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Today’s outline

• Equity valuation process
– Economic analysis
– Industry analysis
– Company analysis
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What is purpose of economic and industry 
analysis?

• Economic growth effects industry growth and firm 
performance.  

• Expectations of economic growth affects stock market 
direction.

• International economics effects international fund flows.
• Identify industry cycles in order to time asset allocation. 
• Without thorough understanding of economics and 

industry, you are probably guessing market directions 
and firm performance blindly.
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Economic analysis



Macro Economic Analysis
• There is a strong linkage between growth in the overall 

economy and growth in company earnings (which drive 
stock prices, at least in the long run).

• The following graph shows that changes in nominal GDP 
explain about 37% of the changes in corporate profits on 
average.

• Obviously, then, to know where earnings (and thus stock 
prices) are going, we need to know where GDP is going.

• A GDP forecast is our starting point.  This forecast can 
be had from a number of sources including brokerage 
firm analysts, bank economists, and the central banks.

Earnings & GDP

Corporate Earnings vs. Nominal GDP
y = 3.9195x - 0.0501

R2 = 0.3712
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Data Source: http://www.freelunch.com
Data are from Q1 1946 to Q2 2001
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ที่มา : SETSMART และ NESDB, ขอ้มูล ณ 30 พฤศจิกายน 2554 
หมายเหตุ : *ผลกาํไรสุทธิของบริษทัจดทะเบียนสะสม 4 ไตรมาสยอ้นหลงั (ไม่รวมกองทุนรวมอสงัหาริมทรัพย)์

SET Index, Earning and GDP

อตัราการเตบิโตทางเศรษฐกจิในไตรมาส 3/2554 ปรบัตวัดขีึน้จากไตรมาสก่อนหน้า ในขณะทีผ่ลกาํไรสทุธขิอง
บรษิทัจดทะเบยีนสะสมยงัคงเตบิโตต่อเนื่อง สาํหรบั SET Index หลงัจากการปรบัลดลงคอ่นขา้งมากในไตรมาส
ที ่3/2554 SET Index ไดป้รบัเพิม่ขึน้ในเดอืนพฤศจกิายน 2554 อยา่งต่อเนื่อง
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Economic analysis process
-Identifying continuation of current trend (expansion, contraction) 
and turning points in the business cycle (peak, trough) 

-Identifying key drivers for the economic growth. 

- How does the business cycle relate to fiscal policy and 
monetary policy / money supply, interest rate, inflation and 
growth? 

Industries can response differently to business cycle

Impacts on company: How do the economic cycle, monetary 
policy and fiscal policy affect the industry and the company?; Key 
economic indicators that impact business of the company. What are 
the impacts / outlook? 



How does the business cycle relate to 
Fiscal and monetary policy?
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The environment in favor of equity 
securities price

The environment in favor of equity securities price: 
Increased money supply
Low interest rates
Low inflation
Fast-growing economic growth

Characteristics of an Economic 
Boom

• Strong and rising level of aggregate demand
• Often driven by fast growth of consumption
• Rising employment and real wages
• High demand for imported goods & services
• Government tax revenues will be rising quickly
• Company profits and investment increase
• Increased utilisation rate of existing resources
• Danger of demand-pull and cost-push inflation if 

the economy overheats
11

Characteristics of an Economic 
Recession

• Declining aggregate demand for output 
• Contracting employment / rising unemployment
• Sharp fall in business confidence & profits 
• Decrease in fixed capital investment spending
• Reduced inflationary pressure
• Falling demand for imports
• Increased government borrowing 
• Lower interest rates from central bank

12



Quick Questions

• What stage of the business cycle do you think 
the global economy is in now?

• Why does investment fluctuate more than 
consumption in the business cycle?

• What 2 ways might a business benefit from a 
recession?
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Industry analysis

Cyclical or non-cyclical 
Cyclical industries are highly dependent on the stage of the 
business cycle (performance is highly related to economic 
activity). These firms have high earnings volatility and 
operating leverage. 

Non-cyclical industries produce goods and services for 
which demands are relatively stable. Non-cyclical industries 
can be grouped into defensive (stable) or growth.   

