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Introduction

· Great investment opportunities and ideas are emerging constantly, from cutting edge developments in derivatives markets to the explosion in Internet investing. 

· The Ultimate Investor offers sharp insights into every aspect of investment from fundamental concepts, markets and instruments like value investing, risk and mutual funds to the developing frontiers of emerging markets, ethical investment and hedge funds. 

· The ideas of the top investment gurus are summarised and their lasting value assessed giving you exactly what you need to know from George Soros, Warren Buffett, Peter Lynch, Mark Mobius, Jack Bogle and many others. 

· There is a seemingly inexhaustible supply of books, articles, speeches, websites and interviews offering analysis, advice and inspiration. 

· With time as the most valuable asset of all how can smart investors absorb only the best and most profitable thinking? 
· The Ultimate Investor is the answer. 

· The Ultimate Investor gives you everything you need to understand today's complex and exciting investment landscape. These are the people and ideas shaping tomorrow's market. 

· Influential investor and commentator Dean LeBaron has teamed up with best-selling investment writer Romesh Vaitilingam to produce a one-stop guide to the world's greatest investment ideas and thinkers. 
· Dean LeBaron, founder of Batterymarch Financial Management in 1969, directed the firm's pioneering advances in the mid-1970s in the application of computer technology and modeling techniques, first in the US market and then in international and emerging markets. Dean is recognized as one of the first foreign entrants in the nascent securities markets of Brazil, India, Russia and China. .

· Romesh Vaitilingam is an economics writer and media consultant. He is the author of several successful books in economics, business and finance, including the bestselling The Financial Times Guide to Using the Financial Pages.

Is it Possible to Outperform the Market? 
Among the most important questions, an investor should ask “Is it possible to outperform the market?” Here then the question is who is more competitive 

1. The Market

2. The Investor

If the Market is Efficient:

If the market is efficient, then passive investing or indexing is probably the way to go. Indexing is buying diversified portfolios of all the securities in an asset class. The arguments for such an approach include 

1. Reduced costs

2. Tax efficiency

Historically, passive funds have outperformed the majority of active funds. The efficient market hypothesis (EMH) says that at any given time, asset prices fully reflect all available information. Various studies on EMH imply but do not limit information to be strictly financial in nature. It may incorporate different investor perceptions whether correct or otherwise. This richer interpretation of the EMH provides for further data study, intuition, judgment and the quest for new tools that markets may discover in the pursuit of profits above the average.

When the markets are efficient, the prices fully reflect all information. Here the price movements do not follow any patterns or trends but follows random walk. This means that past price movements cannot be used to predict future price movements. Random walk is an intrinsically unpredictable pattern. The random walk is often compared to the path a sailor might follow out of a bar after a long, hard night drinking.

EMH can be accepted in any one of the three forms:

1. The weak form:  


EMH asserts that all past market prices and data are fully reflected in asset prices. The implication of this is that technical analysis cannot be used to beat the market 

2. The semi-strong form: 


EMH asserts that all publicly available information is fully reflected in asset prices. The implication of this is that neither technical nor fundamental analysis can be used to beat the market. 

3. The strong form: 


EMH asserts that all information - public and private - is fully reflected in asset prices. The implication of this is that not even insider information can be used to beat the market. 

Challenges to EMH:

The central challenge to the EMH is the existence of stock market anomalies where there are incomprehensible patterns in returns. Some of them are 

1. Size effects: 


Here small firms may offer higher stock returns than large ones; 

2. Calendar effects:


Such as the 'January effect' - which seems to indicate that higher returns can be earned in the first month compared to the rest of the year . Using NYSE stocks for the period 1904-1974, they find that the average return for the month of January was 3.48 percent as compared to only .42 percent for the other months.
3. Weekend effect or 'blue Monday on Wall Street’: 


This suggests that you should not buy stocks on Friday afternoon or Monday morning since they tend to be selling at slightly higher prices. The negative returns are "caused only by the weekend effect and not by a general closed-market effect". A trading strategy, which would be profitable in this case, would be to buy stocks on Monday and sell them on Friday
4. Ratios:


These indicate undervalued stocks and are used by value investors, such as low price-to-earnings ratios and high dividend yields.

5. Other Seasonal Effects: 
Holiday and turn of the month effects have been well documented over time and across countries. Lakonishok and Smidt (1988) show that US stock returns are significantly higher at the turn of the month, defined as the last and first three trading days of the month. Ariel (1987) shows that returns tend to be higher on the last day of the month

6. Turn of the Month Effect
Stocks consistently show higher returns on the last day and first four days of the month. Frank Russell Company examined returns of the S&P 500 over a 65 year period and found that U.S. large-cap stocks consistently show higher returns at the turn of the month. Chris R. Hensel and William T. Ziemba presented the theory that the effect results from cash flows at the end of the month (salaries, interest payments, etc.).

7. Over/Under Reaction of Stock Prices to Earnings Announcements: 
There is substantial documented evidence on both over and under-reaction to earnings announcements. 

8. The Weather: 
Few would argue that sunshine puts people in a good mood. People in good moods make more optimistic choices and judgments. Saunders (1993) shows that the New York Stock Exchange index tends to be negative when it is cloudy. More recently, Hirshleifer and Shumway (2001) analyze data for 26 countries from 1982-1997 and find that stock market returns are positively correlated with sunshine in almost all of the countries studied. Interestingly, they find that snow and rain have no predictive power!
Although anomalies occur even in the most liquid and densely populated markets, the question remains whether they can be exploited to earn superior returns in the future. Even if anomalies do persist, transactions and hidden costs may prevent them being used to produce out performance, as well as the rush of other investors trying to exploit the same anomalies. Most often the recurrence of an event has occurred and passed by and are unlikely to be repeated in the same form. 

The study of behavioral finance examines the psychology underlying investors' decisions based on stock price over-reaction to past price changes and stock price under-reaction to new information. Many studies seem to confirm the implication of over- and under-reaction that there are 'pockets of predictability' in the markets: contrarian strategies of buying 'losers' and selling 'winners' can generate superior returns; and prices do tend to regress to the mean.
MIT economics professor Paul Krugmanin his book 'The Seven Habits of Highly Defective Investors’, states that the behavioral traits make the markets anything but efficient: He suggests that one need to

1. Think short-term; 

2. Be greedy; 

3. Believe in the greater fool; 

4. Run with the herd; 

5. Over generalize; 

6. Be trendy; and 

7. Play with other people's money. 

'What I saw', Krugman recounts, 'was not a predatory pack of speculative wolves: it was an extremely dangerous flock of financial sheep.'

Active managers and the Financial Media will be eager to argue that the markets are not efficient in order to justify his work. If all information is fully reflected in prices, what value is there in the information they supply?

The challenge of stock picking is to identify a superior performer before the fact rather than in hindsight, so it is with investment managers. In many cases, strong performers in one period frequently turn around and under perform the next, and, as statistics would predict, a number of studies show that there is little or no correlation between strong performers from one period to the next. Probability indicates that there will be someone occupying the Warren Buffett investment performance slot and it will be someone who has done the right things. Even though beating the market is increasingly difficult, more and more people undertake the effort.

Gurus of efficient markets: Eugene Fama and Burton Malkiel:
Although the concept of the random walk can be traced back to French mathematician Louis Bachelier's doctoral thesis 'The Theory of Speculation' in 1900, the EMH really starts with Nobel Laureate Paul Samuelson and his 1965 article, 'Proof that Properly Anticipated Prices Fluctuate Randomly'. But it was Chicago finance professor Eugene Fama with his 1970 paper 'Efficient Capital Markets' who coined the term EMH and made it operational with the foundational epithet that in efficient markets, 'prices fully reflect all available information'. 

Fama argued that in an active market of large numbers of well-informed and intelligent investors, stocks will be appropriately priced and reflect all available information. In these circumstances, no information or analysis can be expected to result in out performance of an appropriate benchmark. Because of the wide availability of public information, it is nearly impossible for an individual to beat the market consistently. 

Another professor, Burton Malkiel of Princeton, popularized the notion of the random walk implication in his bestseller A Random Walk Down Wall Street. He suggested that throwing darts (or, more realistically, a towel) at the newspaper stock listings is as good a way as any to pick stocks and is likely to beat most professional investment managers. Malkiel does suggest in the later part of his work how those who insist on trying to beat the market might attempt to do so, but he indicates that they are unlikely to be successful. 

Since the EMH was formulated, countless empirical studies have tried to determine whether specific markets are really efficient and, if so, to what degree. Andrew Lo's volumes bring together some of the most significant contributions, including a paper called simply 'Noise' by the late Fischer Black. It says: 

'Noise in the sense of a large number of small events makes trading in financial markets possible. Noise causes markets to be somewhat inefficient, but often prevents us from taking advantage of inefficiencies. Most generally, noise makes it very difficult to test either practical or academic theories about the way that financial or economic markets work. We are forced to act largely in the dark.' 

