-Down Policies for Institutional Investors 

A common feature of large organization is the investment committee and the asset 

universe. A major responsibility of the investment committee is to translate the 

objectives and constraints of the company into an asset universe. 

Asset universe: approved list of assets in which a portfolio manager may invest. 

The investment committee has responsibility for broad asset allocation. The task of 

choosing specific securities from the approved universe is more fully delegated to the 

investment manager 

 

 Active versus Passive Policies: The choice between active and passive strategies 

need not be all-or-nothing. One can pursue both active security selection and passive 

allocation 
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MONITORING AND REVISING INVESTMENT PORTFOLIOS 

Investment process requires that investor continually monitor and update their portfolios. 

Asset allocation also will change over time, as the investment performance of differenct asset 

classes diverges.  
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Chapter 18  

Real Estate and Other Tangible Investments 

 

INVESTING IN REAL ESTATE 

 Investor objectives 

1. Investment Characteristics: To select wisely, investor need to consider the 

available types of properties and whether investor want an equity or debt 

position. Real estate can be classify into 2 investment categories: 

Income property includes residential and commercial properties that are 

leased out and expected to provide returns primarily periodic rental income. 

Speculative property typically includes raw land and investment properties 

that are leased out and expected to provide returns primarily from appreciation 

in value due to location, scarcity, and so forth, rather than from periodic rental 

income. 

2. Constrains and goals 

One financial  constraint is the risk-return relationship investor find 

acceptable. In addition investor must consider how much money you want to 

allocate to the real estate portion of your portfolio, and you should define a 

quantifiable financial objective. Often financial goals is stated in terms of 

discounted cash flow or yield 

 Analysis of important features 

1. Physical property: when buying real estate, make sure you are getting both 

the quantity and the quality of property you think you are. 

2. Property rights: make sure that you get a legal inspection from a qualified 

attorney 

3. Time horizon: the short-term investor might hope for a quick drop in 

mortgage interest rates and buoyant market expectations, whereas the long-

term investors might look more closely at population growth potential 

4. Geographic area: Real estate is a spatial commodity, which mean that its 

value is directly linked to what is going on round. you must decide what 

spatial boundaries are important for your investment. 
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 Determinants of value 

Demand:  refers to  people desire to buy or rent a given property. Population 

characteristics also influence demand. To analyze demand for a specific property, you 

should look at an area’s population demographics and psychographics. 

-Demographics: refers to measurable characteristics, such as household size, age 

structure, occupation, gender, and marital status. 

-Psychographics: includes characteristics  that describe people’s mental dispositions, 

such as personality, lifestyle, and self-concept. 

By comparing demographic and psychographic trends to the features of a property, 

you can judge whether it is likely to gain or lose favor among potential buyers or 

tenants. 

Supply: it means sizing up the competition. For longer-term investment decisions, 

investor must identify competitors through the principle of substitution. This principle 

holds that people do not buy or rent real estate, instead, judge properties as different 

sets of benefits and costs.  

 

The Property: to develop a property’s competitive edge, an investor should consider: 

1. Restriction on use: in today’s highly regulated society, both state and local 

laws and private contracts limit the rights of all property owners 

2. Location:  a good location rates high on 2 key; 

-convenience: refers to how accessible a property is to the places the people in 

a target market frequently need to go. 

-size: one of the most important features of property is size. Size quality as 

reflected in soil fertility, topography, elevation, and drainage.  

3. Improvement: the additions to a site such as buildings, sidewalks, and various 

on-site amenities. 

4. Property Management: finding the optimal level of benefits for a property and 

providing them at the lowest costs.  

Property transfer process:  efficient market, in which information flows so quickly 

among  buyers and sellers that it is virtually impossible for an investor to outperform 

the average systematically. investors know  that real estate markets are less efficient 

than capital markets. This means is that skillfully conducted real estate analysis can 

help you beat the averages.  
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REAL ESTATE VALUATION 

 Estimating market value 

1. The cost approach:  is based on the idea that an investor should not pay more 

for a property than it would cost to rebuild it at today’s prices for land, labor, 

and construction materials. This approach to estimating value generally works 

well for new or relatively new buildings. 

2. The comparative sales approach: as the basic input the sales prices of 

properties that are similar to the subject property. This method is based on the 

idea that the value of a given property is about the same as the prices for 

which other, similar properties have recently sold. 

3. The income approach: property value is viewed as the present value of all its 

future income. 