Cyclical industries: energy, petrochemical, soft commodities, 
materials, technology and consumer discretionary.  
Defensive industries: utilities, healthcare, consumer staples 
Growth industries: E-Commerce, biotechnology, environmental 
consulting, video games*  
*Top 10 fastest growth industries according to IBISWorld

Capital intensive industry
Capital intensive industries have high barrier of entry, as it 
will be costly to enter or exit. Overcapacity can result in 
intense price competition.
Capacity: Producers may overshoot the optimal industry 
capacity, especially in cyclical market. Producers may start to 
expand capacity during an economic expansion. By the time 
they bring the additional production on the market, the 
economy may enter a recession.  



Cyclicals
• Credit cyclical: Banks, property

– BNP Paribas:CAC40, Credit Agricole: CAC40
• Consumer cyclical: Luxury goods

– LVMH: CAC40, Daimler: DAX
• Capital goods: Building materials, 

Chemicals 
– Total:CAC40,  Air liquide: CAC40, Vinci : 

CAC40
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Counter cyclicals  (Defensive) 

• Basic consumer goods & services: 
– Groupe Danone: CAC40, Deutsche Post: 

DAX, Hindustan Unilever: BSE

• Utilities
– Veolia Environnement: CAC40, Électricité de 

France: CAC40, Reliance Infrastructure: BSE
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Performance of European cyclicals
• MSCI Europe cyclicals have 

significantly underperformed the 
MSCI World index. 

• Strength in the USD (red line, 
inverse, right scale) is highly 
correlated to the relative 
performance of cyclicals (blue line, 
left scale).

• Based recent experience, a falling 
Euro and falling rates in Europe 
are a bad combination for 
European cyclicals.
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Performance of European counter cyclicals

• Growth counter-cyclicals have 
outperformed cyclicals by 65% 
over the last five years.

20



Industry life cycle 
- An industry stage in the cycle has an impact on 
growth, competitive structure, cost and profit. 

- An industry stage in the cycle affects business 
strategies, including pricing, marketing, cost cutting 
and R&D

- An industry’s stage will change over time.  

Industry life cycle 

Early stage

Growth

Shakeout

Mature

Decline

Time

Demand

Early stage

Growth

Shakeout

Mature

Decline

The five phases of the industry life cycle:
- Early stage
- Growth
- Shakeout
- Mature
- Decline 
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Components of industry analysis
Characteristics of the industry:
• Nature of the industry
• Regulatory and tax conditions
• Competitive structure / Threats of new entrants
• Labor conditions
• How important are technological developments?
• Vulnerability to external shocks
• Which economic forces have the most impact on the 

industry (e.g., interest rates, foreign trade)?
• What are the important financial and operating 

considerations (e.g., access to capital)?
• Historical performance and performance outlook
• Degree of operating leverage and financial leverage
• Price history (valuation) 

Demand, supply, and 
competition

24

Potential 
entrants

Industry 
competitors

Rivalry 
among 
existing 

firms

Substitutes

CustomersSuppliers

Source: Michael Porter 1985, 
Competitive advantage
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Lecture 1: Appendix

Examples of industry analysis
and research report writing INDUSTRY ANALYSIS 

EXAMPLES
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EXAMPLE 1: GLOBAL BEAUTY 
INDUSTRY
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Identify total demand: Global 
demand for beauty products
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Identifying market segment growth

39

Identifying market segment growth

40



Identifying determinants of growth

41

Identifying determinants of growth

42

Identifying determinants of growth

43

Competition drives innovation

44



Competitor analysis
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Summary of industry position

• Premium market outgrowing mass
• More sales going through specialized retailers 

ex. Sephora, on-line sales, and travel sales 
compared to traditional department stores

• Consolidation continues
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EXAMPLE 2: RETAILING 
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1/13/2018 4813/01/61 48SUMMARY &

CO. OVERVIEW
STRONG 
FUNDAMENTALS 

CHANGE IN 
GROWTH STORY

OVERPRICED BY 
MARKET

Thailand’s Largest Home Improvement Retailer

“One-stop shopping for middle-upper 
income home owners”

Source: Company Data
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1/13/2018 4913/01/61 49SUMMARY &
CO. OVERVIEW

