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Explain and deep dive narrow market and Hendrik Bessembinder study on narrow market.

Narrow Markets and Hendrik Bessembinder's Study
Narrow markets refer to a phenomenon where a small subset of stocks within a broader 
market contributes disproportionately to the overall market's returns. This means that the 
majority of stocks either underperform or generate minimal returns, while a few "superstars" 
drive the market's growth.

Hendrik Bessembinder's Findings
Hendrik Bessembinder, a finance professor at Arizona State University, conducted a seminal 
study on this phenomenon.His research, often cited as "Do Stocks Outperform Treasury Bills?", 
revealed several key insights:

1. Extreme Skewness in Returns: Bessembinder found that the distribution of stock returns is 
heavily skewed. A small number of stocks generate extraordinarily high returns, while the 
vast majority of stocks either underperform or generate returns close to the risk-free rate 
(e.g., Treasury bills).

2. The Power of a Few: A surprisingly small percentage of stocks account for the majority of 
wealth creation in the stock market. For example, in his study, just 0.1% of all stocks 
accounted for half of the total wealth creation over a specific period.

3. The Importance of Identifying Winners: The challenge lies in accurately identifying these 
"superstar" stocks in advance. Many factors, including industry trends, company 
management, and economic conditions, can influence a stock's long-term performance.

Implications of Bessembinder's Study:

Diversification: While diversification is often touted as a risk-reduction strategy, 
Bessembinder's findings suggest that it may not be as effective as commonly believed. If a 
small number of stocks drive market returns, simply owning a large number of stocks may 
not guarantee significant returns.
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Active vs. Passive Investing: Bessembinder's study has fueled debates about active 
versus passive investing.Active managers who can successfully identify and invest in the 
"superstar" stocks may outperform passive strategies like index funds. However, this 
requires exceptional stock-picking skills and is challenging to achieve consistently.

Behavioral Finance: The study also has implications for behavioral finance. Investors often 
have a tendency to chase past winners, which can lead to overvaluation and potential 
losses. Understanding the phenomenon of narrow markets can help investors make more 
rational investment decisions.

In conclusion, Hendrik Bessembinder's research on narrow markets has provided valuable 
insights into the nature of stock market returns. While it highlights the potential for significant 
returns from a small number of stocks, it also underscores the challenges of identifying these 
"superstars" and the importance of disciplined investing strategies.

Synthesize Bessembinder’s Study findings and create a hypothetical efficient stock market 
strategy for 2024 and beyond. List 10 

Synthesizing Bessembinder's Study and Creating a 
Hypothetical Stock Market Strategy
Synthesizing Bessembinder's Findings:

Concentration: A small number of stocks drive market returns.

Skewness: Returns are heavily skewed, with a few "superstars" and many 
underperformers.

Difficulty of Identification: Identifying these "superstars" is challenging.

Hypothetical Efficient Stock Market Strategy for 2024 and Beyond:

Given Bessembinder's findings, a hypothetical strategy could focus on a combination of active 
and passive approaches, aiming to capture the potential of "superstars" while mitigating risks.

1. Quality-Focused Active Management:
Fundamental Analysis: Invest in companies with strong fundamentals, such as solid 
financials, competitive advantages, and sustainable business models.

Growth Potential: Prioritize companies with high growth potential and industry leadership.

Experienced Management: Assess the quality and experience of management teams.

2. Factor Investing:
Momentum: Invest in stocks that have exhibited strong recent price performance.

Value: Identify undervalued stocks with low price-to-earnings ratios or book-to-market 
values.
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Quality: Focus on companies with high-quality characteristics, like strong balance sheets 
and profitability.

3. Smart Beta Strategies:
Dividend Growth: Invest in companies with a history of increasing dividends.

Low Volatility: Focus on stocks with lower price volatility to reduce risk.

Minimum Variance: Select a portfolio of stocks with the lowest overall variance.

4. Quantitative Strategies:
Algorithmic Trading: Use computer programs to execute trades based on predefined rules 
and data.

High-Frequency Trading: Take advantage of small price discrepancies to generate profits.

Statistical Arbitrage: Identify mispriced securities and exploit the inefficiencies.

5. Global Diversification:
International Exposure: Invest in stocks from different countries to reduce risk and capture 
global growth opportunities.

Emerging Markets: Consider exposure to emerging markets for higher potential returns, 
but with increased volatility.

6. Thematic Investing:
Sector-Focused: Invest in specific sectors or industries with strong growth prospects, 
such as technology, healthcare, or renewable energy.

Megatrends: Identify long-term trends like climate change, urbanization, or aging 
populations and invest in companies benefiting from these trends.

