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Abstract: 

 

 Through the lectures, guest speakers, and personal experiences in the Applied Portfolio 

Class, a course at the Eller College of Management where finance seniors and graduate students 

manage over $1.2 million of the University of Arizona Foundation’s money, it is clear that a 

large amount of information must be sorted through to make a rationalized investment decision. 

Combining several of the techniques brought to the class, a full and in-depth top-down analysis 

of the macro-economic environment, industry, and security is best way to begin researching a 

stock for investment. This includes deciding what stage the overall economy is in, which 

industries do well in that stage, and finally which stocks in those industries are undervalued 

relative to forecasts and their peers.  



Introduction: 

 The process of security selection is a very complex and non-uniform idea. No two people 

use the same strategy to find stocks that they consider to be under- or over-valued. However, 

through the Applied Portfolio Management class offered at the Eller College of Management, a 

very encompassing and thorough system for analyzing securities is presented. 

 The Applied Portfolio Management class is offered to selected senior and graduate 

students who are studying finance. The class manages an active portfolio of over $1.2 million of 

the University of Arizona Foundation’s money. Students are assigned into five teams of 5-8 

which each cover two sectors. These sectors are Consumer Discretionary, Consumer Staples, 

Energy, Financial Services, Healthcare, Industrials, Info Technology, Telecommunication 

Services, Materials, and Utilities. In addition to weekly assignments of updates for the fixed 

income and equity markets, these teams are able to pitch any buy recommendation for a stock 

within their sector (usually accompanied with a sell recommendation for a stock already in the 

portfolio). The class then votes whether or not to approve a stock pitch by rule of majority. The 

fixed income portion of the portfolio (30%, including 5% in cash) is overseen by the graduate 

students, who run a mean-variance analysis with their own assumptions to set the target weights 

in certain fixed income securities.  

 In addition to the student activity, the students are presented lectures either from one of 

the co-teachers of the class, Arvind Singh from Eller and Matthew Harrison from RMH 

Investment Management, or an industry professional. It is through these lectures that one is able 

to build a much more full understanding of the process that goes into screening and selecting 

securities for a portfolio.  



 The guest lecturers are all very established in their specific fields and provide great 

insight into what they do, how they do it, and how they got to where they were. These speakers 

include the following names: Duane MacAlister from BMO Asset Management, Don Seeley, a 

former Fortune 500 company CFO, Kris Trocki from ING, Peter Brimm, a hedge fund manager, 

and Ken Morrison from Merrill Lynch. These speakers give detailed explanations of how to do 

analysis for picking a security – from overall macro-economic analysis down to the financials of 

a specific company. 

 Through these lectures and experiences in the Applied Portfolio Class, one can walk 

away with a very thorough system for examining the economic and industry environment, as 

well as individual securities. The aim of this paper is to give an outline for such a system. Of 

course, the bulk of investment know-how comes from experience. However, from the basics 

outlined in the next sections of this paper will give a person a good overall understanding on the 

quality of the security in focus. 

 

Macro-Economic Analysis: 

 The “macro-economy” refers to the overall economy of the country (or, possibly the 

world) as a whole. This analysis will give an understanding of which direction the economy is in, 

and sometimes will uncover the reasons why it is moving in that direction.  

 So why would one care about the overall economic environment? This is because there is 

a very strong relationship between the economy and several drivers of profits. The economy is 

tied closely to the movements of the markets, company earnings, interest rates, and inflation. All 

of these indicators are important to making well-informed investment decisions. If one can see 

where the economy is headed, they already have a head start to finding the right stock selections. 



Another reason the overall economic environment is important is because different sectors react 

differently to economic conditions. For example, consumer discretionary stocks tend to lose 

during a recession, while utility stocks do well (and for this reason, they are sometimes referred 

to as “defensive stocks”).  

