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Equity Markets
UNIT 3: Valuation of Equities
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Contents to be learnt

· Factors affecting Share Prices
· Balance sheet valuation
· Dividend discount model (zero growth, constant growth & multiple growth)
· Price earning model
· Fundamental Analysis- Economy, Industry and Company Model
· Share price & Share price Volatility
· Efficient Market Hypothesis
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Factors affecting share prices

· 1. Demand and supply
· Demand and supply of securities influence price of securities. If the demand of securities is more than the supply (buyers are more than the sellers), prices of securities increase. On the other hand if the demand of securities is less than the supply (buyers are less than the sellers), prices of securities decrease.
· 2. Bank rate
· In case of lower bank rate (lower interest rate), the demand for funds would be higher and the demand for securities would he high. Whereas in case of higher bank rate (high interest rate). the demand for funds would be lower and therefore the demand for securities would be lower.
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Factors affecting share prices

· 3. Market players
· Security prices are influenced by the market players. If the number of bulls are more than the bears, then the prices of securities would increase. On the other hand, if the bears are more than the bulls, the prices of securities would decline.
· 4. Dividend announcements
· Dividends act as a signalling device for share price movement. Dividend announcements influence share prices. If companies announce dividends, generally share prices of those companies tend to increase. An important point to note is, if the rate of dividend announced is less than what was expected by investors, share prices would decline, whereas if they are up to are more than expectations. share prices would increase.
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Factors affecting share prices

· 5. Management profile
· Management profile significantly influences success of companies and therefore they have an important influence on share prices. If the management comprises of educated, experienced professionals with a successful track record then share prices would be higher. In case the company is taken over by a management having a poor reputation then the share prices would fall.
· 6. Trade cycle
· Trade cycles refer to cyclical fluctuations in economic activity. During boom conditions the share prices would be at their peak and during depression they would be at their lowest point. Share prices would gradually increase during recovery conditions and would fall during conditions of recession.
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Factors affecting share prices

· 7. Speculation
· In case speculation in the market is high or in case speculation in a stock is high, then the price of that share would be showing high fluctuations. In case speculation is at a low level then the fluctuations in share price would be lower.
· 8. Political factors
· Political factors such as ideology of the party in power, policies of the government, relations with other countries influence share prices. For e.g. when the UPA government won elections, share prices fell to a great extent because it was felt that the government policies would be influenced by the communist parties
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Factors affecting share prices

· 9. Industrial relations
· In case there is good relationship between the workers and the management of a company, the productivity would be high leading to better profits. Therefore share prices would be higher. In case of companies where industrial relations are poor and strikes and lockouts occur regularly, performance of the company would be poor. Therefore share prices would fall.
· 10. Stability of government
· When there is a stable government, businessmen feel confident to invest in new businesses and expand existing businesses. Production, sales and profits are higher and consequently share prices would increase. In case of instability in the government, new investments do not take place. Demand, production and profits are lower and share prices fall.
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Factors affecting share prices

· 11. General market sentiments
· It is generally said that sentiments move the markets. If there is optimism among market players, more buying would take place leading to increase in share prices. In case market players are pessimistic, then more selling would take place pushing down share prices.
· 12. Actions of institutional investors
· Share prices are influenced by Institutional investors such as mutual funds, investment trusts, pension funds etc. They have large amount of funds at their disposal. When they start buying, share prices would increase and when they sell, share prices decline
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Factors affecting share prices

· 13. Level of foreign investment
· In recent times, the level of foreign institutional investors (FII’s) have played a significant role in influencing share prices. If the level of foreign investment in the market increases (more buying of shares), then the share prices increase. If the level of foreign investment decreases of if FII’s sell their investments, then the markets fall.
· 14. Returns offered by other markets
· If the Indian markets offer high returns, institutional investors (especially FII’s) would invest in Indian markets. Demand for shares would increase and prices rise. In case returns offered by markets in other countries are attractive, then institutional investors would sell their securities in order to invest in those markets. In such cases, shares would be sold in large quantities lowering prices.
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Factors affecting share prices

· 15. Availability of credit
· In case credit is available without much restriction, then investors would borrow to invest in the markets. Demand for shares would be more and therefore prices rise. In case credit is restricted, then the level of borrowing would be less and demand for shares would also be lower.
· 16. Effective regulation
· If the stock market is run in a transparent manner with effective regulation then the investors would feel confident to invest. Therefore more buying would take place and share prices increase. But when regulation is ineffective and if scams occur (Harshad Mehta scam, MS Shoes scam, CRB scam, Ketan Parekh scam and the recent IPO scam) investors would lose confidence. They would panic and sell their shares. So prices would fall.
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Macro-Economic Factors affecting share prices

