


NEW PRINCIPLES 
OF EQUITY 

INVESTMENT



This page intentionally left blank



NEW PRINCIPLES 
OF EQUITY 

INVESTMENT

LES COLEMAN
The University of Melbourne, Australia

United Kingdom – North America – Japan  

India – Malaysia – China



Emerald Publishing Limited
Howard House, Wagon Lane, Bingley BD16 1WA, UK

First edition 2019

Copyright © 2019 Emerald Publishing Limited

Reprints and permissions service
Contact: permissions@emeraldinsight.com

No part of this book may be reproduced, stored in a retrieval system, transmitted in  
any form or by any means electronic, mechanical, photocopying, recording or  
otherwise without either the prior written permission of the publisher or a licence 
permitting restricted copying issued in the UK by The Copyright Licensing Agency  
and in the USA by The Copyright Clearance Center. Any opinions expressed in 
the chapters are those of the authors. Whilst Emerald makes every effort to ensure 
the quality and accuracy of its content, Emerald makes no representation implied 
or otherwise, as to the chapters’ suitability and application and disclaims any 
warranties, express or implied, to their use.

British Library Cataloguing in Publication Data
A catalogue record for this book is available from the British Library

ISBN: 978-1-78973-064-7 (Print)
ISBN: 978-1-78973-063-0 (Online)
ISBN: 978-1-78973-065-4 (Epub)



v

Contents

About the Author� xiii

1.	 What this Book is About� 1

2.	 Four-Component Model of Equity Pricing� 23

3.	 How Professionals Invest� 57

4.	 Risk in Equity Investment� 79

5.	 Fundamental Analysis of Equities� 95

6.	 Pricing Equities within the Four-Component Model� 123

7.	 Market Level Influences and Transaction Timing	�  149

8.	 Portfolio Construction and Performance Evaluation� 179

9.	 Summary and Conclusions� 197

References� 225

Index� 245



This page intentionally left blank



vii

List of Figures and Tables

Figures

Fig. 1.1. Summary of New Principles of Equity Investment. xv

Fig. 1.2. Fama/French SMB and HML Factors. 11

Fig. 1.3. Proportion of Firm NPV Accrued in the First 
Year.

12

Fig. 1.4. Schematic of New Principles of Equity Investment. 16

Fig. 2.1. Waterfall Diagram of the Intrinsic, Transactional, 
Optional and Extrinsic Components of a Share’s 
Price (Not to Scale).

29

Fig. 2.2. Loci of Equity Price Components. 48

Fig. 2.3. Equity Valuation Framework (Not to Scale). 49

Fig. 2.4. Model of Contributors to Equity Price. 51

Fig. 3.1. Berkshire Hathaway and Fidelity Magellan 
Performance Versus S&P 500.

63

Fig. 3.2. Eerily Close Alignment of Lead Ups to the 1929 
and 1987 US Equity Market Crashes.

68

Fig. 3.3. Alignment of US Market and Japanese Market 
13 Years Earlier.

71

Fig. 4.1. Prospect Theory. 81

Fig. 4.2. Sources of Firm Risk. 85



viii List of Figures and Tables

Fig. 5.1. Performance of Fundamental Valuation 
Techniques.

120

Fig. 6.1. UTX 1985–2015 Return Prediction. 145

Fig. 6.2. Excess Return for Large Firms Sorted by Decile 
of Predicted Return.

146

Fig. 7.1. Links between the Macroeconomy and  
Financial Markets.

151

Fig. 7.2. Trends, Patterns and Cycles in US Equity Prices. 161

Fig. 7.3. Institutions’ Influence on Skew in Equity 
Returns.

168

Fig. 7.4. Return from Market Timing. 174

Fig. 7.5. Decision Tree Framework for Equity 
Investment.

177

Fig. 8.1. Volatility of the S&P 500. 183

Fig. 8.2. Returns by Style. 189

Tables

Table 2.1. Nature and Drivers of Firms’ Real Options. 34

Table 2.2. Attributes within Equity Price Components that 
Explain Behavioural Biases.

52

Table 5.1. Classification of Fundamental Equity Valuation 
Techniques.