 Luckily, there is a plethora of indicators that can help one get a good understanding of the 

current conditions of the overall economy. Many of these indicators are provided through US 

Government (many through the Department of Labor Statistics), and some are through private 

sources. These indicators include the following: consumer price index (CPI), producer price 

index (PPI), purchasing managers index (PMI), retail sales, industrial production, industrial 

capacity utilization, gross domestic product (GDP), durable goods orders, consumer confidence 

index, unemployment, housing starts, and non-farm payroll. In the class, these indicators were 

covered by Duane MacAlister from BMO Asset Management.  

 The consumer price index measures the average change in retail prices of a select basket 

of 200 categories of goods & services. The three main categories are housing, food and 

beverages, and transportation. This index is a good measure for sensing inflationary pressures. 

 The producer price index measures the change in prices that manufacturers and 

wholesalers pay for goods on various stages of production. These stages of production are 

crude/raw goods, intermediate goods, and finished goods. The finished goods category holds the 

most weight in regards to the PPI number. A higher number for this index typically means that 

production costs for companies are higher, contracting profit margins. However, this price 

increase could be caused by inflation or other growth in the economy – meaning that this index 

must be taken with other indicators in order to just help paint a more clear picture of the 

economy. 



 The purchasing managers index measures the activity of manufacturing purchasing 

managers, including such components as new orders, manufacturing production, supplier 

deliveries and inventories. Since this index increases as soon as activity picks up on the 

manufacturing level, it can be viewed as a leading indicator (that is, when you see this index rise 

you can assume more economic activity downstream from the manufacturers in the future). A 

rise in this number also indicates either a forecast or actual pickup in demand. 

 Consumer spending makes up around 70% of GDP, so the retail sales indictors are very 

important to gauge economic activity. This indicator is based only off of the consumption of 

goods, rather than services, and is conducted by sending surveys to retail establishments. The 

trends in consumer spending often indicate a growing or shrinking economy well, and are a 

particularly good indicator for consumer sentiment and income.  

 Industrial production indicators record the volume of goods physically produced in the 

US (although there are similar indicators for other countries) monthly, irrespective of where the 

buyers of the goods are located. This indicator has historically been a quick tell for changes in 

the business cycle and also does well to forecast future manufacturing hire and personal income 

growth.  

 The capacity utilization index measures present output data against potential production 

if the economy was running at full capacity. Normally, one can expect to see this number around 

80%. This number is an exceptionally good indicator of business investment spending. If the 

number is high, then companies are running near full capacity and will need to invest in more 

PP&E. If the number is well under 80%, then companies do not need capital investments and 

may actually be looking to downsize operations. This number is also a good indicator for 

inflation – as the number grows about 80%, one can expect to see inflation rise.  



 Gross domestic product is the total sum of all US goods and services produced within the 

US borders. This can be considered the overall barometer for the economy as it accounts for 

every piece of production. It should be noted that this number does not include intermediate 

stage products, only final sales. The four major components of GDP are consumer spending 

(~72%), government spending (~18%), housing (~3%), and net exports (~-3%). While this is 

evidence of what the economy is doing overall, it is mostly thought to be a trailing indicator. It is 

much more beneficial to be able to explain this number in terms of the changes in its components 

than to rely on GDP figures alone (for reasons including the fact that previous estimates are 

constantly revised).  

 Durable goods orders are classified as goods that last longer than three years, such as 

cars, appliances, computers, and furniture. This number is seen as a good indicator of future 

manufacturing activity. 

 The Consumer Confidence Index is a detailed survey collected monthly by the 

Conference Board and University of Michigan to gain the sentiment of the average consumer. 

When this number is higher, one can expect consumers to begin spending more since they feel 

more confident about their income and investments.  

 Unemployment numbers are a great indicator of the general direction of the economy, but 

should always be looked at as a trend rather than an individual number. In itself, there are several 

different indicators that should be looked at to get a full picture of why employment is changing. 

