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An abundance of widely accepted folklore is used in the 
investments industry.
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Most claimed research findings in financial economics are  
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Maurice Allais (1988, p. 274)
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escaping from old ones.

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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