Burton Malkiel in the latest edition of his classic book 'The Assault on the Random-Walk Theory: Is the Market Predictable After All?' states that the market is predictable. Here are some of his findings:

1. With the availability of fast computers and easily accessible stock market data, it is not surprising that some statistically significant correlations have been found. Thus, many of the predictable patterns that have been discovered may simply be the result of data mining. 

2. Even if there is a dependable predictable relationship, it may not be exploitable by investors. For example, the transaction costs involved in trying to capitalize on the January effect are sufficiently large that the predictable pattern is not economically meaningful. 

3. The predictable pattern that has been found, such as the dividend-yield effect, may simply reflect general economic fluctuations in interest rates or, in the case of the small-firm effect, an appropriate premium for risk. 

4. If the pattern is a true anomaly, it is likely to self-destruct as profit-maximizing investors seek to exploit it. Indeed, the more profitable any return predictability appears to be, the less likely it is to survive.' 

It is abundantly clear that techniques that work on paper do not necessarily work when investing real money and incurring the large transactions costs that are involved in the real world of investing. 

Andrew Lo in his books “Market Efficiency: Stock Market Behavior in Theory and Practice” and “A Non-Random Walk Down Wall Street” states that: the greater the number of participants, the better their training and knowledge and the faster the dissemination of information, the more efficient a market should be; and the more efficient the market, the more random the sequence of price changes it generates, until in the most efficient market, prices are completely random and unpredictable. He adds that, if everyone believes the market is efficient, and then it will no longer be efficient since no one will invest actively. In effect, efficient markets depend on investors believing the market is inefficient and trying to beat it. As with any other industry, innovation and creativity are the keys to success.

For further reading: 
In print 
Andrew Lo, Market Efficiency: Stock Market Behavior in Theory and Practice, two volumes of the most important articles on the subject, including Eugene Fama's seminal 1970 review, Paul Samuelson's 1965 article and Fischer Black's 1986 article 

Andrew Lo and Craig Mackinlay, A Non-Random Walk Down Wall Street 

Burton Malkiel, A Random Walk Down Wall Street, a long-time bestseller, first published in 1973 and now in preparation for its seventh edition 

Online 
web.mit.edu/krugman/www - Paul Krugman's website www.ssrn.com - website of the Social Science Research Network, which features many important papers in investment, including Eugene Fama's 'Market Efficiency, Long-term Returns and Behavioral Finance'

 
Indexing

A passive investor or one who believes that the market is efficient often uses indexing strategy. Indexing is an investment practice that aims to match the returns of a specified market benchmark. An indexing manager or tracker attempts to replicate the target index by holding all - or, with very large indexes, a representative sample - of the securities in the index. Today, indexing might be 20% of total US institutional equity. And now indexing is done on a number of indices like emerging markets, industry groups and other security classes.

If the Investors are Efficient than the Markets

If the investors are more efficient than the markets then they can outperform the markets. Such investors follow Active Portfolio Management. They believe that a variety of anomalies in securities markets can be exploited to outperform passive investments. There are two sets of decisions that are required to taken in Active Portfolio Management:

1. Asset Allocation: The Portfolio is carved into different proportions of equities, bonds and other instruments. Investors reallocate these assets in response to their expectations of better relative returns in the two markets.

2. Security Selection: It involves the selection of particular stocks, bonds

Nobel Laureate Bill Sharpe makes a simple yet powerful case against active management in his article 'The Arithmetic of Active Management': 

'If active and passive management styles are defined in sensible ways, it must be the case that: 

1. Before costs, the return on the average actively managed dollar will equal the return on the average passively managed dollar; and 

2. After costs, the return on the average actively managed dollar will be less than the return on the average passively managed dollar. These assertions will hold for any time period.

Guru of active portfolio management: Bill Miller

Investor Psychology:

Gurus of behavioral finance: Richard Thaler and Robert Vishny
What drives investor behavior? Most financial theory is based on the idea that everyone takes careful account of all available information before making investment decisions. But there is much evidence that is not the case. Behavioral finance, a study of the markets that draws on psychology, reasons why people buy or sell the stocks and even why they do not buy stocks at all. This helps to explain the various 'market anomalies'. 

An article by Yale finance professor Robert Shiller,  surveys some of the key ideas in behavioral finance, including: 

1. Prospect theory:


Prospect theory suggests that people respond differently to equivalent situations depending on whether it is presented in the context of a loss or a gain. Typically, they become considerably more distressed at the prospect of losses than they are made happy by equivalent gains. This 'loss aversion' means that people are willing to take more risks to avoid losses than to realize gains: even faced with sure gain, most investors are risk-averse; but faced with sure loss, they become risk-takers. 

2. Regret theory:


Regret theory is about people's emotional reaction to having made an error of judgment, whether buying a stock that has gone down or not buying one they considered and which has subsequently gone up. Investors may avoid selling stocks that have gone down in order to avoid the regret of having made a bad investment and the embarrassment of reporting the loss. They may also find it easier to follow the crowd and buy a popular stock: if it subsequently goes down, it can be rationalized, as everyone else owned it. Going against conventional wisdom is harder since it raises the possibility of feeling regret if decisions prove incorrect

3. Anchoring:


Anchoring is a phenomenon in which, in the absence of better information, investors assume current prices are about right. In a bull market, for example, each new high is 'anchored' by its closeness to the last record, and more distant history increasingly becomes an irrelevance. People tend to give too much weight to recent experience, extrapolating recent trends that are often at odds with long-run averages and probabilities.

4. Over- and under-reaction:


The consequence of investors putting too much weight on recent news at the expense of other data is market over- or under-reaction. People show overconfidence. They tend to become more optimistic when the market goes up and more pessimistic when the market goes down. Hence, prices fall too much on bad news and rise too much on good news. And in certain circumstances, this can lead to extreme events

Two psychological theories underpin these views of investor behavior. 

1. 'Representativeness Heuristic’: 


As stated by Daniel Kahneman and the late Amos Tversky (co-authors of Prospect Theory). Here people tend to see patterns in random sequences, for example, in financial data. 

2. 'Conservatism': 


Here people chase what they see as a trend but remain slow to change their opinions in the face of new evidence that runs counter to their current view of the world.

Ideas of Behavioral Finance apply to individual investors, financial analyst as well as institutional investors. Research indicates that professional analysts are remarkably bad at forecasting the earnings growth of individual companies. This is because they like to stay close to the crowd; and their forecasts tend to extrapolate from recent past performance, which is very often a poor guide to the future. Institutional Investors behave differently than individuals because they are agents acting on behalf of the 'ultimate' investors.

Behavioral finance still remains at the fringes of portfolio management and modern financial theory, perhaps because there is still no behavioral equivalent of the CAPM, a technique developed in academia but widely used in practice. Many believe that investor psychology is consistent and predictable, and that they offer investment opportunities. In his satirical novel 'A Tenured Professor', JK Galbraith describes a Harvard academic who pursues just such a scheme, developing a technique called the 'index of irrational expectations' based on the idea that investors have a tendency to get carried away by optimism.

Richard Thaler, professor of behavioral science and economics at the University of Chicago's business school and a pioneer of research on 'quasi-rational economics', explains his investment approach thus: 'We capitalize on systematic mental mistakes that are caused by behavioral biases. These mental mistakes by investors result in the market developing biased expectations of future profitability and earnings of companies, which, in turn, cause the securities of these companies to be mispriced. Because human behavior changes slowly, past market inefficiencies due to behavioral biases are likely to persist.'

There is no behavioral equivalent of the CAPM, and while markets obviously do not work as the strong versions of the EMH suggest, it can be difficult to see how a behavioral approach can be used to manage money. Perhaps behavioral finance is more of an attitude than an investment system: a helpful check at potential turning points but not an everyday guide.

The only investment strategy consistent with rational efficient markets is indexing, and we know that if everyone indexes, the markets are no longer efficient. To me, any active management strategy that has a chance of being successful must rely either on better information or on an understanding of why other investors are producing mispriced securities. The one strategy that everyone seems to agree has worked well for a very long period of time is value - buying low price-to-earnings (p/e) or price-to-book (p/b) stocks. As Fama and French have shown, this strategy does well all around the world.

Behavioral biases that affect security pricing can be divided into two classes:

1. Non-economic behavior:


When agents do not maximize the expected value of their portfolio because they are maximizing other behavioral factors.

2. Heuristic biases:


Heuristics are mental shortcuts or rules-of-thumb, which people use to solve complex problems. But in some instances, reliance on heuristics can result in biased or mistaken judgments. Such biases can cause investors to make systematic mental mistakes in evaluating new information and forming expectations about the future prospects of firms. Developing strategies for exploiting the heuristic biases that cause over- and under-reaction to information helps to identify different types of stocks and, as a result, different portfolio characteristics. But both strategies tend to focus on small to mid-cap size companies.

The new directions of behavioral finance are being pushed toward biological metaphors by researchers like Andrew Lo. If purely mechanical number computation fails to give us useful models, perhaps the complex biological functions will. Early evidence is strongly suggestive of success.