Some of these include duration, jobless claims, and numbers that include discouraged workers – 

a group of potential workers that can skew some statistics. These numbers, taken together, can 

begin to show the overall health of the economy. High unemployment means that firms profits 

are shrinking and they are downsizing labor forces with it. A trend towards lower unemployment 



means that companies are reinvesting in themselves again, giving hope for more growth in the 

future.  

 The number for housing starts records how many new residential homes have begun 

construction, making it a good leading indicator for future economic activity. The two main 

factors that affect this index are interest rates and personal income.  

 Non-farm payroll numbers reported by the US Bureau of Labor Statistics measure the 

average weekly earnings of all private-sector non-farm employees (accounts for about 80% of all 

the labor force). If payrolls are rising, this could mean that households will have more personal 

income to spend. As long as consumer confidence is high, much of the extra income will be 

spent and one would see a rise in consumer spending, bolstering the largest portion of GDP. 

However, one should compare these numbers to the CPI, PPI, and inflation measurements to see 

if the increase in income is real or only nominal. 

 The final indicator that will be discussed here is the general stock market. Since many of 

the statistics provided by the government and other sources are looking back in time and 

measuring what happened, one of the best leading indicators available is the stock market since it 

immediately changes price for changes in future forecasts. However, often this information isn’t 

necessarily accurate (with the stock market reaching highs in 2006-2007). Nonetheless, a steady 

rise in stocks in line with other indicators is a very strong signal for growth in the economy. 

 The reason one would look at macro-economic indicators is to get a gauge on what stage 

of the business cycle the economy is in. Once this is accomplished, targeting sectors that 

typically do well in that stage of the cycle is next. As an example, some indicators that show the 

economy is in a recession would be that leading indicators are down, GDP is contracting, 

inflation is flat, and manufacturing numbers are struggling. Along with these, you would see a 



fall in consumer confidence and unemployment on the rise. In the early stages of a recovery from 

recession, one would see many of these indicators start to flatten or turn around in a positive 

direction.  

 Once one has an idea for what sectors and industries to focus on, they must then begin an 

analysis on those industries to fully understand them. 

 

Industry Analysis: 

 In order to make a knowledgeable decision to purchase a security, it is important to have 

a good understanding on the industry that the security is a part of. The most important 

component is understanding any major shifts in the industry that will change profits in the future. 

This can be achieved by starting from the very beginning step of any industry analysis – defining 

the actual industry. 

 Contrary to how straight-forward it sounds, defining the industry for analysis is a 

challenging (and absolutely important) step. This will determine the scope of the analysis and 

must capture the most important parts of the value chain. Take Dish Network, the satellite pay-

TV distributor, for example. One could make arguments for doing an industry analysis on the 

satellite TV industry, overall pay-TV industry (including cable companies), video entertainment 

distribution industry, or even the overall entertainment industry. The correct choice must 

encapsulate the scope that is most largely affecting the future of the company at hand. In this 

case, given the major paradigm shift in the way that people are watching TV and other video 

entertainment (such as over-the-top providers such as Netflix and Hulu), one would be best to 

decide to analyze the full video entertainment distribution industry.  



 Once the industry is defined, one must gather an understanding for what they do and how 

they make profits. A way to begin this is to understand the entire value chain – from the very 

beginning of the product’s raw materials to the way the individual actually consumes it. This will 

give the ability to see where the most market power lies in the chain, and where that power has 

shifted to during changes in the industry. Going back to the video distribution example, the new 

entrants that allow users to watch videos without a cable or satellite subscription have lowered 

the market power that those players once had. This power has shifted mostly to the content 

providers, who are now the ones largely making the decisions of where their content should be 

available.  

 Another method to gain insight on how much market power a certain step in the value 

chain has is the Porter’s five forces model. This model maps the relationships and relative power 

that a company has within the following categories: internal rivalry (competition with others in 

the same part of the value chain), suppliers, customers, threat of new entrants, and threat of 

substitute products. By looking over the industry’s history and recent shifts, one would be able to 

see where the trends are moving the power, and therefore will be able to find more promising 

investment opportunities.  