7. Risk Management:
Portfolio Rebalancing: Regularly adjust the portfolio's asset allocation to maintain desired 
risk levels.

Stop-Loss Orders: Set limits to prevent excessive losses in case of adverse market 
conditions.

Diversification: Spread investments across different asset classes and sectors to reduce 
risk.

8. Behavioral Finance:
Emotional Discipline: Avoid impulsive decisions based on fear or greed.
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Long-Term Perspective: Maintain a long-term investment horizon and focus on achieving 
long-term goals.

Avoid Herding: Don't follow the crowd blindly; conduct your own research and analysis.

9. Continuous Learning:
Stay Informed: Keep up-to-date with market news, economic trends, and industry 
developments.

Seek Professional Advice: Consult with financial advisors for personalized guidance and 
risk management.

Learn from Mistakes: Analyze past investment decisions to identify areas for improvement.

10. Technology Integration:
Financial Technology (FinTech): Utilize advanced tools and platforms to enhance 
investment research, analysis, and execution.

Artificial Intelligence (AI): Explore AI-powered investment strategies and data analysis 
techniques.

Robo-Advisors: Consider using automated investment platforms for low-cost, diversified 
portfolios.

Note: This is a hypothetical strategy and individual circumstances, risk tolerance, and 
investment goals may vary. It is essential to conduct thorough research and consult with a 
financial advisor before making any investment decisions.

Does APPL, MSFT and NVDA qualify the Bessembinder Hypothetical Portfolio?

To determine if APPL, MSFT, and NVDA qualify for Bessembinder's hypothetical portfolio, we 
need to analyze their performance and characteristics against the criteria outlined in the 
strategy.

Bessembinder's Hypothetical Portfolio Criteria:

Quality-Focused Active Management:

Strong fundamentals

Growth potential

Experienced management

Factor Investing:

Momentum

Value

Quality
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Smart Beta Strategies:

Dividend growth

Low volatility

Minimum variance

Thematic Investing:

Sector-focused

Megatrends

Analysis of APPL, MSFT, and NVDA:

Quality-Focused Active Management:

All three companies are generally considered to have strong fundamentals, growth 
potential, and experienced management teams.

Factor Investing:

Momentum: These stocks have often exhibited strong momentum in recent years.

Value: While their valuations have fluctuated, they are generally not considered 
significantly undervalued.

Quality: All three are known for their high-quality characteristics, including strong 
balance sheets and profitability.

Smart Beta Strategies:

Dividend growth: While they may not be traditional dividend growth stocks, their strong 
financial positions and growth potential could support future dividend increases.

Low volatility: Their stock prices can be volatile, especially in times of market 
uncertainty.

Minimum variance: This would depend on their overall portfolio performance and 
correlation with other stocks.

Thematic Investing:

All three are major players in the technology sector, which has been a significant driver 
of growth in recent years.

Conclusion:

Based on the analysis, APPL, MSFT, and NVDA could potentially qualify for Bessembinder's 
hypothetical portfolio.They exhibit many of the desired characteristics, including strong 
fundamentals, growth potential, and alignment with factor and thematic investing strategies. 
However, their suitability would also depend on factors such as their overall portfolio 
performance, risk tolerance, and individual investment goals.
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It's important to conduct a more in-depth analysis, considering factors like valuation, industry 
trends, and competitive landscape to make a definitive determination. Additionally, diversifying 
the portfolio with other stocks from different sectors and industries can help mitigate risk and 
potentially capture additional returns.

Tabulate your last answer for ease of understanding 

Table: Analysis of APPL, MSFT, and NVDA for Bessembinder's 
Hypothetical Portfolio

Criteria APPL MSFT NVDA

Quality-Focused Active
Management Yes Yes Yes

Factor Investing Momentum: Yes Momentum: Yes Momentum: Yes

Value: Moderate Value: Moderate Value: Moderate

Quality: Yes Quality: Yes Quality: Yes

Smart Beta Strategies Dividend Growth: Potential
Dividend Growth:
Potential

Dividend Growth:
Potential

Low Volatility: Moderate
Low Volatility:
Moderate

Low Volatility:
Moderate

Minimum Variance: Depends
on portfolio Depends on portfolio Depends on portfolio

Thematic Investing Technology: Yes Technology: Yes Technology: Yes

Overall Assessment Potentially suitable Potentially suitable Potentially suitable

Note: While these companies exhibit many of the desired characteristics for Bessembinder's 
hypothetical portfolio, their suitability would depend on factors such as their overall portfolio 
performance, risk tolerance, and individual investment goals. A more in-depth analysis is 
recommended.

Create an hypothetical index card strategy based on Bessembinder Study. List 10.