For Further reading:

In print 
Peter Bernstein, Against the Gods: The Remarkable Story of Risk 

JK Galbraith, A Tenured Professor 

Robert Shiller, Market Volatility 

Richard Thaler (ed.), Advances in Behavioral Finance 

Richard Thaler, Quasi-Rational Economics 

Richard Thaler, The Winner's Curse: Paradoxes and Anomalies of Economic Life 

Online 
www.econ.yale.edu/~shiller/ - Robert Shiller's website www.fullerthaler.com - website of Fuller and Thaler Asset Management

www.undiscoveredmanagers.com - website of a mutual fund manager featuring a useful 'behavioral finance library'

 

Contrarian Investor

Contrarian investing guru: James Fraser
There are many percepts to what Contrarian means:

1. Many think that contrary means always going against the majority - which a contrarian investor is automatically acting in counterpoint to the current market trend. 

2. Another angle contrasts the contrarian with the fundamental or value investor, who buys and sells on the basis of assets' prices relative to their 'intrinsic value' Instead, a contrarian trading strategy is based on the assumption of negative serial correlation of prices: a predictable pattern such that if prices have gone up, they must come down, and vice versa. This view of contrarians focuses on the important role of fads: rather than acting independently, investors exhibit herd-like behavior, following waves of mass optimism and pessimism.

3. Contrarian investing is the reverse, a steadfast adherence to value or asset-based investing. It is described as 'buying stocks that are out of favor according to some well-defined, fundamental measures such as low price-to-earnings (p/e) ratio, low price-to-book, or high dividend yield.' 

In reality, contrarian investing is none of these. It is instead; identification of a herd charges the contrarian to be more rigorous in independent thinking. And the contrarian is more likely to be attracted to a point of view that has not yet been thought of than one that has been considered and rejected. Contrary ideas usually guide broad strategies rather than specific investments. Timing is not usually indicated by a contrary approach.

Contrary thinking is as old as philosophy. More recently, Charles Mackay's book “Extraordinary Popular Delusions and the Madness of Crowds” placed the emphasis of independent thinking clearly on investments. And the late Humphrey Neill, known as the Vermont Ruminator, developed the modern approaches of contrary thinking, founded on the simple yet powerful idea that 'when everybody thinks alike, everybody is likely to be wrong'.

Neill's appointed successor, James Fraser, has extended his work: Fraser's descriptions of his newsletters' aims neatly sums up his approach to investing. The aim of The Contrary Investor is to: 

1. Watch and report popularity in shares

2. Report on neglected shares

3. Give psychological overbought early warnings, when we detect them

4. Comment on Crowd approach to market 

5. Guide subscribers away from the Crowd 

6. Endeavor to ferret out an occasional contrary vehicle for a small portion of your funds.

While The Fraser Opinion Letter offers: 'Thoughtful analyses upon 

1. Prevailing politico-economic conditions

2. Crowd psychology, and 

3. Popular opinions and predictions, wherein fundamental and human approach opposes mechanistic methods of forecasting.

Even though Contrarian Principle is good for investing, the reason why many people donot use it is because:

1. If everyone did it, then it would not work because there would be fewer panics and speculative orgies.

2. It can be very uncomfortable to be wrong and contrary at the same time: the humiliation of going against the crowd when the crowd is right - and that can happen - is devastating. 

3. Much of our training and socialization teach us that the majority is right, or at least, that it rules: contrarians are out of step or at least did not get that message when they were growing up.

For further reading:

In print 
David Dreman, Contrarian Investment Strategies: The Next Generation 

James Fraser's newsletters, The Contrary Investor and The Fraser Opinion Letter 

Charles Mackay, Extraordinary Popular Delusions and the Madness of Crowds 

Steven Mintz, Five Eminent Contrarians: Careers, Perspectives and Investment Tactics 

Humphrey Neill, The Art of Contrary Thinking 

Online 
www.deanlebaron.com - website of one of this book's co-authors - 'dedicated to exploring the changing world of global investing, with particular emphasis on the emerging markets in the former Soviet Union, China and elsewhere, and the newly developing investment tools being made possible by the internet'

 

Value Investing

Value investing guru: Warren Buffett
Broadly, investment world can be divided into Value Investors and Growth Investors.

	Value Investors

· Buy stocks that have fallen in price in the belief that the rest of the market has missed a bargain
· They are painstaking, cautious and focused on safe and solid businesses

	Growth/Momentum Investors

· Buy stocks that have gone up in the hope that they turn out to have been 'cheap at any price'.
· They are fun, trend-setting and focused on the prospects for tomorrow's winning companies


Value investors believe that stock prices are often wrong as indicators of underlying corporate net worth. They dispute the efficient market hypothesis, which suggests that prices reflect all available information. They see investment opportunities created by discrepancies between stock prices and the underlying value of the asset. To uncover these opportunities, they use a variety of classic valuation tools, such as price-to-earnings (p/e) ratios, dividend yields and gearing. Typical characteristics of a value stock are a low P/E, a high yield and low gearing.

The modern day guru of value investing is Warren Buffett, though he dislikes the value/growth dichotomy and seems to have no single straightforward valuation formula.

Benjamin Graham wrote that 'investing is most intelligent when it is most businesslike', words that encapsulate Buffett's philosophy that the successful investor should buy a business rather than a stock. This means being able to answer three basic questions:

1. Is the business simple and understandable? 

2. Does it have a consistent operating history? 

3. And does it have favorable long-term prospects? 

Buffett has made most of his money out of sectors he knows intimately, such as media and financial services, and he rarely invests outside this 'circle of competence'. Knowing the industries, he can then look closely and critically at a company's market standing, earnings potential and management skills to evaluate whether he should invest in its stock. 

Buffett buys companies that he likes and understands, 'good businesses' in which he can get to know the management and judge their actions in the context of his own experience. 'I am a better investor because I am a businessman, and a better businessman because I am an investor', he says. 

Is management rational in its financial, operational and capital expenditure policies? Is it candid with the shareholders about performance and does it actively aim to maximize returns to shareholders? And does it resist the institutional imperative to act in its own interests rather than those of the shareholders? Buffett contends that these are all essential questions to ask before investing in a company. And even when proven talented new management comes into a weak company looking to turn it around, you still need to be careful. As Buffett quips, 'when a company with a reputation for incompetence meets a new management with a reputation for competence, it is the reputation of the company that is likely to remain intact.' 

It is clear that Buffett's investments have often been more a judgment of the people running a company than the numbers. Nevertheless, there are some powerful and fundamental financial tenets underlying his evaluation of businesses. They include a focus on the measure of return on equity rather than earnings per share, a search for companies with high profit margins, and a check that, for every dollar retained, a company has created at least one dollar of market value. In addition, Buffett calculates 'owner earnings', a company's net income plus depreciation, depletion and amortization, less capital expenditure and any additional working capital. 

Using these measures and the company's price quoted on the stock market, Buffett can answer two final questions about a potential purchase: what is the value of the business? And can it be purchased at a significant discount to its value? The critical factor in a successful investment, he contends, is determining the 'intrinsic value' of a business and paying a fair or bargain price for it. Opportunities arise when the market forces down the price of a good business or when investor indifference allows a superior business to be priced at half of its intrinsic value. 

One principle that is central to Buffett's business analysis is that it does not matter what the overall stock market is doing. You should certainly be psychologically and financially ready for the market's inevitable volatility, and well prepared to see your holdings decline perhaps 50% in value without becoming panic-stricken. But you must also remember that the market is unpredictable and manic-depressive, at times wildly excited or unreasonably depressed. Good businesses will not suffer from those moods over the long-term. 

Similarly, Buffett would argue, there is no point in worrying about the economy and the impact that boom, recession, depression and recovery might have on your portfolio. Again you need to be prepared for the worst: 'Noah did not start building the Ark when it was raining.' But at the same time, you should be investing only in businesses that can be profitable in all economic environments, concentrating your analysis on the current and potential occupants of your portfolio rather than trying to make macroeconomic forecasts.

Buffett is equally belligerent about how many different stocks the ideal portfolio should hold, the degree to which it should follow the principle of diversification. He is of the opinion that a portfolio should generally be concentrated on a limited number of businesses, which the investor can get to know really well. Otherwise, returning to the Old Testament theme, 'one buys two of everything and in the end owns a zoo'. Berkshire's short list of equity assets reflects this view. 

Buffett also believes that the best way to outperform the herd over the long-term is to avoid excessive trading of stocks and to reinvest dividends in order to compound gains. Indeed, Berkshire itself has not paid its shareholders a dividend since 1967. In times when many fund managers are constantly changing their portfolio, shifting in and out of a wide variety of stocks and incurring heavy dealing costs, a buy and hold strategy can be highly successful. 

The important characteristic of such a strategy is that you do not need a lot of good ideas to do well. Brokers are always looking to encourage trading activity in your account. But just a few good decisions made and adhered to be as likely to give you the returns you are seeking, if not better. Buffett thinks the key is patience: 'lethargy bordering on sloth remains the cornerstone of our investment style'. 