 There are several important factors to take note of for how well the industry will do in 

certain market conditions. One is sales sensitivity – the more elastic the demand for a product, 

the worse it will do in a down market since consumers don’t necessarily need it. Another is 

operating leverage, or the ratio of fixed costs to variable costs. In a down market with less 

demand, companies with high operating leverage will suffer more because they have much less 

variable costs to scale back and still have to cover relatively large fixed costs, straining profits. 

Financial leverage for the industry is also something to take note of. For example, looking at 



financial stocks going into the recession, it is clear that they were overleveraged, causing them to 

collapse at incredible rates. On the flip side, if the economy is expected to do well, finding an 

industry that has high operating and financial leverage (without being overly burdened) will lead 

to much higher gains as the environment recovers.  

 There are several other areas to look at to get an even further grasp on how the industry 

operates and how it is affected. These include items such as the life cycle, industry concentration, 

regulatory influences, social influences, impact from new technologies, and how the industry is 

affected by macro-economic trends.  

 Now that the industry analysis has painted a much clearer idea for what sector to focus 

on, it is time to begin looking at the individual firms within that industry.    

 

Individual Security Screening and Selection: 

 The two most influential speakers regarding security selection that came to our class were 

Peter Brimm and Don Seeley. Mr. Brimm works for a large Canadian hedge fund and has made 

his career by picking stocks. He laid out a very comprehensive system to go about learning 

everything one needs to know about how good of an investment the stock is. Mr. Seeley had a 

large focus on accounting and how to sort out some details that are often overlooked in financial 

statements.  

 The first, and arguably most important, step that Mr. Brimm suggested was to read the 

proxy statement of a company (14DEF) from when the first issued stock to the public. Included 

in the proxy are the main ideas behind the company – notably the business model and the way 

management gets paid. The latter is a very important piece of information, since it will show how 

management will act. If management gets compensated for growing the revenues and size of the 



company, it can be assumed that they will do whatever it takes, meaning acquisitions even if they 

aren’t accretive, to achieve that goal. Knowing how and why management will act is an often 

overlooked fact when analyzing a company.  

 Next, it is best to get a good understanding of the operational assets of the company. 

Although one should already have an idea of how the industry makes profits, every company is 

set up differently and many for different purposes. A way to go about this step is to read the 

entire annual filing (10-K) of the company. The first few sections will give an overview of the 

company, its assets, and the risks that it faces. It would also be a good idea to read the most 

recent annual reports and investor presentations to get a better understanding of recent 

developments and management’s goals.  

 In addition to gaining an operational understanding of how the company makes its 

profits, it is also important to research what makes the stock move. This step is necessary 

because profitability is not always the main driver behind changes in stock price. Questions to 

ask include: does the stock move off of news about the company? The industry? The economy? 

Is the stock largely affected through government action? Does most of the movement come from 

earnings reports? New product releases? Changes of management? Mergers or acquisitions? 

Once these questions are answered, the scope of the rest of the analysis is narrowed.  

 Now that a basic understanding for how the business is run has been obtained, it is time 

to start digging through the financials for clarity and potential red flags.  

 Don Seeley mentioned that the first thing to look through is how the growth of the 

company occurred. There are several ways to see an increase in revenue – organic, inorganic, 

and foreign exchange. Organic growth is when a company grows its operations without 

acquisitions or the addition of new stores (for retail). In other words, it’s when a company grows 



on its own. Inorganic growth stems from acquisitions or divestitures – when the company 

acquires another or sells off part of itself. The final way growth in revenue can occur is by 

foreign exchange benefits – benefits received by changes in exchange rates from money made 

overseas. It is important to mainly focus on the organic growth of a company, since the other 

methods of growth cannot be estimated accurately.  