· Economic Cycle
· Government Interference/political climate
· Interest Rate
· Economic Stability/economic policies
· Returns offered by other markets
· Credit Availability
· Level of Income-Growth of population
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Macro-Economic Factors affecting share prices

· Economy
· Most investors tend to discount the impact of the current economic climate when predicting the price movement of shares. The state of the country’s economy and the developments in the global economy are one among the many important factors influencing share prices. Stock markets are not only made up of domestic investors, but also involve a significant number of Foreign Institutional Investors (FIIs) as well.
· When a country’s economy shows signs of a slowdown, it discourages further investments from FIIs. Additionally, depending on the severity of the economic climate, it might also prompt FIIs into selling off their shareholdings and moving their investment into other more stable economies.
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Macro-Economic Factors affecting share prices

· Government policies
· The policies of the Government are often considered to be major factors affecting share prices in the stock market. If the policies announced by the Government are perceived as favorable by the investors, the share prices of the associated industries and sectors tend to rise. However, unfavorable policies, especially those that are concerned with taxation, can cause investors to lose faith. This subsequently prompts a sell-off, which can quickly put the share prices in a downward spiral.
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Macro-Economic Factors affecting share prices

· Political scenario
· While this might seem like an innocuous factor, in reality, it is far from it. Investors always try to stay away from investing in countries going through political uncertainty or turmoil, since such a scenario significantly increases the risk of their capital being eroded. Also, any major shift in the internal political scenario can, in the short-term, dictate the price movement of the shares in the stock market.
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Market Related Factors

· Economic Strength of Market and Peers
· Substitutes
· Incidental Transactions
· Demographics
· Market sentiments
· News
· Innovation
· Other related markets
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Market Related Factors affecting share prices

· Economic Strength of Market and Peers
· Company stocks tend to track with the market and with their sector or industry peers. Some prominent investment firms argue that the combination of overall market and sector movements—as opposed to a company's individual performance—determines a majority of a stock's movement. (Research has suggested the economic/market factors account for 90 percent of it.) For example, a suddenly negative outlook for one retail stock often hurts other retail stocks as "guilt by association" drags down demand for the whole sector.
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Market Related Factors affecting share prices

· Substitutes
· Companies compete for investment with other asset classes on a global stage. These
include corporate bonds, government bonds, commodities, real estate, and foreign equities. The relationship between demand for .equities and their substitutes is hard to figure, but it plays an important role.
· Incidental Transactions
· Incidental transactions are purchases or sales of a stock that are motivated by something other
than belief in the intrinsic value of the stock. These transactions include
executive insider transactions, which are often pre-scheduled or driven by portfolio objectives. Another example is an institution buying a stock to hedge some other investment. Although these transactions may not represent official "votes cast" for or against the stock, they do impact supply and demand and, therefore, can move the price.
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Market Related Factors affecting share prices

· Demographics
· Some important research has been done about the demographics of investors.
Much of it concerns these two dynamics:
· Middle-aged investors, peak earners who tend to invest in the stock market
· Older investors, who tend to pull out of the market in order to meet the demands
of retirement
· The hypothesis is that the greater the proportion of middle-aged investors among the investing population, the greater the demand for equities and the higher the valuation multiples.
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Market Related Factors affecting share prices

· Market Sentiment
· Market sentiment refers to the psychology of market participants, individually and collectively. This is perhaps the most vexing category. Market sentiment is often subjective, biased, and obstinate. For example, you can make a solid judgment about a stock's future growth prospects, and the future may even confirm your projections, but in the meantime, the market may myopically dwell on a single piece of news that keeps the stock artificially high or low. And you can sometimes wait a long time in the hope that other investors will notice the fundamentals.
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Market Related Factors affecting share prices

· Market sentiment is being explored by the relatively new field of behavioral finance. It starts with the assumption that markets are apparently not efficient much of the time, and this inefficiency can be explained by psychology and other social science disciplines. The idea of applying social science to finance was fully legitimized when Daniel Kahneman, PhD, a psychologist, won the 2002 Nobel Memorial Prize in Economic Sciences (the first psychologist to do so).
· 	Many of the ideas in behavioral finance confirm observable suspicions: that investors tend to overemphasize data that come easily to mind; that many investors react with greater pain to losses than with pleasure to equivalent gains; and that investors tend to persist in a mistake.
· Some investors claim to be able to capitalize on the theory of behavioral finance. For the majority, however, the field is new enough to serve as the "catch-all" category, where everything we cannot explain is deposited.
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Market Related Factors affecting share prices