And you do not have to be an expert at corporate valuation to benefit from this style of investing. The main thing is to understand the businesses you own or plan to buy. That information can easily be gleaned through their annual reports, the relevant business and financial press and a host of other corporate data, much of which is easily available via the Internet. 

For further reading:

In print 
Benjamin Graham, The Intelligent Investor: A Book of Practical Counsel 

Benjamin Graham and David Dodd, Security Analysis - the standard work on fundamental analysis, first published in 1934 

Robert Hagstrom, The Warren Buffett Way 

Janet Lowe, Warren Buffett Speaks 

Roger Lowenstein, Buffett: The Making of an American Capitalist 

Online 
www.berkshirehathaway.com - website with Warren Buffett's annual letters to shareholders in Berkshire Hathaway

 
Corporate Restructuring

Guru of corporate restructuring: Bruce Wasserstein
One of the high profile features of the business and investment worlds is Corporate Restructuring, which includes

1. The Mergers and Acquisitions (M&A)

2. Leveraged Buyouts

3. Divestitures

4. Spin-offs 

And the like which are used for corporate control. These techniques of corporate finance have an impact on the financial markets far beyond the individual companies and sectors. Stock prices of such companies rise in response to announcements of corporate restructuring. 
The belief remains that such mergers do not create new wealth. It is argued, the threat of takeover means that managements take too short-term a view, bolstering stock prices where possible, investing inadequately for the future and, where a company has been taken over in a leveraged buyout, perhaps burdening it with excessive debt. 

On the other side of the debate, the primary argument in favor of M&A is that they are good for industrial efficiency: without the threat of their companies being taken over and, in all likelihood, the loss of their jobs, managers would act more in their own interests than those of the owners. 

Certainly, a takeover bid is frequently beneficial to the shareholders of the target company in terms of immediate rises in the stock price. 

There are some elemental forces, which drive the merger process: 

1. Regulatory and political change: 


Many of the most active M&A sectors over the past few years - media and telecommunications, financial services, utilities, health care - have been stimulated by deregulation or other political turmoil. Before deregulation, a number of industries owed their very existence to regulatory boundaries. 

2. Technological change: 


Technology creates new markets, introduces new competitors and is intertwined with regulatory change. Changes in technology make old regulatory boundaries obsolete and sometimes silly. 

3. Financial change: 


Financial fluctuations have a similar catalytic effect. A booming stock market encourages stock deals. A low market with low interest rates can have an especially strong effect after a period of high inflation in which the cost of hard assets has increased more rapidly than stock prices. In this environment, it may be cheaper to buy hard assets indirectly by purchasing companies on the stock market. Falling interest rates and available capital lubricate the process. 

4. Leadership: 


Corporate combinations do not occur in a mechanistic fashion. A human element is involved - the man on horseback who leads a company to seminal change. 

5. The Size-Simplicity Vortex: 


Scale matters, and bigger seems to mean better to most managers. Maybe it's critical mass, or technology and globalization, or integration, or sheer vanity and ego, but there is a natural imperative towards scale. However, just as some companies keep getting bigger, others shed their skin and become smaller. The imperative towards focus and simplicity is as strong as that for size. The two competing elements create a vortex of change.' 

Conclusion

In reality, markets are neither perfectly efficient nor completely inefficient. All are efficient to a certain degree - and new technology probably serves to make them more efficient. But some markets are more efficient than others. And in markets with substantial pockets of predictability, active investors can strive for out performance. Peter Bernstein concludes that there is hope for active management: 'the efficient market is a state of nature dreamed up by theoreticians. Neat, elegant, even majestic, it has nothing to do with the real world of uncertainty in which you and I must make decisions every day we are alive.'

Investment Consultants

Investment consultant guru: George Russell
Few individual investors have the time, skills or technology to assess the value of large publicly traded corporations and other assets. Yet all are obliged to make far-reaching personal investment decisions. As a consequence, many rely on outside counsel to try and avoid costly mistakes and improve the performance of their portfolios. They seek help from a variety of brokers, financial advisers, mutual fund managers and the like. 

Similarly, institutional investors such as pension funds draw on outside advice, primarily in the form of investment management firms. 

For further reading:

Online 

www.russell.com - website of the Russell organization

 

International Money

Guru of international money: Martin Barnes
'Money makes the world go round', said the song from the Threepenny Opera - and it does. But the theory of money is often misunderstood. Many of us think of money as a thing, as a constant, as capital, as something that can be preserved. We forget that money is not a thing. It is a promise - a promise amid a chain of other promises. And if any part of that chain breaks and cannot be replaced by some stronger action or force, or replaced within the chain itself, then all the promises are broken. Money is now shrinking on a global basis, and shrinking very drastically because we are doubtful that the promises can be kept. 

Investment decisions must increasingly be made with an eye on what is happening throughout the world economy. As barriers to trade and financial flows between countries have come down, the global movement of goods, services and capital has made national economies more and more interdependent. Ravenous traders sensing weakness can swamp a single country’s long-term financial plans in a few days. And water-tight doors of credit agreements and domestic central banks collapse under the weight of collective monetary movements.

In these circumstances, it is no longer possible for governments and central banks to conduct monetary policy at the national level: policy cooperation through international bodies like the IMF and the G-7 has become essential. And it seems certain that a crisis in one part of the world will ultimately affect everyone else.

The forces of globalization and liberalization have led to major changes in the way central banks go about their principal tasks. Markets have become much more powerful: they discipline unsustainable policies; and they give participants ways to get round administrative restrictions on their freedom of action. This means that central banks have to work with rather than against market forces. Maintaining low inflation requires the credibility to harness market expectations in its support. And effective prudential supervision involves 'incentive-compatible' regulation. 

Financial Engineering

Financial engineering guru: Andrew Lo 
Financial engineering is the phenomenon of innovation in the financial industries, which results in the development of new financial instruments that will enhance shareholders', issuers' or intermediaries' wealth. There are innumerable financial innovations from adjustable rate preferred stock to zero-coupon convertible debt. But these all can be classified into three principal types of activities: 

1. Securities innovation; 

2. Innovative financial processes; 

3. Creative solutions to corporate finance problems.

All these innovations are implemented using a few basic techniques, such as 

1. Increasing or reducing risk - Options, Futures and other more exotic derivatives 

2. Pooling risk - Mutual Funds

3. Sapping income streams – Interest rate swaps

4. Splitting income streams - Stripped' bonds

5. Converting long-term obligations into shorter-term ones or vice versa - Maturity transformation. 

But to be truly innovative, a new security or process must enable issuers or investors to accomplish something they could not do previously, in a sense making markets more efficient or complete.

Studies show that there are ten forces that stimulate financial engineering. These include 

1. Risk management 

2. Tax advantages 

3. Agency 

4. Cost reduction 

5. Regulation compliance or evasion

6. Interest rate changes

7. Exchange rate changes

8. Technological advances 

9. Accounting gimmicks and 

10. Academic research

For further reading:

In print 
John Campbell, Andrew Lo and Craig Mackinlay, The Econometrics of Financial Markets 

Andrew Lo and Craig Mackinlay, A Non-Random Walk Down Wall Street 

Burton Malkiel, A Random Walk Down Wall Street 

Peter Newman, Murray Milgate and John Eatwell, The New Palgrave Dictionary of Money and Finance 

Online 
linux.agsm.ucla.edu/dir/ - an international directory of financial economists 

web.mit.edu/lfe/www - website of the Laboratory for Financial Engineering

Quantitative Investing

Quant investing guru: Robert Arnott
The essence of quantitative investing is crunching numbers to determine whether a proposed investment or portfolio configuration is worthwhile or appropriate. Anything that can go into a digital computer is fair input. And since computers are mostly digital and linear programs are rigid, 'quant' analysis tends to be repetitively structured and rich in reliance on back testing. 

The central themes of quant investing are that history reveals enduring patterns of price behavior, which can be unlocked by statistical techniques; that risk of loss is closely related to volatility, which is related to return; and that management of risk, return, covariance and time frames can be usefully predictable.

Robert Arnott, founder of First Quadrant personifies the quant-investing group. First Quadrant is best known for tactical asset allocation (TAA). This investment style - which aims scientifically to buy undervalued assets and sell overvalued ones - slides risk up and down according to a pattern, which may be simply stated as deviations from norm. Regression to the mean is the principal tool of proponents of TAA.
Quant analysis is a mechanical application of one or several minds. It is artificial intelligence, which is neither better nor worse than the designer: put some testing device at the end of the process and you have an efficient, automated assembly line. Then you can have a system that is mechanical and learns in a loop, like neural nets and, to a greater degree, genetic algorithms.
Global Investing

Global investing guru: Gary Brinson
The principle of portfolio diversification is widely accepted by all investors. It is normally thought of in terms of the number of assets, industries or companies across which an investor is spread: a well-diversified portfolio contains equities (as well as bonds, cash, etc.) in industries whose returns do not move together.