 Other things to look for are restructuring or impairment charges that a company has 

recognized. Restructuring charges are particularly interesting, since more than often they arise 

when a company closes operations for some segment or geographic region. These can be 

potential red flags – for example, if a firm states that its main growth strategy is to expand 

internationally, but it has restructuring charges that come from the shutdown of several overseas 

operations, worries of the plan can arise. Impairment charges are most often due to the write-

down of goodwill – an accounting item that displays the price paid over the tangible value of 

assets through acquisition. If a firm’s growth strategy involves finding good investments through 

acquisitions but has constant impairment of goodwill (meaning that the price it paid for a 

previous purchase didn’t match the value they now estimate for that purchase), it might not be a 

strong candidate for growth.  

A good next step is to begin building a financial model for the company. This will allow a 

fundamental and relative analysis which will lead to estimates of stock price. There are two 

major valuation methodologies that are commonly used in practice – the discounted cash flow 

model and comparative company analysis.  

 The discounted cash flow model builds forecasts for future cash flow to the firm 

(available to all investors) and then discounts these values back using a discount rate derived 

from the current hurdle rate for the company. After all of the analysis done thus far, coming up 



with forecasts for the company – while still a matter of subjectivity – will be much more clear. A 

few tools to guide the forecasts are management’s own expectations (usually high) and analyst 

research estimates. Commonly the model is built out for 5-10 years, which is then followed by a 

terminal value calculation. Terminal value can be calculated in two different ways – the 

perpetual growth method or the EBITDA exit multiple method. The perpetual growth method 

takes the final-plus-one year cash flows and divides them by the discount rate less the expected 

terminal growth rate, which is is then discounted back to present value. The EBITDA exit 

multiple method takes the final year cash flow and estimates at what multiple the company could 

sell for at that time. Then, that terminal value is discounted back to present.  

 After discounting all cash flows back to present day (which gives the enterprise value of 

the firm), net debt (debt less cash) and minority interest are factored out, leaving the estimated 

equity value of the company. This value is then divided by the total number of diluted shares 

outstanding to get an estimated share price. While commonly used for justification, this method 

is often unreliable due to the fact that it is as only good as the assumptions that are put into it.  

 The next valuation method compares the financial multiples of the company to those of 

its peers. The first step is to find a peer group, usually of around 5-8 companies (depending on 

how many similar companies there actually are) with similar operating assets and ways of 

producing profits. This methodology is quite simple once the peer group is established – 

financial ratios for all companies are calculated and compared. Common multiples to look at are 

enterprise value (EV) to EBITDA, price to earnings, debt to capital, EV to free cash flows, price 

to book (mainly for financial firms), and dividend payout ratios. Also, any industry specific 

ratios should be included.  



 The difficulty of the relative valuation methodology is explaining why the ratios are 

different across firms. The question to ask is “do these really show an over/undervaluation, or is 

there a reason why these ratios are different?” This can be answered by being knowledgeable 

about each company in the peer group and their assets.  

 There is still a good amount of scrubbing that needs to be done even after the preliminary 

valuations. This deeper analysis will help fine tune the assumptions for the DCF and may explain 

the differences in ratios for the comparable analysis. Recent company news, earnings call 

transcripts, presentations, analyst opinions and research are all good tools to further the 

knowledge of the company before making a sound decision. Peter Brimm suggests reading 

anywhere from 500-1000 pages of information on the company before making an investment 

decision.  

 Once all of the data has been analyzed and a good understanding of the economy, 

industry, and company has been established, it is then time to make an investment decision. If 

the stock is in the right industry given current trends in both the economy and that industry, is 

undervalued based off of a fundamental analysis, and is trading at a discount relative to its pure-

play competitors – then a buying opportunity is available for that security.  

 

Conclusion and Findings: 

 Over the course of this year, the Applied Portfolio Management class has taught many 

useful tools for evaluating the economy, industries, and individual securities for investment 

decisions. Through these lessons, it is clear that an entirely comprehensive top-to-bottom 

approach to investment research is an effective way of capturing most of the information 

necessary to make a sound investment decision.  