100

Table 5.2. Elements in Fundamental Valuation of a  
Company.

103

Table 5.3. Common Firm-specific Variables Whose Lagged 
Values Explain Returns.

106

Table 5.4. Pro Forma Statement of Cash Flows. 108

Table 5.5. Averages of Valuation Measures in Different 
Markets During 2006–2017.

115



List of Figures and Tables ix

Table 6.1. Results of Regression of Following Year  
Excess Returns against Historical  
Semi-deviation and Skewness.

127

Table 6.2. Enron Financial Accounts. 129

Table 6.3. Risk-related Features of Bankrupt and  
Non-bankrupt Firms.

135

Table 6.4. Firm Variables that Predict Value. 139

Table 8.1. Components of Net Wealth in United States. 187

Table 8.2. Mutual Fund Total Return (% PA) and  
Comparison of Performance.

194



This page intentionally left blank



xi

An abundance of widely accepted folklore is used in the 
investments industry.

Francis and Kim (2013) Modern Portfolio Theory

Most claimed research findings in financial economics are  
likely false.

Harvey, Liu, and Zhu (2015)
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tions operate, of how investment decisions are actually made.
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Maurice Allais (1988, p. 274)
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John Maynard Keynes (1936, p. vii) The General Theory of 
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New Principles of Equity Investment

1.	 Large investors run segregated equity portfolios, and other investors 
only infrequently allocate assets. So we can simplify an overly 
complex task by separating investment from asset allocation, and 
treat equity investment as ranking candidate stocks.

•	 Benchmark, or opportunity cost, becomes equity market return.
•	 No relevance for risk-free rate, equity risk premium, systematic risk.

2.	 Savers have long investment horizons, but investors lack foresight: man-
agers and analysts cannot forecast beyond about a year; annual 
turnover of equities exceeds 100 percent.

•	 Limit valuation to a one-year holding period.

•	 Discount rate becomes irrelevant.

3.	 Equity prices have unique structure. They are extensive variables 
comprising multiple complex sub-systems; and information-based 
claims on future payoffs or intangible contracts.

•	 Equities have more in common with currencies than with stand-
ard goods

•	 Equities’ differences from goods in neoclassical economics call 
for a new price model.

4.	 Extensive variables are modelled in other disciplines with time-varying 
components. Follows Miller and Modigliani (1961) and others’ 
belief that equity value is influenced via different channels.

•	 Four components are proposed for equity prices:

�	 Intrinsic: Objective, fundamental value of assets in place  
(on-going firm value).

�	 Transactional: Specifics of transaction or setting (size, loca-
tion, agents).

�	 Optional: Contingent strategic opportunities (similar to real 
growth options in asset pricing models) and hazard liabilities.

�	 Extrinsic: Crowd sourced through socialisation of equity 
markets. Incorporates behavioural biases whose persistence 
indicates that they meet some economic need.

•	 Puzzles of investor reliance on non-fundamental aspects of 
price are explained away.

(Continued)
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5.	 To predict future equity price

•	 It is not practical to codify qualitative analysis, and fundamental 
influences vary over time.

•	 Capture time-varying non-linear relationships with dynami-
cally conditional error correction model and three-pass regres-
sion filter.

•	 Rely on lagged firm-specific variables proxying for components 
above

�	 Accounting data measures intrinsic value and exercise of real 
options.

�	 Market data quantifies extrinsic value (especially price).

�	 Convex transformations of data (square, semi deviation, 
standard deviation) value real options.

6.	 Use risk with dictionary meaning as possibility of value loss:

•	 Manage short-term firm-specific risk through Bayes rule, and 
ESG and SRI filters.

•	 Manage longer-term equity risk at portfolio level.

7.	 Form portfolios that optimise risk-adjusted return from active 
investment over long-term investor horizon:

•	 Diversify across time and sector, and control with downside beta.

•	 Apply style tilts, leverage, and staking strategies; incorporate 
derivatives.

8.	 Time transactions using theory-supported technical analysis based 
on price patterns in seasonity and liquidity and logical decision cues.

Fig. 1.1:  Summary of New Principles of Equity Investment.
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