STRONG 
FUNDAMENTALS 

CHANGE IN 
GROWTH STORY

OVERPRICED BY 
MARKET

Impressive Historical 
Sales Growth

40 branches located in
Bangkok and 1st-tier provinces 

Source: Company Data and Team Research

Source: Company Data

FIRST-MOVER ADVANTAGE
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1/13/2018 5013/01/61 50SUMMARY &

CO. OVERVIEW
STRONG 
FUNDAMENTALS 

CHANGE IN 
GROWTH STORY

OVERPRICED BY 
MARKET

50

BKK & 1st Tiers
Markets

BKK & 1st Tiers 
Markets

2nd Tiers Markets

International
Markets

International 
Markets

1/13/2018 5113/01/61 51SUMMARY &
CO. OVERVIEW

STRONG 
FUNDAMENTALS 

CHANGE IN 
GROWTH STORY

OVERPRICED BY 
MARKET

51

2010 Competitive 
Landscape

LEADERS IN BKK AND 
1ST TIERS

6 2

1 -

- 8

- -

Total No. of 
Branches 26 30

2010 Bangkok 1-st Tier 
Provinces

19 20

Thai 
Wasadu

17

56

BKK & 
1st tiers

39

1/13/2018 5213/01/61 52SUMMARY &
CO. OVERVIEW

STRONG 
FUNDAMENTALS 

CHANGE IN 
GROWTH STORY

OVERPRICED BY 
MARKET

THB 8 Billion investment over the next 3 
years in BKK and 1-st Tier Provinces

Move towards BKK to capture more market share

NEW ENTRANT: Competing head-to head 
with HMPRO’s soft line product

Unprecedentedly aggressive competitions in Bangkok 
and 1st-Tiers markets

Thai 
Wasadu

52



1/13/2018 5313/01/61 53SUMMARY &
CO. OVERVIEW

STRONG 
FUNDAMENTALS 

CHANGE IN 
GROWTH STORY

OVERPRICED BY 
MARKET

40

80

2013

40

17

Total No. of 
Branches 56

2010

39

Thai 
Wasadu

More players 
intensify competitive 

landscape

Lower negotiation 
power with new 

suppliers

Impair A/P Days
120  100

2013 Competitive 
Landscape

UNPRECEDENTEDLY 
AGGRESSIVE

Bangkok 
and 1st Tiers
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1/13/2018 5413/01/61 54SUMMARY &

CO. OVERVIEW
STRONG 
FUNDAMENTALS 

CHANGE IN 
GROWTH STORY

OVERPRICED BY 
MARKET

Source: National Economic  and Social Development  Board (NESDB) and Company Data

Areas with high income

Areas with HMPRO 
store presence

HMPRO’s next move is to 
go into smaller provinces

(2nd tiers)

BKK and 1-st tier markets 
have

already been tapped by 
HMPRO
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1/13/2018 5513/01/61 55SUMMARY &
CO. OVERVIEW

STRONG 
FUNDAMENTALS 

CHANGE IN 
GROWTH STORY

OVERPRICED BY 
MARKET

Year 2009 GDP by Percentage Average GDP % per Province
Captured market
(19/76 provinces) 68.7% 3.6%

Uncaptured market
(57/76provinces) 31.3% 0.5%

Thailand’s Total GDP 100.0% 1.3%
Source:  National Economic and Social Development Board (NESDB) and Company Data

LESS LUCRATIVE 2nd-tier province market

Captured Uncaptured

55
1/13/2018 5613/01/61 56SUMMARY &

CO. OVERVIEW
STRONG 
FUNDAMENTALS 

CHANGE IN 
GROWTH STORY

OVERPRICED BY 
MARKET

LESS LUCRATIVE 2nd-tier province market

VS.