Less frequently is diversification considered in relation to owning equities and other assets from different countries? But with many national markets often highly uncorrelated, this form of diversification would seem to offer the strongest potential for reducing risk, while at the same time promising enhanced returns. Particularly for investors in one of the highly valued markets of the developed world, buying foreign equities uncorrelated with your domestic market should, in principle, make your overall equity portfolio less risky and more valuable. 

So global investing is in the first instance about asset allocation between equities, bonds, cash and other instruments; and second, about investing in global markets. Asset allocators benefit by diversifying across asset classes; international investors benefit by diversifying their portfolio across assets in a range of different countries. The key factor for the latter is the degree of integration of the real economies of the countries concerned. It is important to understand co-movements among different markets: the more markets move together, the fewer the benefits of international diversification. 

Global data for 1998 reveals significant performance differentials between regions. The MSCI World Index rose 19.7% but only two regions - Europe at 26.5% and North America at 27.1% - exceeded that. Across the emerging markets, performance ranged from a spectacular 137.5% gain in South Korea to an 83.2% decline for Russia. Though somewhat narrower, differences in the developed world are just as striking: Finland gained 119.1% while Norway declined 31.2%. This large regional performance differential underscores the importance of a global portfolio strategy. An asset allocation strategy that on average correctly anticipated these differences would have added significant value. Global investment provides a security hedge and a currency hedge.
Asset allocation strategy rests on four basic principles: 

1. Think global. 

2. The value of asset classes should not rise and fall together. 

3. Focus on the long term. 

4. Monitor and adjust allocations to accommodate changed investment climates. 

Institutional investors in advanced countries use many techniques such as performance measurement, incentive compensation, quantitative tools and hedging. Many investors hold disproportionate amounts of their portfolios in equities of their own domestic markets even when global investing is superior to investing in only one market. Even sophisticated institutional investors, such as pension funds and insurance companies, tend to concentrate well over three-quarters of their equity funds in domestically quoted shares, a phenomenon known as 'home bias’. This is now overcome by the vast amount of information available on global investment opportunities on the Internet. Any point on the globe is as accessible as next door. It is cheap and often free. It shifts control of time, depth of information and source to empower the user. And it is open: anyone can come in taking its knowledge and offering skills. Financial centers are described on a satellite connection, not geographic coordinates or proximity to other financial talent centers. Work takes a different form in time and space with email, videoconferencing and the internet, all of which is available at a price for the single user at his or her own site. Location becomes irrelevant. 

Initial Public Offerings

Guru of IPO analysis: Ivo Welch
One of the most seemingly attractive areas of investment is that of initial public offerings (IPOs). Buying shares the first time they are offered to the public The objective of any new issue is to achieve the highest value for the issuer, while ensuring a buoyant start to secondary trading. Shares are generally offered at a fixed price, set by the sponsors of the issue, and based forecasts of likely future profits. Alternatively, in countries outside the United States like the UK, there might be a tender offer, where no price is set in advance, leaving it to the market forces of demand and supply. 

Fixed price IPOs are frequently under priced, providing opportunities for 'stags', investors who buy in anticipation of an immediate price rise. Big instant profits may often be made if shares can be purchased at the offer price and sold soon after dealing begins - returns in the order of 5-15% in one day, but with high variance across offerings. Understandably, such offers are often oversubscribed, leaving the sponsors to decide on the appropriate equity allocation: by ballot, by scaling down large applications, or by giving preferential treatment to certain investors, typically their favored clients though in some cases the private investor. The method varies by country: in some countries, like the United States, it is discretionary; in others, it is mandated equal for equal submissions. 

Investors should also note that conflicts of interest and potential abuses are rife in the distribution of new issues. IPOs are inevitably timed to benefit the seller not the buyer, aiming to extract the maximum value from the market. Indeed, several studies indicate that IPOs are usually not good investments, under performing the market over the longer term. Companies that have recently reported very good results or which are in fashionable industries with their best results at an indeterminate point in the future should be scrutinized especially diligently. One study of the US market reveals that of nearly 5,000 IPOs initiated between May 1988 and July 1998, nearly a third no longer trade their stock and 44% sell at a market price below their original offering price.

Finance professor Ivo Welch has an excellent 'resource page' of data, literature and links on IPOs. One feature is an assessment of the twin phenomena of short-run under pricing and long run underperformance of new issues. On the first point, Welch notes that the typical IPO under pricing - the return from the offer price to the price when the market starts trading - is about 10%, an astonishing figure for an average daily return. He asks why issuers 'leave so much money on the table' and suggests a number of reasons, including: 

1. When applying for shares in an IPO, you will typically get all the shares you requested if is overpriced - you are a victim of the 'winner's curse'. But when an IPO is under priced, you will only get shares on rare occasions, especially if you are not a favored client of the underwriters. As a result, you come out down on average and are unlikely to apply for shares in a 'fair-priced' offering. So to get you to participate at all, issuers set a lower price, and while it appears that the average IPO leaves money on the table, the typical investor cannot profit from it. 

2. Issuers like to donate some money to investors since they may want to return later for further funds. Investors will remember how good a deal they got with the IPO. 

3. Under pricing solicits information from investors about their potential interest. Why would investors tell underwriters they like an offering unless they know that by doing so, the underwriter will give them more shares for a better price? 

4. If one important investor defects, maybe all investors will follow. Hence, to ensure the first investor does not defect, it is better to play it safe and under price. 

5. There is an agency problem for the issuer: because underwriters naturally prefer easier to harder work (especially when the price is high, which makes selling difficult), it is best to make selling a little easier for them and under price. 

A significant body of evidence indicates that on aggregate, they have under performed the market, typically 30-50% below comparable companies over three to five year periods. How can this long-run underperformance be explained? Welch explores the two most prominent explanations:

1. Corporate Managers are smarter than the market and thus good at timing, taking advantage of 'overpriced' stock. 

2. Managers manipulate earnings, past and forecast, dressing IPOs up for sale. While analysts advising investors should spot these exaggerated figures, firms pay them in the business of selling IPOs. 

Internet Investing

High-tech investing guru: Geoffrey Moore
Investing in the Internet and investing via the Internet have become the new investment frontier. The potential impact of this new communications medium on business and society has been reflected in a frenzy of speculation in Internet stocks, driving prices to extraordinary levels. Much of the speculation has come through online trading: the internet has enabled the emergence of the 'electronic day traders', who take advantage of the wealth of online data available and the low transactions costs of online brokers to place very short-term bets on stock price movements. 

The internet has helped to democratize the investment process by providing widespread access to even the most specialized data and thus leveling the playing field for individual investors. Many freely available websites display real time stock quotes and chat rooms provide forums for stocks not widely followed on Wall Street. There are now ways of getting information on companies, countries, regions, peoples and cultures that were, until only very recently, totally inaccessible.

What next?

The Internet is becoming increasingly deeply embedded in our daily lives. Some of its fastest growing uses are the commercial, wholesale and retail transactions of e-commerce. These are empowering consumers in a number of ways: advertising can be customized and directed at people who will actually find the products interesting; the purchasing convenience is tremendous; and comparison shopping becomes easy. 

Intelligent mobile agents or 'bots', a new form of computing ideally suited to the heterogeneous nature of the Internet, will become increasingly important. These are programs that act independently on our behalf. For example, a bot searching for airline tickets from virtual travel agencies on the internet can match preferred dates, price-range, class of travel and other features of the journey, without having to come back to us for approval. Bots equipped with some negotiating skills can be used to schedule meetings, participate in online auctions and trade in financial markets. 

Investing online will continue to expand enormously and go far beyond the speculative world of the day traders. But what impact will it have on traditional financial services? Wall Street's brokers, for example, are facing a considerable challenge as they try to deal with online discount brokers.

The fundamental qualities of Internet investing are:

1. Globalism - exploiting worldwide markets and open systems; 

2. Communication - building brands and mindshare; networking; 

3. Innovation - creating and utilizing new ideas; speed and agility; 

4. Technology - using new tools to maximum effect; adaptation; 

5. Strategic Vision - understanding how to be in the right place, and stay there.

For further reading:

In print 
Stephen Eckett, Investing Online: Dealing in Global Markets on the Internet 

Geoffrey Moore, Crossing the Chasm: Marketing and Selling Technology Products to Mainstream Customers 

Geoffrey Moore, Inside the Tornado: Marketing Strategies from Silicon Valley's Cutting Edge 

Geoffrey Moore, Paul Johnson and Tom Kippola, The Gorilla Game: An Investor's Guide to Picking Winners in High Technology 

Online 
fisher.ecn.bris.ac.uk/staff/ecnv - website of Nir Vulkan with research on the economic implications of agent technology and e-commerce stocks.

wired.com - website of the Wired Index, run in real time 

www.gorillagame.com - the website of the book 

www.imagination-engines.com - a website that illustrates what a bot will do.

www.thestreet.com - a good source of information and entertaining writing about the stock market

www.yardeni.com - Ed Yardeni's website

Emerging Markets

Emerging markets guru: Mark Mobius
An emerging market is a country making an effort to change and improve its economy with the goal of raising its performance to that of the world's more advanced nations. The World Bank classifies economies with a Gross National Income per capita of $9,266 and above as high-income countries. 