· News
· While it is hard to quantify the impact of news or unexpected developments inside a company, industry or the global economy, you can't argue that it does influence investor sentiment. The political situation, negotiations between countries or companies, product breakthroughs, mergers and acquisitions and other unforeseen events can impact stocks and the stock market. Since securities trading happens across the world and markets and economies are interconnected, news in one country can impact investors in another, almost instantly.
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Market Related Factors affecting share prices

· Trends
· Often a stock simply moves according to a short-term trend. On the one hand, a stock that is moving up can gather momentum, as "success breeds success" and popularity buoys the stock higher. On the other hand, a stock sometimes behaves the opposite way in a trend and does what is
called reverting to the mean. Unfortunately, because trends cut both ways and are more obvious in hindsight, knowing that stocks are "trendy" does not help us predict the future.
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Firm Related Factors

· Management Profile
· Industrial Relations
· Fundamental factors
· The financials of a particular company are often termed as fundamental factors. And the financial performance of a company is one of the most important factors affecting share prices in India. Investors will often overlook companies with weak financial performance, thereby leading to a downward spiral in the stock price. Also, traders and investors looking to generate wealth always tend to gravitate towards companies with exceptionally strong financials, which then consequently leads to an increase in demand for that particular stock, thereby driving the prices up.

[image: ]



Firm Related Factors affecting share prices

· Fundamental Factors
· In an efficient market, stock prices would be determined primarily by fundamentals, which, at the basic level, refer to a combination of two things:
· An earnings base, such as earnings per share (EPS)
· A valuation multiple, such as a P/E ratio
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Firm Related Factors affecting share prices

· Key fundamental factors are:
· The level of the earnings base (represented by measures such as EPS, cash flow per share, dividends per share)
· The expected growth in the earnings base
· The discount rate, which is itself a function of inflation
· The perceived risk of the stock
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Firm Related Factors affecting share prices

· Dividend declarations
· Although minor, declarations of dividend are meaningful factors affecting share prices in India. This is something that can be easily identified in the price chart of a particular stock. Typically, the prices of a company’s stock tend to rise upon the declaration of dividend. The reason for the rise in the share price is because investors generally perceive companies declaring dividend as being financially strong and stable. However, if the declaration of dividend by a company does not meet the expectations of the investors, it increases the likelihood of the share price going down.
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Fundamental Analysis

· The basic Fundamental Analysis meaning is a method that is used for measuring the intrinsic value of a stock or security. It mainly depends on the economic factors affecting the business and its financials.
· It is a complete study of a business venture to analyze its actual worth and
then to measure its share’s intrinsic value.
· It includes the general economic scenario, the industry’s growth, and fall, along with the company’s organizational structure, management, and financials.
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Objectives of Fundamental Analysis








· To predict the future price of the share of the company
· To do the valuation of the asset of the company
· In order to project the performance of the business
· To measure the credit risk
· To evaluate the management’s decisions
· In order to find the intrinsic value of the asset
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Components of Fundamental Analysis

· Fundamental analysis consists of three main parts:
· Economic analysis
· Industry analysis
· Company analysis
· It is also referred as EIC Analysis

[image: ]Top-down vs. Bottom-up Fundamental Analysis

· Fundamental analysis can be either top-down or bottom-up. An investor who follows the top-down approach starts the analysis with the consideration of the health of the overall economy. By analyzing various macroeconomic factors such as interest rates, inflation, and GDP levels, an investor tries to determine the overall direction of the economy and identifies the industries and sectors of the economy offering the best investment opportunities.
· Afterward, the investor assesses specific prospects and potential opportunities within the identified industries and sectors. Finally, they analyze and select individual stocks within the most promising industries
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Top-down vs. Bottom-up Fundamental Analysis
· Alternatively, there is the bottom-up approach. Instead of starting the analysis from the larger scale, the bottom-up approach immediately dives into the analysis of individual stocks. The rationale of investors who follow the bottom-up approach is that individual stocks may perform much better than the overall industry.
· The bottom-up approach is primarily concentrated on various microeconomic factors such as a company’s earnings and financial metrics. Analysts who use such an approach develop a thorough assessment of each company to gain a better understanding of its operations.
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Economic Analysis

· First and foremost in a top-down approach would be an overall evaluation of the
general economy.
· The economy is like the tide and the various industry groups and individual companies are like boats. When the economy expands, most industry groups and companies benefit and grow.
· When the economy declines, most sectors and companies usually suffer. Many economists link economic expansion and contraction to the level of interest rates. Interest rates are seen as a leading indicator for the stock market as well.
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Economic Analysis