USD 7,700/Head/Year

USD 2,400/Head/YEAR

Captured Uncaptured

• Lower purchasing power
• Higher operational cost per THB sales
• Lower return on investment

56
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HMPRO Finances Its Own Growth3

Suppliers CustomersCheques

No investment required in working capital as sales grow
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EXAMPLE 3:  CHEMICALS
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BUSINESS DESCRIPTION
Crude Oil 
Refinery IVL’S POLYESTER CHAINIVL’S POLYESTER CHAIN Consumer Staple

MEG**MEG**

PTA*PTA*

PolyesterPolyester

FiberFiber

PET
Naphtha

Feedstock
(PTA & MEG)

Polyethylene
Terephthalate

(PET)

Fibers & Yarns

11

22

64%17%

19%
33

IVL’s
Suppliers

1

1

2

3

IVL’s
Customers

*Purified Terephthalic Acid
**Mono Ethylene Glycol

COMPANY OVERVIEW
Diversification of Customer Base & Geographic

42%

27%

31%

North America
Asia
Europe, Middle East, Africa

Geographical diversification 
helps reduce ocean freight 

and import duties

Source: Company’s Presentation

Revenue Breakdown by RegionIVL’s Customers

Strong relationship with
leading global brands
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2010A 2011A 2012E 2013E 2014E

Core EBITDA margin

DELAYED SPREAD CYCLE 
TURNAROUND

Turnaround expect to happen in mid 2013

Spread start
bottoming out in

mid 2013

Source: IVL’s opportunity day presentation 1Q,2Q,3Q

Management expect 
Turnaround point  end 2012

Worsened PTA oversupply issue

Down cycle hit IVL the hardest
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22

IVL’s core EBITDA margin
percentage

0
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0%

2%

4%

6%

8%

10%

12%

14%

2010A 2011A 2012E 2013E 2014E

Demand Supply Core EBITDA margin

PTA OVERSUPPLY WORSEN

Additional 10.8 m tonnes injected 
into the market latest by 1H2013 

(18% of existing capacity)

PTA oversupply worsen

Source: JP Morgan estimate

PTA oversupply issue
will continue

11

China India Taiwan

percentage M tonnes

30%

16%
54%

PTA Polyester PET

57%

8%

35%

EBITDA in MD&A
Allocation 

adjusted EBITDA

VS.

Companies RelianceDow 
Chemicals

PETROCHEMICAL VALUE CHAIN
IVL

Crude Oil/ Gas

Alpek Sinopec

Basic Chemicals

Organic 
Intermediaries

Polyester Polymers

Change in 
EBITDA margin 

(2011-2012)

IVL

-5.40%
Peers Average

- 1.45%

Thinning margin from lacking product 
diversification

DOWN CYCLE HIT IVL THE HARDEST22 WEAK RECOVERY
Margin: Not Expected to Exhibit High Margin Similar to 2011 

Downward pressure 
on IVL’s Margin

• Increased supply
in Asia

• Higher competition

Looking 
Forward

Abnormally 
high margin
• From cotton 

shortage

2010-2011

Source: SBA-CCI, Macquarie Research and team’s estimates

3%

6%

9%

12%

15%

2010A 2011A 2012E 2013E 2014E 2015E 2016E

Core EBITDA margin

VolumeVolumeMarginIVL Growth: Margin Volume



WEAK RECOVERY

IVL Growth Story

Future Volume Growth Not as Vigorous as the Past

Source: Company’s Presentation

Thousands tonnes

3,700 

2,200 

1,700 450 
450 500 

 -

 2,000

 4,000

 6,000

 8,000

 10,000

2010A 2011A 2012A 2013E 2014E 2015E

 Historical Volume Growth 
through M&A

 No M&A plan in the next 
12 months

Why not M&A?
 Tight liquidity

• Low quick ratio
• Issue of THB 6 billion Senior

Unsecured debentures

 Over leveraged Position

VolumeMarginMarginIVL Growth:

IVL’s incremental production capacity

WHAT AFFECTS RATES OF 
RETURNS

66

The Plexus Iceberg of Transaction 
Costs (US, 2007)

Commission
3-4 ¢ (9 bp)

Impact
5 ¢ (15 bp)

Delay
10 ¢ (30 bp)

Missed Trades
4 ¢ (10 bp)

Pre-trade Costs (PC)

Direct Costs

Execution Shortfall

Implementation Shortfall

IS = Implementation shortfall (including fees)
PC = Pre-trade cost
ES = Execution shortfall of Venue B