Emerging markets however are not necessarily small or poor. China, for example, is considered an emerging market. It has vast resources and a population of more than a billion people. It has launched satellites into space and has a rather large army. Bangladesh is also an emerging market. It is less endowed with resources and has yet to launch a satellite. Still, both countries have gone to considerable lengths to make their economies strong, more open to international investors, and more competitive in global markets. 

Antoine W. van Agtmael, an employee of the World Bank's International Finance Corporation, is credited with coining the term "emerging markets" in 1981. But the concept of investing in less developed countries with potential for economic expansion has been a part of individual and institutional investment strategies since the 19th century. 

Emerging markets are the recipients of a variety of international financial support programs to boost their economies. These include loans and other assistance from such multi-national organizations as the International Monetary Fund and the World Bank, foreign aid from wealthy nations like the United States, and special trading status with reduced tariffs for their exports to more advanced countries. Emerging markets have also formed trading groups among themselves. Mercosur, the Southern Cone Common Market, is one example.


Some international investors favor emerging-market stocks and bonds because of the potential for high return in a relatively short period of time

Investment returns in some emerging markets have the potential to exceed those in the developed world Investments in emerging markets can result in spectacular returns, positive or negative. There are considerable challenges for an emerging market investor: 

1. Emerging markets carry considerable risks

a. Illiquidity

b. Lack of transparency

c. Sharp swings in prices

2. Picking potential winners, at the level of either country or company, is very difficult.

3. There are frequently problems in comparing the relative merits of companies across markets

4. The frequent frustrations of a lack of common standards like financial reporting and accounting standards vary, and indicators such as price/earnings ratios are often unreliable for international comparisons.

5. Lack of information 

6. Grueling travel schedules

7. Language problems and 

8. Cultural suspicions. 

Investors seeking a stake in these markets should be either thinking long-term or prepared to take substantial risks. They should also consider carefully what proportion of their portfolios they could reasonably afford to commit to such markets. 

The Emerging Market Investing Guru, Mark Mobius, summarizes the keys to success in investing in Emerging Market as follows:

1. Hard work and discipline: 


The more time and effort put into researching investments, the more knowledge will be gained and wiser decisions will be made. 

2. Common sense: 


The clarity and simplification required to integrate successfully all the complex information with which investors are faced. 

3. Creativity: 


It is necessary to look at investments from a multi-faceted approach considering all the variables that could negatively or positively affect an investment. Also, creative thinking is required to look forward to the future and forecast the outcome of current business plans. 

4. Independence: 


When making investments, it is most unlikely that committee decisions can be superior to a well thought-out individual decision. 

5. Risk-taking: 


Investment decisions always require decisions based on insufficient information. There is never enough time to learn all there is to know about an investment and even if there were, equity investments are like living organisms undergoing continuous change. There always comes the time when a decision must be taken and a risk acquired. 

6. Flexibility: 


It is important for investors to be flexible and not permanently adopt a particular type of asset or selection method. The best approach is to migrate from the popular to the unpopular securities, sectors, or methods. 

Mobius also describes five central 'investment attitudes': 

1. Diversification: 


This is particularly important in emerging markets where individual country or company risks can be extreme. Global investing is always superior to investing on only the investor's home market or one market. Searching worldwide leads an investor to find more bargains and better bargains than by studying only one nation. 

2. Timing and staying invested: 


As Sir John Templeton says, 'the best time to invest is when you have money'. In other words, equity investing is the best way to preserve value rather than leaving money in a bank account. As a corollary, an investment should not be sold unless a much better investment has been found to replace it. 

3. Long-term view: 


By looking at the long-term growth and prospects of companies and countries, particularly those stocks that are out of favor or unpopular, the chances of obtaining a superior return are much greater. 

4. Investment averaging: 


Investors who establish a program from the very beginning to purchase shares over a set period of intervals have the opportunity to purchase at not only high prices, but also low prices, bringing their average cost down. 

5. Accepting market cycles: 


Any study of stock markets around the world will show that bear or bull markets have always been temporary. It is clear that markets do have cyclical behavior with pessimistic, skeptical, optimistic, euphoric, panic, and depressive phases. Investors should thus expect such variations and plan accordingly. 
For wise portfolio decisions, Mobius suggests, two important perspectives are necessary: 

1. The global outlook and experience that comes from having invested in many countries. 

2. The more detailed and intimate knowledge that comes from a local presence. 

Mobius outlines the five types of risk involved in emerging market investment: 

1. Political - instability, regulation, foreign investment restrictions 

2. Financial - remittance/exchange control, convertibility, currency devaluation 

3. Investment - disclosure, ownership, minority shareholder culture 

4. Transactional - brokers, fees, computerization, settlement, custody/certificate exchange 

5. Systemic - liquidity, regulatory enforcement, transparency, operational structure of stock exchange 

Fixed Income Market

Fixed income guru: Andrew Carter
As compared to Equities there are rather safer investments like the Fixed Income Securities or Bonds. The US Treasuries occupies a significant portion of investment in the Bond Market. Bonds are 

1. Debt instruments, 

2. Securities sold by governments, companies and banks in order to raise capital. 

3. They normally carry a fixed rate of interest, known as the coupon (usually paid every six months), 

4. Have a fixed redemption value (the par value) and are 

5. Repaid after a fixed period (the maturity). 

Some - deep discount and zero coupon bonds - carry little or no interest, instead rewarding the buyer with a substantial discount from their redemption value and hence, the prospect of a sizable capital gain. There is a relationship between bond prices and interest rates. In short, if the interest rates go down bond prices goes up. If rates go up, the relative attractiveness of newly issued bonds over existing bonds increases.

In most developed countries outside the United States, government bonds issued in the domestic market have traditionally dominated fixed income investors' portfolios. But with the opening of markets around the world, the range of choices has increased enormously in recent years. There are now markets not only in the government bonds of developing and transition countries but also for numerous other debt instruments: 

1. Corporate bonds, 

2. Junk bonds, 

3. Stripped bonds, 

4. Mortgage-backed securities, 

5. Convertibles, and so on. 

In the United States, the Treasury bond market is now significantly smaller than the mortgage and corporate bond markets. Credit Quality is a key issue for the bonds issued by emerging market over US Government Bonds.

One of the major disadvantages of investing in bonds is that they seem to under perform equities over the long term.

Wharton Finance Professor Seigel calculates that a dollar invested in a representative group of investment in 1802 would have grown to following in 1997:

	Investment 
	1997

	US stocks
	$ 559,000 

	Long-term government bonds
	$ 803 

	Short-term bills 
	$ 275 

	Gold
	$0.84 


He also estimates that the real return over two hundred years in

	Equity
	7.00%

	Bonds
	3.50%

	Bills
	2.90%


Moreover he points out the stock outperforms bonds and bills in

	One Year
	60% of the time

	Five Years
	70% of the time

	Ten Years
	80% of the time

	Twenty Years
	90% of the time


Bonds give current income and stability of capital. If an investor has a shorter investment horizon and low risk taking ability then he should have higher percentage of bonds in his portfolio. Often Bond funds account high management fees, which makes it a passive investment.

Foreign Exchange Market

Foreign exchange guru: Richard Olsen 
Foreign exchange (forex) markets form the core of the global financial market, a seamless twenty-four hour structure dominated by sophisticated professional players - commercial banks, central banks, hedge funds and forex brokers - and often extremely volatile.

According to the Bank for International Settlements, the central bank for central banks, 

1. Average daily turnover on the world's foreign exchange markets reached almost $1,500 billion in April 1998, 26% higher than when it last measured forex flows in 43 different countries three years earlier. 

2. Transactions involving dollars on one side of the trade accounted for 87% of that forex business. 

3. Almost a third of all forex trading takes place in London, by far the world's largest center, with New York and Tokyo second and third. Although London forex trading grew more slowly than New York over the three years to 1998, its average daily turnover remains greater than New York and Tokyo combined, having risen from $464 billion to $637 billion. 

The forex markets cannot be ignored: for their size and forecasting ability; and for the potential that developments in these markets have for the future of the dollar as the world's dominant currency. 

	Market
	Daily Trading Volume

	NYSE
	$ 20 Billion

	Short Term US Government Securities
	$ 200 Billion

	Foreign Exchange
	$ 1500 Billion


Manias, Panics and Crashes

Guru of manias, panics and crashes: Marc Faber
Financial markets are particularly susceptible to manias, panics and crashes, where asset prices rise to extraordinary heights only for confidence and greed to turn to fear and despair, sending the market into freefall. A study of the psychology of financial markets: how investors overdose on hope and then despair, and how central banking may, to some degree, restrain self-destructive cycles of elation and panic.

Many of the classic stories of market mayhem are told in Charles MacKay’s Extraordinary Popular Delusions and the Madness of Crowds, written in the 1840s. This study of crowd psychology and mass mania through the ages includes accounts of numerous market scams, madnesses and deceptions, notably the Mississippi Scheme that swept France in 1720; the South Sea Bubble that ruined thousands in England at the same time; and the Dutch tulip mania, when fortunes were made and lost on single tulip bulbs. 