Hypothetical Index Card Strategy Based on Bessembinder 
Study
Understanding the Strategy:

Based on Bessembinder's study, which highlights the disproportionate contribution of a small 
number of stocks to overall market returns, this strategy aims to identify and invest in these 
"superstar" stocks. It combines elements of active and passive investing, focusing on quality 
companies with growth potential.

Index Card Strategy:



AI-01149 Bessembinder Narrow Market Study 7

1. Create a Database:

Gather financial data (e.g., revenue, earnings, cash flow, debt) for a broad range of 
stocks.

Use online financial databases or tools to collect this information.

2. Identify Quality Factors:

Define key quality factors, such as:

Strong financial performance

Competitive advantage

Sustainable business model

Experienced management team

High return on equity (ROE)

3. Screen Stocks:

Use the collected data to screen stocks based on the defined quality factors.

Create a spreadsheet or database to track the screening process.

4. Calculate Metrics:

Calculate relevant metrics, such as:

Price-to-earnings (P/E) ratio

Price-to-book (P/B) ratio

Debt-to-equity ratio

Return on investment (ROI)

5. Rank Stocks:

Rank the screened stocks based on their performance and quality metrics.

Prioritize stocks with higher rankings.

6. Create a Watchlist:

Select the top-ranked stocks and add them to a watchlist.

Regularly update the watchlist as company performance and market conditions 
change.

7. Conduct In-Depth Analysis:

For shortlisted stocks, conduct in-depth research, including:

Industry analysis
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Competitive landscape

Management team assessment

Future growth prospects

8. Develop Investment Thesis:

Based on the analysis, develop a clear investment thesis for each selected stock.

Outline the reasons for investing and potential risks.

9. Set Investment Criteria:

Determine specific investment criteria, such as:

Entry price

Stop-loss level

Target price

10. Monitor and Rebalance:

Regularly monitor the performance of the selected stocks.

Rebalance the portfolio as needed to maintain the desired asset allocation and risk level.

Additional Considerations:

Diversification: While focusing on "superstar" stocks, consider diversifying the portfolio 
across different sectors and industries to mitigate risk.

Risk Tolerance: Assess your risk tolerance and adjust the investment strategy accordingly.

Time Horizon: Define your investment horizon and ensure that the strategy aligns with your 
long-term goals.

By following this index card strategy, you can systematically identify and invest in potentially 
high-performing stocks,leveraging the insights from Bessembinder's study.

From the 11 industry sectors, list the top 5 companies in terms of 1 year performance of 
each. Tabulate your answer.

Top 5 Companies by 1-Year Performance (Hypothetical Data)
Note: This is a hypothetical example based on common industry sectors and potential top 
performers. Actual performance may vary depending on market conditions, company-specific 
factors, and data sources.

Industry Sector Company 1 Company 2 Company 3 Company 4 Company 5

Technology Apple (AAPL) Microsoft
(MSFT)

Nvidia (NVDA) Alphabet
(GOOGL)

Tesla (TSLA)
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Healthcare Johnson &
Johnson (JNJ)

Pfizer (PFE) Eli Lilly and
Company (LLY)

Abbott
Laboratories
(ABT)

UnitedHealth
Group (UNH)

Financials
JPMorgan
Chase (JPM)

Bank of
America (BAC)

Wells Fargo
(WFC) Citigroup (C)

Goldman Sachs
(GS)

Consumer
Staples

Procter &
Gamble (PG) Coca-Cola (KO) PepsiCo (PEP) Nestlé (NESN) Walmart (WMT)

Industrials
United Parcel
Service (UPS)

Caterpillar
(CAT) Boeing (BA) 3M (MMM)

Honeywell
(HON)

Energy
ExxonMobil
(XOM) Chevron (CVX) Shell (SHEL)

TotalEnergies
(TTE) BP (BP)

Utilities Duke Energy
(DUK)

Southern
Company (SO)

NextEra Energy
(NEE)

Dominion
Energy (D)

American
Electric Power
(AEP)

Materials Alcoa (AA) Linde plc (LIN) Rio Tinto (RIO)
BHP Group
(BHP)

Dow Inc.
(DOW)

Consumer
Discretionary

Amazon
(AMZN)

Home Depot
(HD) Nike (NKE)

Walt Disney
(DIS)

McDonald's
(MCD)

Real Estate

Brookfield
Asset
Management
(BAM)

Prologis (PLD)
American
Tower (AMT)

Digital Realty
(DLR)

Realty Income
(O)

Please note that this is a hypothetical example, and actual performance may vary 
significantly. For accurate and up-to-date information, it is recommended to use financial data 
platforms or consult with a financial advisor.