IS
ES

PC

9:45 MyFund 
decides to buy

10:45 order arrives at 
broker-dealer

Average execution 
price

$25.40

$25.60

$25.75

Source: Goldman Sachs, Trading and Market Structure Analysis

IS = PC + ES + commissions

$25.80



Factors affecting Implementation Shortfall

Fundamental-price move
Change in price of stock over execution horizon 
had MyFund not decided to trade
Can be favorable or unfavorable
Not caused by MyFund or broker-dealer
MyFund faces an unfavorable base-price move
Fundamental-price changes create execution risk

$25.40

Source: Goldman Sachs, Trading and Market Structure Analysis

$25.80

$25.35

Information 
leakage
Accelerates adverse price 
move against MyFund

Liquidity 
impact
Strain on liquidity caused 
by the three executions

7070

Computing volume weight avg
price (avg execution price)

• You have received an order to buy 1 mn 
shares of stock A. Compute VWAP and 
the end of the day profit/loss position.

Time Execution price Quantity Unfilled Q x P
9.00 am 100 100,000       900,000       10,000,000       
10.00 am 101 150,000       750,000       15,150,000       
11.00 am 102 300,000       450,000       30,600,000       
12.00 pm 105 100,000       350,000       10,500,000       
2.00 pm 104 200,000       150,000       20,800,000       
3.00 pm 103 100,000       50,000         10,300,000       
4.00 pm 101 50,000         -              5,050,000         
4.30 pm 99

VWAP 102.4
Profit/loss per share -3.4

7171

Price impact 

• Thin (illiquid) markets results in larger 
price impact. What happens to market 
price when customer submits limit order of 
Rps 120 to buy 500 shares

Sell Quantity
120 500
110 300
100 200

7272

Price impact

• Deep (liquid) markets results in smaller 
price impact. What happens to market 
price when customer submits limit order to 
buy 500 shares at Rps 120?

Sell Quantity
114 500
112 300
110 600
109 300
108 400



7373

A closer look at liquidity and 
transaction costs

• A fund manager wishes to buy 100,000 shares of LVMH 
Moet Hennessy Louis Vuitton SA (MC.PA)

• Observing last transaction price at €90.50, he places a 
buy order at € 90.0 at 10.01 am.

• However, LVMH price kept climbing, at 10.30 am, fund 
manager revises a limit order to buy from € 91 (current 
market price) and not exceeding € 95.

• By the time the market closed, at 4.30 pm, the fund 
manager only obtained 70,000 shares. The last trading 
hour price was € 96.0 above the limit ceiling.

7474

What are the costs from 
implementation shortfall?

Decision to buy @
€ 90

Actual buy @
€ 91

VWAP =
€ 94

100 K shares

Limit ceiling
€ 95

€ 1.0

€ 3.0 € 5.0

70 K shares 30 K shares

Opportunity
cost
€ 150K

Delay cost
€ 70K

Price impact 
cost 
€ 210K

Chance you
could have made
this additional profit if you
had bought early.

7575

Trading cost with implementation 
shortfall

Your VWAP cost = 94 x 70K = 6.58 mn

Delay 70,000         
Price impact 210,000       
Commissions (0.1% of VWAP) 6,580           
Opportunity cost 150,000       

436,580       

7676

Which scenario has higher price 
impact?

• You would like to buy  
5,000 shares at market 
prices?

• Top scenario: VWAP = 
90.5*2,000 + 91*3,000 = 
454 K

• Bottom scenario: VWAP 
= 90.5 * 5000 = 452.5 K 

Time Sell Quantity
10.05 90.5 2,000       

91 4,000       
91.5 6,000       

Time Sell Quantity
10.05 90.5 5,000       

91 7,000       
91.5 9,000       
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Realized return and potential return

MARKET MICROSTRUCTURE

78

Microstructure and efficient 
prices

• Microstructure research rejects the hypothesis 
that the transaction process and the 
organisation of markets have no effect on the 
prices of securities

• The microstructure literature argues that both 
information risk due to asymmetric information 
and differences in liquidity over time and 
between companies impact on long-term 
equilibrium prices in the market.