· A study of the economic forces would give an idea about future corporate earnings
and the payment of interest and dividends to investors.
· Some of the broad economic forces within which the factors of investment
operates are:
1. Population
2. Technological and Research Developments
3. Capital formation
4. Raw Materials and Natural Resources
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Economic Analysis

· Macro Economic analysis
1. GDP growth rate
2. Industrial Growth Rate
3. Agriculture and Monsoons
4. Savings & Investments
5. Price Level & Inflation
6. Interest Rate
7. Forex Reserves, Exchange Rate
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Economic Analysis

· Every common stock is susceptible to market risk. This feature of almost all types of a common stock indicates their combined movement with the fluctuations in the economic conditions towards the improvement or deterioration.
· Stock prices react favorably to the low inflation, earnings growth, a better balance of trade, increasing gross national product and other positive macroeconomic news. Indications that unemployment is rising, inflation is picking up or earnings estimates are being revised downward will negatively affect the stock prices.
· When there is a recession in the economy, the prices of stocks move downward. All the companies suffer the effects of recession despite the fact that these are high performing companies or low performing ones. Similarly, the stock prices are positively affected by the boom period of the economy.
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Industry Analysis

· It is clear there is a certain level of market risk faced by every stock and the stock price decline during the recession in the economy. Another point to be remembered is that the defensive kind of stock is affected less by the recession as compared to the cyclical category of stock.
· In the industry analysis, such industries are highlighted that can stand well in front of adverse economic conditions. In 1980, Michael Porter proposed a standard approach to industry analysis which is referred to as a competitive analysis framework
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Industry Analysis

· The industry has been defined as homogeneous groups of people doing a similar kind of activity or similar work.In India broad classification is made according to exchange list, which is published.
· This gives distinct classification to in different forms, such as, Engineering, Banking & Insurance, Textiles, Cement, Steel Mills and Alloys, Chemicals and	Pharmaceuticals, Retail, Sugar, Information Technology,Telecommunications,FMCG and miscellaneous.
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Industry Analysis

· Industry should also analysed through its life cycle.
· There are generally three stages of an industry.These stages are:
· 1. Pioneering stage
· 2.The Expansion Stage
· 3.The Stagnation Stage
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Pioneering Stage

· Industrial life cycle has a pioneering stage when new inventions and
technological developments take place.
· Production will rise and there will be great demand for the product.
· Profit will be high
· New firms will enter till the market becomes competitive.
· Firms will compete with each other and only few efficient firms are left to run the business.
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Expansion Stage

· The efficient firms, which are left will stabilise.
· The number of competitions gone down.
· Companies will show competitive strength and superiority.
· The investor will find the best time to make investment.
· At this stage, it is difficult to find out which of the firm to invest in.
· This is the period of safety and security and this is also called period of maturity for the
firm.
· This stage last from 5 to 50 years depending on the potential and capability to meet
customer demand
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Stagnation Stage

· Investor will find that although there is increase in sales of an organisation,
this is not in relation with the profits earned by the company.
· Growth of the firm is lower than in the the expansion stage.
· Industry finds that it can not expand.
· Investor should take continuous evaluation of the investments.
· They should find the industry which is in Expansion stage
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Types of industry analysis

· There are three commonly used and important methods of performing
industry analysis. The three methods are:
· Competitive Forces Model (Porter’s 5 Forces)
· Broad Factors Analysis (PEST Analysis)
· SWOT Analysis
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Porter's Five Forces Model

[image: ]Competitive Forces Model (Porter’s 5 Forces)

· One of the most famous models ever developed for industry analysis, famously known as Porter’s 5 Forces, was introduced by Michael Porter in his 1980 book “Competitive Strategy: Techniques for Analyzing Industries and Competitors.”
· According to Porter, analysis of the five forces gives an accurate impression of the industry and makes analysis easier. In our Corporate & Business Strategy course, we cover these five forces and an additional force — power of complementary good/service providers.

