	FINANCE 7320             INVESTMENTS              RICH PETTIT


Course Description
This is a one-semester course in the Theory and Practice of Investment Decision Making.  As such, it covers the topic areas of capital market structure, security price determination, portfolio analysis, security valuation, and institutional investment management.  The course is designed to develop a broad conceptual framework from which empirical observations and investment applications can be made.  Thus, the course is designed to provide the framework both for understanding how capital markets work (as viewed from outside) and how you can make better investment related decisions (as viewed from inside – as an employee working in the marketplace, or as an investor).  The term “capital markets” refers to all relatively active markets for all relatively long-term securities, and, as such, it emphasizes stock and bond markets.  Markets for other investments – real goods and services (sometimes), options, futures, commodities, money market instruments – while they may influence and be influenced by capital markets are not directly studied in this course.  Also, from this point forward, the terms “capital market” and “market” are used interchangeably.
The first six to eight weeks of the course emphasize the market environment, how rational investors make investment choices and how these choices collectively affect conditions in the financial marketplace (equilibrium!).  This section concentrates on the rationality of markets, and considers both the efficiency of markets and the manner in which markets determine the prices at which you can buy and sell stocks and bonds.  The last half of the course concentrates more on the factors that determine security value and on the professional management of investment portfolios.  Part of this section of the course introduces the subject of security analysis as it would be used in the management of the Cougar Investment Fund (Finance 7322).
Work Assignments and Grading
The material you will be presented with is structured as follows:
· Lectures and class discussions – there will always be a Power Point presentation corresponding to, and supplementing, all class discussions.  For convenience, these will be referred to as “Class Slides”   The Class Slides should be reviewed before class.

· Synopsis’ of pertinent material – there may be an additional document that explains some aspect of the material under discussion   Each “Synopsis” provides orientation and discussion on some (but not all) of the material to be discussed in class.  The purpose of each is to provide a framework or structure to help you to organize your thoughts about a specific issue, and to provide more detail or alternative explanations when necessary. [Warning: the synopsis is not a summary. It cannot be used as a substitute for material discussed in class.  It does not include all material presented, and its concentration on certain topics should not be used as a basis for concluding what's relevant to the class.  Each synopsis, however, is chapter and class specific and should be read before class.   They are usually between 2 and 5 pages long.
· Reading material – this includes assigned reading from the text, and from other material that may be presented to you (articles from Barron’s, WSJ, Financial Analysts Journal, segments from Jacob & Pettit text, and other Pettit collections).  You are responsible for the reading assignments indicated on the attached reading list.  There are dates on the reading list, but those dates are only approximate so as to permit some discretion regarding the depth of coverage of a topic.  You will be aware of where we are on the reading list through class material that is coordinated with the PPT slides.  For convenience, these will be referred to as “Elton & Gruber,” and “Supplements.” 
· Universal Hypotheses, Financial Concepts, Relationships, and Points of Interest:  Each class I will try to thrill you with an unexpected but useful financial dictum.  Sometimes they will relate to the material under discussion, and sometimes not.  Sometimes they will relate to material you have studied in other finance courses, and sometimes this will be your first (and only) exposure.  Hopefully, at one a week, there are at least 15 of them.  Here, in brief, are two examples: 
· More diversified portfolios, other things constant, offer more wealth accumulation than less diversified portfolios.  And, 
· It’s often said that “in the long run stocks offer higher returns than bonds.”  Thus, if you are a long term investor, you should position your portfolio to put more emphasis on stocks.  This statement is wrong on both counts. 
All of this material (save the text and the dictum) will be available on line or via e-mail, and all of it should be reviewed prior to the class in which it will be discussed.  
The text is by Ned Elton, Marty Gruber along with two others on the 6th edition.  All 4 authors are well known in both the academic and professional investment communities.  The authors are from NYU and Yale, and the included material is standard for MBA and MS programs that staff those firms operating in the professional investment community.  
It is critical for you to keep in mind that the theoretical models developed in class (e.g. efficient markets, portfolio theory, discounted cash flow valuation, the market model, the capital asset pricing model, arbitrage pricing, etc.) are an integral part of the workings of our operating financial markets.  While professionals would disagree about the extent to which the capital asset pricing model, say, captures the relationship between risk and return, all would be familiar with the basic propositions that the model sets forth.  