79

Microstructure and efficient 
prices

• The microstructure literature challenges 
the hypothesis of efficient markets by 
studying how prices can deviate from (or 
converge towards) informationally efficient 
equilibrium prices as a result of rational 
participants behaving strategically (Biais et 
al., 2004)

80



Trading system on SET

 Automatic order matching (AOM) trading 
performs the order matching process according 
to price, then time, priority, without human 
intervention. After brokerage houses 
electronically send buy or sell orders from their 
offices to the SET mainframe computer, the 
CONNECT system queues the orders and 
arranges them according to a price-then-time 
priority.

Order driven market 

Most important exchanges are order-
driven markets.
Most newly organized trading systems are 

electronic order-driven markets.
All order-driven markets use order 

precedence rule and trade pricing rule.

82

Examples of pure order-driven markets

- Tokyo Stock Exchange,
- KRX (previously KSE, KOSDAQ)
- ASEAN markets
- Paris Bourse,
- Toronto Stock Exchange,
- Most Future Markets,
- Most European Exchanges for equities 

(Milan, Barcelona, Madrid, Bilbao, 
Zurich,….)

Sources of liquidity
• More than 70% of trading in developed markets is done 

by institutions. In emerging market, this patter is 
reversed.

• A block trade is defined (somewhat arbitrarily) as trades 
> 10K shares.

• Block orders (institutional orders) are in practice 
significantly larger.

• Institutional traders need liquidity!!!
– The quote size is typically not sufficient to satisfy their trading 

needs.
• Displaying large order will result in adverse price impact.

– How do you tease out non-displayed liquidity without incurring 
price impact?



A Definition of Liquidity

A market is liquid if
uninformed traders can (Who)
quickly (Immediacy)
buy or sell (Symmetry)
large size (Depth)
when they want (Availability)
at low transaction cost (Spread)

Other Variables Affecting 
Liquidity

• Security characteristics
• Recent trading history

– Resiliency
• The trader

– Informed or uninformed
• The market structure

– Competitive or oligopolistic dealers
– Order- or quote-driven

Liquidity is Valuable
• Liquidity helps traders solve cash flow problems.

– People and firms will save more and thereby 
decrease corporate costs of capital.

• Liquidity facilitates hedging strategies.
– More risks will be shifted between natural hedgers 

and production will be more efficient. 
• Liquidity facilitates risk sharing schemes.

– More extremely large risky positive NPV projects will 
be undertaken.

• Positive externalities…

Measuring Liquidity

• Quoted spread
• Price impact
• Depth
• Trading volume/Trading value
• Turnover
• Free float
• Frequency of trading
• Etc.



Who supplies Liquidity?
• Market makers

– Exchange specialists
– ETF’s market makers
– Day traders (algo trade)

• Upstairs trading/Block Trading
– Institutional trade crossing

• Patient pre-committed 
traders
– Buy-side institutions
– Individual traders

• Value-motivated traders
– Individuals
– Institutions

• Arbitrageurs
– Pure arbitrageurs
– Index enhancement funds
– Pairs traders

Who uses Liquidity?

• Institutional traders
• Retail traders
• Professional/Proprietary traders
• Foreign investors

WHY AM I BETTER UNDERSTANDING 
MICROSTRUCTURE?

91

My clients wants to know

• Does the stock have sufficient liquidity for 
investment?

• What is the daily volatility of the stock?
• Do you know who has recently been 

trading in a stock?
• Is there a way to take advantage of high 

volatility or large mispricing errors?
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Key terms
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Traditional investing vs AT vs HFT

94

Algorithmic trading strategies

95

Source: Aldridge 2010 High-Frequency Trading: A Practical Guide to Algorithmic Strategies and Trading Systems. 
John Wiley & Sons. 

HFT Strategies
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Source: Aldridge 2010 High-Frequency Trading: A Practical Guide to Algorithmic 
Strategies and Trading Systems. 
John Wiley & Sons. 
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Drivers of change on developed 
demutualized markets: Case of TSE

• The rise of non-centralized electronic exchanges 
• About 60 percent of equity volume in the United States is 

from high-frequency trading, significantly higher than 
Japan. Just 10 percent of global financial firms with high-
frequency businesses are active in Tokyo (Reuters)
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Drivers of change for SET

• Algo trading on SET is driven by 
proprietary trading accounts of brokerages 
and the need to provide investors with 
timely execution with better cost control. 
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