Economist Charles Kindleberger argues that there is a consistent pattern to financial manias and panics - quite apart from the ebb and flow of the business cycle - which can be controlled or moderated. He spells out the stages of the credit cycle of boom and bust: -

1. The upswing usually starts with an opportunity - new markets, new technologies or some dramatic political change - and investors looking for good returns. 

2. It proceeds through the euphoria of rising prices, particularly of assets, while an expansion of credit inflates the bubble. 

3. In the manic phase, investors scramble to get out of money and into illiquid things such as stocks, commodities, real estate or tulip bulbs: 'a larger and larger group of people seeks to become rich without a real understanding of the processes involved'. 

4. Ultimately, the markets stop rising and people who have borrowed heavily find themselves overstretched. This is 'distress', which generates unexpected failures, followed by 'revulsion' or 'discredit'. 

5. The final phase is a self-feeding panic, where the bubble bursts. People of wealth and credit scramble to unload whatever they have bought at greater and greater losses, and cash becomes king. 

Economists use the term 'multiple equilibria', where small jolts can knock the economy from high profit equilibrium to low profit equilibrium, and where the fear of jolts causes market gyrations.

The relationship between 'rational' individuals and the irrational whole is that 

First, people change, starting off rational but then losing contact with reality. 

Second, rationality can differ among different groups. 

And third, everyone succumbs to the 'fallacy of composition': each individual decision can be rationalized but not the whole.

For further reading:

In print 
Walter Bagehot, Lombard Street 

Marc Faber's monthly newsletter, The Gloom, Boom and Doom Report 

Martin Fridson, It Was a Very Good Year: Extraordinary Moments in Stock Market History

JK Galbraith, The Great Crash 1929 

Charles Kindleberger, Manias, Panics and Crashes: A History of Financial Crises 

Charles Mackay, Extraordinary Popular Delusions and the Madness of Crowds 

Nury Vittachi, Riding the Millennial Storm: Marc Faber's Path to Profit in the Financial Crisis 

Online 
www.marcfaber.com - Marc Faber's website 

web.mit.edu/krugman/www - Paul Krugman's website 

www.stern.nyu.edu/~nroubini/asia/asiahomepage.html - Nouriel Roubini's website, which brings together key writings on the Asian crisis and its aftermath 

 
Risk Management

Gurus of risk management: Fischer Black, Robert Merton and Myron Scholes
Risk Management covers almost all areas where we are likely to face some sort of risk like:

Risk of House on Fire

:
House Insurance

Risk of Loosing a Job

:
Unemployment Insurance

Risk to farmer who plants his crop
:
Futures Market

Risk in Financial Markets

:
Derivative Products

Derivatives can turn stocks into bonds and vice versa. And derivatives can pinpoint very precisely specific risks and returns that are packaged within a complex structure. While future and options originated in commodities business the concept was applied to international capital markets as well. Currency Futures grew out of the collapse of Bretton Woods Fixed Exchange System. This heralded into variety of financial tools and instruments.
The quantitative tools, which brought derivatives into common use, were the invention of the late Fischer Black and Myron Scholes in what is called the Black-Scholes option-pricing model. Their sometime collaborator Robert Merton took the work further into a form for everyday application by applying his notions of continuous time relationships in security pricing. Merton's modifications made the leap from the theory to a practical tool. 

As Peter Bernstein's excellent books on risk and 'capital ideas' recount, having been rejected by two academic journals, the original Black-Scholes paper was eventually published in the University of Chicago's Journal of Political Economy. It is said that the option formula can be derived from the heat transform formula
'Risk management is essential in a modern market economy. Financial markets enable firms and households to select an appropriate level of risk in their transactions, by redistributing risks towards other agents who are willing and able to assume them. Markets for options, futures and other so-called derivative securities have a particular status. Futures allow agents to hedge against upcoming risks; such contracts promise future delivery of a certain item at a certain price. As an example, a firm might decide to engage in copper mining after determining that the metal to be extracted can be sold in advance at the futures market for copper. The risk of future movements in the copper price is thereby transferred from the owner of the mine to the buyer of the contract.' 

'Due to their design, options allow agents to hedge against one-sided risks; options give the right, but not the obligation, to buy or sell something at a pre-specified price in the future. An importing British firm that anticipates making a large payment in US dollars can hedge against the one-sided risk of large losses due to a future depreciation of sterling by buying call options for dollars on the market for foreign currency options.' 

'Effective risk management requires that such instruments be correctly priced. Black, Merton and Scholes made a pioneering contribution to economic sciences by developing a new method of determining the value of derivatives. Their innovative work in the early 1970s, which solved a longstanding problem in financial economics, has provided us with completely new ways of dealing with financial risk, both in theory and in practice. Their method has contributed substantially to the rapid growth of markets for derivatives in the last two decades

Until the collapse of Barings in February 1995, derivatives were rarely mentioned beyond narrow professional financial circles. At that point, they became infamous, labeled the 'wild card of international finance'. James Morgan nicely captured their ambiguous role in an article in the Financial Times: 'A derivative is like a razor. You can use it to shave yourself and make yourself attractive for your girlfriend. You can slit her throat with it. Or you can use it to commit suicide.' 

There is still some dispute in the academic world as to whether hedging using options is necessarily a good thing. Some argue that our ability to price these instruments unambiguously is primarily restricted to environments in which they are redundant securities and therefore cannot add to welfare. In other words, if we need them we cannot price them but if we can price them we do not need them. 

Stephen Eckett of Numa sees dangers in the quest for a 'correct' price or value for a derivative. He comments: 'I think the search for this (apart from all sorts of demand reasons) comes from investors traditionally being able to value their other investments - such as stocks - and being in the mindset to do the same with derivatives. But with the rise of the Internet - and high-tech in general - many of those traditional value tools are looking shaky even for stocks.' 

'Because of this, I regard the Black-Scholes model as one of the most dangerous inventions of the twentieth century. This is not to blame Black and Scholes obviously: the danger is always in the application. But what happened was that one simple equation - and mathematically, the model are simple - seemed to offer the possibility of quickly 'understanding' and controlling derivatives risk. This encouraged thousands of banks to employ bright mathematicians, who had little knowledge of the financial markets but nonetheless started furiously programming their spreadsheets on which billions of dollars were gambled.' 

Certainly, it is by no means clear that much of the use of derivatives by non-financial corporations is strictly necessary. Indeed, in some cases, it appears that firms use derivatives not so much for risk management as for trading opportunities - they are selective hedgers, opting not to hedge when they think they are in a winning position, and treating their treasuries as profit centers. Firms as prominent as Proctor and Gamble have sustained enormous losses through derivatives, in large part by gambling on the chance of reducing small losses. 

Derivatives in their 'over-the-counter' form (as opposed to options and futures listed on exchanges) are based on the notion that investments can be designed to fit the investor not the issuer. Thus, you do not take the investor's intention and find the suitable investment, but you make it. And every time you do you get an investment-banking fee. Furthermore, the designer of the derivative instrument has a superior pricing skill than the buyer so there is a trading fee. 

It is also possible that hedging leaves society worse off than it would be if unhedged since it can make markets more volatile than they otherwise would be. During the crash of 1987, for example, a strategy called portfolio insurance, which aimed to use futures to reduce losses in a market decline, was blamed for driving the market down. And the rescue of LTCM by a consortium of banks after its near failure in September 1998 indicates that there were real fears that the liquidation of its positions would threaten the entire financial system. Derivatives flourish in an environment when the ability to pay is optimistic, where the creditworthiness of the chain of issuers is not in doubt. This is clearly a bull market condition only. 

Much of the early success of LTCM was a result of the credibility of Merton and Scholes, which attracted heavyweight investors, lenders and trading partners to the firm, and their ideas, which provided potentially profitable trading opportunities. But for all the brilliance of their theory, it was based on 'expected volatility', which implicitly assumes that history repeats itself, that the future movements of asset prices will mirror their past movements. Unexpected events in the real world - in this case, Russia's debt default and currency devaluation in August 1998 - can wreak havoc with such models. 

In the past five years, a new and extremely important field of asset management has emerged called risk control. At many financial institutions, a risk control manager sits at the center of all of the position managers and asset managers to ensure that the diversification and covariance’s are in place so that dire results will not occur. But the risk control management process has to be severely challenged with the story of LTCM. Indeed, all the models that are being used for risk control and to buy assets on the basis of small increments using extraordinary leverage must be challenged. 

It is far from clear that we have risk control in hand simply by looking at the past and thinking that the correlations are stable. They are not: when you get out to the tails of events, they do not behave like multiples of the means. In such circumstances, risk control by linear standards becomes non-linear and we have disasters like LTCM. Risk control, in the first instance, needs to be challenged, and we may have to go back to such old-fashioned practices as just not taking as much risk of loss. 