As graduate students in business you should read the financial press (e.g., The Financial Times, Barron's, The Wall Street Journal, or other such publications) on a regular basis, and attempt to identify where concepts developed in the class may be applied to problems of direct interest to individuals operating in the world's security markets.

Grading will be based on two exams (each about 1:30 long), a “portfolio analysis” report, class participation and a bit of homework.  Each will carry a 25% weight.  You will get feedback on class participation approximately once a month.  The portfolio analysis project uses software called The Investment Portfolio (TIP), which is part of the textbook package.  You will manage a portfolio consistent with standards to be developed in class, and track and explain the characteristics of that portfolio during the course of the semester.  We supply the data for the analysis.  Your analysis will employ TIP and Excel.  Essentially, you will be acting as a professional portfolio manager who must explain the performance characteristics and other attributes of the portfolio to his or her investors.
Miscellaneous Items
1. Office:
230c MH
Office Hours:
1:00-4:00 Tuesday, or by appointment
2. E-mail: 
rpettit@uh.edu


3. Phones: 
713-743-4759 (O), 281-379-7984 (HO) , 281-732-6759 (cell) 

4. Research Assistant: Available for help solving technical problems and for help with data and software -- office hours: to be determined, but near class time.

5. Give me advance notice when you need to miss class – e-mail is OK.

6. No make-up exams, no late homework, and the final must be taken at the designated hours during finals week.  A missed mid-term will result in 50% weight on the final.

	READING LIST FOR INVESTMENTS


TEXT:
 Modern Portfolio Theory and Investment Analysis by Edwin Elton, Martin Gruber, Stephen Brown, and William Goetzmann (Wiley, 6th Edition).  The text serves as a supplement to the material presented in class.  It is there for you to use, and it supplies you with a different perspective and/or a different method of presentation.  This is a graduate class, and it’s up to you to make use of the text as you see fit.
MY STUFF: Slides, Synopsis’, and Supplements. Slides and Synopsis’ will be available prior to class – usually a week in advance.  Print each in the manner that is easiest for you to use and bring your copy to class.  I will have a few copies of the slides, printed 4 to a page, to hand out in class for those of you who forget to or do not choose to print them for your own use.  Supplements do not need to be with you in class.   Potentially, there is one or two Synopsis’ for each Reading List subsection defined below.  A few subsections have none.  Each Slide, Synopsis, and Supplement is identified with a Reading List subsection (e.g. III.A.2.).  Any of our discussions may span more than one class day so be careful to bring the proper documents with you.  
READING ASSIGNMENTS:   All reading material must be completed prior to its coverage in class.  Specific reading assignments are indicated in bold ital. below.  Please note that the indicated schedule is approximate, however, the midterm and final exams will be given on (and only on) the specified date. 

	Part I:  The Nature of Investment Decisions


1/18

A.
Introduction

1. Definitions
2. Investment decisions: basic factors affecting investor 
choices 

Chapters 1 & 2 
1/18

B.
Review of principles of present value and rates of return (the "Three Return" concept) 





Chapter 18 to page 457

C.
Expectation and dispersion of returns (introducing uncertainty)

	Part II:  The Investment Environment


1/25

A.
The role of security markets in an economy

1. Similarities and differences between financial contracts (or, why are there so many investment alternatives?)


Jacob & Pettit, Chapter 3 
2. Similarities and differences between securities markets

Chapter 3
1/25

B.
The historical record

1. Single period and multi-period returns.  

2. Returns provided from alternative financial contracts 
2/1
           C.
Competition and the Predictability of Returns:  Market Efficiency

1. Security Markets as aggregators of investor expectations


Chapter 17;
Jacob and Pettit, Chapter 6
2. Price adjustments and the Pattern of Security returns Over Time.

3. Volatility and uncertainty

	Part III: Portfolio Choice (Asset Allocation, Modern Portfolio Theory)


2/8

A.
Preferences over risk and return



2/8

B.
Mathematics of portfolio risk and return

Chapter 4
2/15

C.
Modern Portfolio Theory: Efficient sets and the value of diversification

Chapter 5 
2/22

D.
Generalizing the portfolio choice model





Chapter 6 (appendix optional), 





Jacob & Pettit Chapter 7 (pages 210-214)
2/22

E.
Portfolio betas: Identifying "beta" as a measure of risk





Chapter 7

2/22

F.
The practical benefits of international diversification





Chapter 12
3/1 -- Guest Speaker


Part V.  Bond Pricing and Fixed Income Portfolio Management




Chapters 20 & 21 for general content
3/8 
Midterm Exam First Part of Class
	Part IV: Pricing Capital Assets 