𝑴𝒂𝒓𝒌𝒆𝒕 𝒗𝒂𝒍𝒖𝒆 (𝑽) =
𝒂𝒏𝒏𝒖𝒂𝒍 𝒏𝒆𝒕 𝒐𝒑𝒆𝒓𝒕𝒂𝒊𝒏𝒈 𝒊𝒏𝒄𝒐𝒎𝒆 (𝑵𝑶𝑰)

𝒎𝒂𝒓𝒌𝒆𝒕 𝒄𝒂𝒑𝒊𝒕𝒂𝒍𝒊𝒛𝒂𝒕𝒊𝒐𝒏 𝒓𝒂𝒕𝒆 (𝑹)
 

NOI is calculated by subtracting vacancy and collection losses and property operating 

expenses, including property insurance and property taxes, from an income property’s 

gross  potential rental income. 

Capitalization rate is the obtained by looking at recent market sales figures to 

determine the rate of return currently required by investors.  

 Performing Investment analysis 

Market value versus investment analysis 

1. Retrospective versus prospective: Market value appraisals look backward, 

they attempt to estimate the price a property will sell by comparing recent 

sales of similar properties. 

2. Impersonal versus personal: A market value estimate represent the price a 

property will sell for under certain specified conditions in other words, a sort 

of market average. 

3. Unleveraged versus leveraged: the returns a real estate investment offers 

will be influenced the amount of the purchase price that is financed with debt. 

-Positive leverage: a property can earn return in excess of the cost of the 

borrowed funds the investor’s return is increased to a level well above what 

could  have been earned from an all-cash deal. 
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-Negative leverage: return is below the debt cost, the return on invested 

equity is less than from an all-cash deal.  

4. NOI versus after tax cash flows:  recall that to estimate market value, the 

income approach capitalizes net operating income. after tax cash flows are the 

annual cash flows earned on a real estate investment, net of all expenses, debt 

payments, and taxes 

Calculating Discounted Cash Flow 

 

Calculating Yield 

 

 

 

 

REAL ESTATE INVESTMENT SECURITIES 

 Real estate investment trusts (REIT) 

Is a type of closed end investment company that invests money, obtained through the 

sale of its shares to investors, in various types of real estate and real estate mortgages. 

Basic structure: REITs sell shares of stock to the investing public and use the 

proceeds, along with borrowed funds, to invest in a portfolio of real estate 

investments. Investor therefore owns part of the estate portfolio held by the real estate 

investment trust. 3 basic types of REITs: 
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-Equity REITs: invest in properties such as apartments, office buildings, shopping 

centers, and hotels. 

-Mortgage REITs: make both construction and mortgage loans to real estate investors 

-Hybrid REITs: invest both in properties and in construction and real estate mortgage 

loans. 

Investing in REITs: provide an attractive mechanism for real estate investment by 

individual investors and professional management 

 Other forms of real estate investment 

Public real estate limited partnerships (REI.Ps), professionally managed real estate 

syndicates, were a popular real estate investment vehicle for individuals. Assume the 

role of general partner, which means their liability is unlimited, and other investors 

are limited partners, which means they are legally liable for only the amount of their 

investment.  

OTHER TANGIBLE INVESTMENT 

 Tangibles as investment outlets 

Some tangibles, such as gold and diamonds. Are easily transported and stored; other, 

such as art and antiques, usually are not. These differences can affect the price 

behavior of tangibles. The tangibles is dominated 3 focus of investments: 

1. Gold and other precious metals (silver and Platinum) 

2. Gemstones ( diamond, rubies, emeralds) 

3. Collectibles (everything from coins and stamps to artworks and antique) 

Investment Merits: The only source of return from investing in tangibles comes in the 

form of appreciation in value (capital gains) or substantial opportunity cots in the form of 

lost oncome that could have been earned on the capital. Tangibles  tend to be affected by: 

1. Rate of inflation 

2. Scarcity 

3. Domestic and international instability 

 Investing in tangibles 

Investing in tangibles, investors have to be careful to separate the economics of the 

decision from the pleasure of owning these assets. Investor must consider expected 

price appreciation, anticipated holding period, and potential sources of risk. Investor 
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should carefully weigh the insurance and storage costs of holding such assets, as well 

as the potential impact that a lack of good tangibles resale market can have on return 

Gold an other precious metals precious metals: are tangibles that concentrate a 

great deal of value in a small amount of weight and volume. The ways gold can be 

held as a form of investing: 

-gold bullion coins: value is determined primarily by the quality and amount of gold 

in the coins. 

-gold bullion: gold in its basic ingot (bar) form. 

-gold jewelry: usually sells for a substantial premium over its underlying gold value 

-gold stocks, mutual funds, and exchange funds (ETFs): investors prefer to purchase 

shares of gold-mining companies, mutual funds, or ETFs that invest in gold stocks. 

-gold futures: investing in the short-term price volatility of gold is through futures 

contracts or futures option. 

-gold certificates: a convenient and safe way to own gold is to purchase a gold 

certificate through a bank or broker. 

Gemstones : consist of diamonds and the so-called colored precious stones 

Collectibles: represent a broad range of items from coins and stamps to posters and 

cars.  
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