MIT's Sloan School is the location of much exciting work on the future of risk management. Professor Stephen Ross, for example, has coined the term 'forensic finance' to describe a process he recommends: going back to some of the great disasters of risk management as a 'financial pathologist', and poring over them carefully to find out what went wrong and what lessons we can learn. 'Learning the lessons of our past errors is what risk control is all about.’ Ross writes, 'Practicing good risk control, particularly employing serious scenario analysis and stress testing, is just practicing financial safe sex.' 

Mutual Funds

Mutual funds guru: John Bogle
Mutual funds have been one of the great success stories of the bull market that started in the early 1980s. Their professional management of large pools of capital appears to offer small individual investors some of the key advantages enjoyed by large institutional investors: a spread of investments to reduce risks; and reduced dealing costs. Certainly, small investors who buy stocks directly have historically faced much higher trading costs because they could not match pooled funds' ability to negotiate lower commissions from brokers. Nor do such investors typically have the size of assets to achieve effective diversification. 

There are a number of ways of categorizing funds, for example, 

1. Open-end Versus Closed end Funds

Open-end funds (or unit trusts, as they are known in the UK) will sell as many shares as investors want but the shares cannot be traded on a secondary market; 

Closed end funds (investment trusts in the UK) issue only a limited number of shares but they can be traded.

2. Load Versus No-load Funds 

Load funds charge a commission when they are bought and sold; while no-load funds only charge a management fee. 

Funds can also be distinguished by their

1. Investing style

a. Active Versus Passive

b. Value Versus Growth  

2. Asset class in which they invest 

a. Bonds versus Stocks versus Money Markets versus Everything else; 

3. And within stocks 

a. Large cap versus small cap. 

The wide selection of mutual funds now available allows individual investors to get exposure to many more asset classes, geographical markets and investment styles than was possible in the past. But at the same time, because there are so many funds, it has become very difficult to choose between them. Fund rating is usually done on the basis of past performance, past volatility and expenses. Morningstar, for example, which rates all mutual funds, awards between one and five stars based on a mechanical formula. These stars are not recommendations, but they are naturally used as marketing tools, and floods of money go into funds that have five stars on the assumption that those that have done well in the past will continue to do so in the future. 

John Bogle has been a great advocate of mutual funds but he is skeptical about the ability of mutual fund managers to 'beat the market': In a speech to the 'Money Show' in early 1999, he argued: 'The one great secret of investment success is that there is no secret. My judgment and my long experience have persuaded me that complex investment strategies are, finally, doomed to failure. Investment success, it turns out, lies in simplicity as basic as the virtues of thrift, independence of thought, financial discipline, realistic expectations and common sense.

Finally, some possible future developments for the mutual fund business: 

1. Customized portfolios: investors might be able to build their own 'fund of funds' with tools provided by the fund complex. 

2. Easier switching from fund to fund within the same complex: rather like Fidelity sector funds with low or no switching costs except for the double taxation - an investor selling a fund at a gain pays taxes on the gain but another investor also pays when the fund makes a capital gain distribution on the gain that went to the selling investor. 

3. Funds could maintain live bulletin boards of information, a live FAQ (frequently asked questions) for marketing purposes. Currently, these answers have to be cleared legally, which slows the process. 

4. Fund regulation around the world could be made standard through IOSCO, the International Organization of Security Commissioners and Officers

Hedge Funds

Hedge fund guru: George Soros
Hedge funds typically pool the capital of no more than a hundred high net worth individuals or institutions under the direction of a single manager or small team. They deal in derivatives and short selling - in theory to protect or 'hedge' their positions.

Usually based in offshore tax havens like the Cayman Islands to escape the regulators and the standard reporting requirements of mutual funds, hedge funds use their freedom to borrow aggressively, to sell short, to leverage up to twenty times their paid-in capital and generally to make big but highly risky bets. They tend to focus on absolute rather than relative returns, aiming simply to make money rather than to beat an index. 

Fund managers tend to be paid for performance, with a modest management fee but a substantial share of the profits the fund makes
Hedge funds can be categorizes into four main groups:

1. Macro funds:


These indulge in 'tactical trading', one-way speculation on the future direction of currencies, commodities, equities, bonds, derivatives or other assets. Their most publicized activities are speculation on exchange rate movements. Macro-funds constitute the most volatile hedge fund sector in performance terms and their correlation with traditional benchmarks is low.

2. Market Neutral Funds or Relative Value Funds:


These funds are supposedly low risk because they do not depend on the direction of market movements. Instead, they try to exploit transitory pricing anomalies, regardless of whether markets rise or fall, through an arbitrage technique called 'convergence trading': spotting apparently unjustified differences in prices of assets with similar risks and betting that the prices will revert to their normal relationship. For example, LTCM was betting that historically wide spreads between emerging market and US assets and between corporate bonds and US Treasuries would narrow. Of course, as it turned out, history proved no guide to the future as spreads widened and everything moved in the wrong direction at once. 

3. Event Driven Funds:


These invest in the arbitrage opportunities created by actual or anticipated corporate events, such as mergers, reorganizations, share buybacks and bankruptcies. Merger arbitrage, for example, involves trading in the stocks of both bidder and target on the assumption that their prices will converge if the deal goes ahead.
4. Long-Short Strategy Funds:


These combine equities and/or bonds in long and short positions to reduce market exposure and isolate the performance of the fund from the asset class as a whole.
Hedge funds offer potentially high returns for the lucky few but considerable dangers when their heavy borrowing can damage a whole financial system, and their trading strategies can destabilize whole countries and markets that are not equipped to cope with mass selling of their currencies and equity markets. There is some dispute about the real impact of hedge funds but it seems indisputable that they re powerful and dominant in many markets, including emerging markets, high-yielding debt and mortgage derivatives. If someone lends you a trillion, they have effectively given you a put option on whatever you buy: since you can always declare bankruptcy and walk away, it is as if you owned the right to sell those assets at a fixed price whatever happens to the market. He argues that the rational way to maximize the value of the options is to invest in the riskiest, most volatile assets since if you win, you win massively, and if you lose, you merely get some bad press and lose the money you yourself put in.

Short Selling

Shorting gurus: Steve Leuthold and Kathryn Staley
'Going long' an investment asset means buying it in the expectation of a future price rise. 'Going short' is the opposite: selling something you do not own in the hope of buying it back more cheaply in the future. As a percentage of the total market, short selling remains small: for example, in 1997, shorting activity was only 1.3% of the New York Stock Exchange (NYSE).
To sell stocks short, investors need to borrow them from willing lenders via a broker. This involves putting up 50% of the short sale price as cash collateral, paying a small fee for the borrowing privilege plus any dividends paid on the stock while the position is open, and setting up a supply of credit, also at some cost. These procedures tend to make shorting more difficult than holding a security long. 

Short selling also exposes the practitioner to considerable risk of loss: when you go long, your loss is limited to what you paid for the stock; but when you go short, your losses are potentially without limit as the price at which you can buy back rises ever higher above the price at which you sold. A further risk is that the lenders may recall their stock at any time. In less liquid markets, this creates the possibility of a 'short squeeze', where it is difficult to 'buy-in' at any price in order to 'cover' the short position. 

Why sell short? The obvious answer is to profit from the impending decline of an overpriced stock, an overpriced industry or indeed, an overpriced market. One of the most famous shorting episodes was in 1992 when George Soros sold vast numbers of British pounds prior to sterling's collapse against the other European currencies to which it had been pegged. 

Shorting can also provide efficient diversification as well as potentially earning a higher return on cash collateral: your cash continues to earn but you are also making money from the short sale proceeds plus, if you can negotiate it, a share of the interest the broker is saving by using your collateral rather than borrowing from the bank. (However, short sellers, particularly individual investors, do not usually receive the full sale proceeds, though institutions can negotiate to receive some of the proceeds or interest on the proceeds while the short position is open.) 

But most short sellers will be investment brokers and bankers hedging other positions: for example, protecting long positions from a market decline with an offsetting short position; or hedging positions that may be quite different from the short position but which are related by covariance. Risk management has become increasingly popular in recent years, even after the disrepute caused by its failure in the late summer of 1998 - and shorting is a prime tool in the risk manager's kit. 

Kathryn Staley. In her book The Art of Short Selling, she lays out the four clues she looks for when trying to identify short sale candidates: 

1. Accounting gimmickry: clues that the financial statements do not reflect the true state of the company's health, with overvalued assets and an ugly balance sheet. 

2. Insider sleaze: signs that insiders consider the company a personal bank or are in the process of selling their stock. 

3. A gluttonous appetite for cash. 

4. Fad or bubble stock pricing usually marked by a stellar price rise over a short period. 

Staley also points to what is often the main problem with short selling: being right but too soon. While a company may be overvalued, it may take longer than you expect for its price to fall and, in the meantime, you are vulnerable to margin calls if the price rises as well as the possibility of 'buy-in' if the lender wants the stock back. As an old Wall Street rhyme says, 'He who sells what isn't hiss’s/Buys it back or goes to prison.'