3/8

A.
Capital market equilibrium: derivation of the capital asset pricing model (CAPM)
Chapter 13
3/22

B.
Market betas and the market price of risk (the equity premium or the security market line)





Chapter 14 (for general content only)

3/29

C.
Empirical evidence on the CAPM and APT 





Chapter 15

3/29

D.
Other pricing models and Implications of equilibrium for active and passive investment strategies. Arbitrage free pricing (APT)

Chapter 16
	Part V:  Security Valuation and Security Analysis


4/5
     
A.
General framework for valuation.

 Chapter 18, page 461 to end
1. Earnings, dividends, and free cash flows
2. Three perspectives on valuation: What’s required to beat the market?




Jacob & Pettit Chapter 11

4/12    
B.
Valuing Equity Securities

1. Critical valuation variables 

Chapter 19
2. Cougar Investment Fund proprietary valuation model: Estimating current value, target price, and multi-period returns.  
 
4/12, 19        
C.
Security analysis:  Estimating critical valuation variables and forecasting security return and risk
1. Illustrations of valuation of S&P 500, large cap value firm, small cap growth firm

2. Security selectivity and/or market timing: Can anybody do it?
4/19

D.
Insider trading and other regulatory issues
4/19

F.
Corporate decisions and value (investment, financing, dividend policy) -- value maximization and wealth transfers.  How can they screw us?
	Part VI:  Portfolio Management


4/19, 26    
A.
Structure and regulations of the institutional money management industry



B. 
Performance measurement and attribution: security selectivity and market timing




Chapters 25 & 26
FINAL EXAM 
 

	MORE ON OBJECTIVES FOR THE COURSE


The following list provides one way of summarizing the kinds of issues that are going to be covered during the 15-week semester.  The list is meant to provide you with an idea of the "practical" applications that will be made in our consideration of the theory and practice of investment decision making.  It is not an exhaustive list.  You are encouraged to add to it, either by way of class discussion, or by requesting (either in writing or in class) that an issue you find interesting or perplexing be discussed in class. There is no logical order to these questions.  Some will be developed in the course of our discussion on a particular day, while others will be considered in a more pedestrian manner over the semester.  Whatever the case, by finals week you should have a good understanding of how to answer these questions.  

1. What justification can be given for stock prices fluctuating so dramatically over the last decade – increasing by more than 100% during 1995-1999; then falling dramatically for three years until 2003 turned in a 26% return? Are the factors that led to these returns those that valuation "theory" says ought to be important?  

2. Based on expectations of earnings, dividends, and the cash flows generated from operations; and based on returns available on investment alternatives, can the current level of the S&P 500 Index (about 1200) or the NASDAQ Index (about 2100) be justified?  How about Google’s market cap exceeding Ford and GM combined?
3. Can some managers or analysts, beyond any reasonable doubt, identify when the market supplies high returns or which securities supply high returns?

4. Is the observed day-to-day variability of stock market prices excessive in view of the relative stability of reported earnings and dividends? 

5. Does beta or standard deviation really serve as a measure of risk in securities markets, and do any market professionals pay attention to it?

6. What factors affect the value of individual securities, and can the cross-sectional distribution of relative prices be justified  Can P/E ratios of 8 for Toll Bros, Ford, and GM, 18 for Home Depot, 26 for Bed Bath & Beyond and 100 for Ebay be justified?

7. In what sense is public information useful for the analysis of individual common stocks and bonds?

8. What part do corporate managers and managerial decisions play in the determination of common stock and bond prices?

9. Can corporate managers really shift wealth as they wish?  Is corporate reporting really transparent?  Is Elliott Spitzer right?

10. How can new, hybrid, financial instruments be valued, and have some market professionals found a way to make something out of nothing with derivatives, hostile takeovers, leveraged buyouts, recapitalizations, or intra-firm tender offers?  Do some of these pose a danger to financial markets?  Is finance theory partly responsible for Enron, World Com, or Adelphia?
11. What benefit is achieved using tactical asset allocation (a popular sales point for money managers these days)?  Do such strategies increase or decrease risk? 

Spring 2005                                                 Finance 7320                                           Rich Pettit   