[image: ]Competitive Forces Model (Porter’s 5 Forces)

· 1. Intensity of industry rivalry
· The number of participants in the industry and their respective market shares are a direct representation of the competitiveness of the industry. These are directly affected by all the factors mentioned above. Lack of differentiation in products tends to add to the intensity of competition. High exit costs such as high fixed assets, government restrictions, labor unions, etc. also make the competitors fight the battle a little harder.
· 2. Threat of potential entrants
· This indicates the ease with which new firms can enter the market of a particular industry. If it is easy to enter an industry, companies face the constant risk of new competitors. If the entry is difficult, whichever company enjoys little competitive advantage reaps the benefits for a longer period. Also, under difficult entry circumstances, companies face a constant set of competitors.
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· 3. Bargaining power of suppliers
· This refers to the bargaining power of suppliers. If the industry relies on a small number of suppliers, they enjoy a considerable amount of bargaining power. This can particularly affect small businesses because it directly influences the quality and the price of the final product.
· 4. Bargaining power of buyers
· The complete opposite happens when the bargaining power lies with the customers. If consumers/buyers enjoy market power, they are in a position to negotiate lower prices, better quality, or additional services and discounts. This is the case in an industry with more competitors but with a single buyer constituting a large share of the industry’s sales.
· 5. Threat of substitute goods/services
· The industry is always competing with another industry producing a similar substitute product. Hence, all firms in an industry have potential competitors from other industries. This takes a toll on their profitability because they are unable to charge exorbitant prices. Substitutes can take two forms – products with the same function/quality but lesser price, or products of the same price but of better quality or providing more utility
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PESTEL ANALYSIS
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SWOT Analysis

SWOT Analysis stands for
· Strengths,
· Weaknesses,
· Opportunities, and
· Threats.
· 	It can be a great way of summarizing various industry forces and determining their implications for the business in question.
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BCG Matrix
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BCG Matrix

· Relative Market Share
· The creator of the BCG Matrix used this variable to actually measure a company’s competitiveness. The exact measure for Relative Market Share is the focal company’s share relative to its largest competitor. So if Samsung has a 20 percent market share in the mobile phone industry and Apple (its largest competitor) has 60 percent so to speak, the ratio would be 1:3 (0.33) implying that Samsung has a relatively weak position.
· Market Growth Rate
· The second variable is the Market Growth Rate, which is used to measure the market attractiveness. Rapidly growing markets are what organizations usually strive for, since they are promising for interesting returns on investments in the long term.
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BCG Matrix

· Question Marks
· Ventures or start-ups usually start off as Question Marks. Question Marks (or Problem Children) are businesses operating with a low market share in a high growth market. They have the potential to gain market share and become Stars (market leaders) eventually.
· Stars
· Stars are business units with a high market share (potentially market leaders) in a fast- growing industry. Stars generate large amounts of cash due to their high relative market share but also require large investments to fight competitors and maintain their growth rate. Successfully diversified companies should always have some Stars in their portfolio
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BCG Matrix

· Cash Cows
· Eventually after years of operating in the industry, market growth might decline and revenues stagnate. At this stage, your Stars are likely to transform into Cash Cows. Because they still have a large relative market share in a stagnating (mature) market, profits and cash flows are expected to be high. Because of the lower growth rate, investments needed should also be low
· Dogs
· Business units in a slow-growth or declining market with a small relative market share are considered Dogs. These units typically break even (they neither create nor consume a large amount of cash) and generate barely enough cash to maintain the business’s market share
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Other factors to be considered in Industry Analysis


· Specific Industry Policies
· Consumption pattern of consumers
· Degree of competition
· Labour Situation
· Influence of external forces
· Technological Innovation
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Company Analysis

· Company analysis is done to determine the financial health.
· This is done by studying the company’s financial statements.
· From these statements a number of useful Ratios can be calculated.
· The ratios are compared with other companies within the same or similar industry .
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Company Analysis

· Financial Ratios fall under following main categories:
· Liquidity ratios
· Leverage ratios
· Efficiency ratios
· Profitability ratios
· Market value ratios
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Company Analysis

· Liquidity Ratios
· Liquidity ratios are financial ratios that measure a company’s ability to repay both short- and long-term obligations. Common liquidity ratios include the following:
The current ratio measures a company’s ability to pay off short-term liabilities with current assets:
· Current ratio = Current assets / Current liabilities
The acid-test ratio measures a company’s ability to pay off short-term liabilities with quick assets:
· Acid-test ratio = Current assets – Inventories / Current liabilities
The cash ratio measures a company’s ability to pay off short-term liabilities with cash and cash equivalents:
· Cash ratio = Cash and Cash equivalents / Current Liabilities
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Company Analysis

· Leverage Financial Ratios
· Leverage ratios measure the amount of capital that comes from debt. In other words, leverage financial ratios are used to evaluate a company’s debt levels. Common leverage ratios include the following:
The debt ratio measures the relative amount of a company’s assets that are provided from debt:
· Debt ratio = Total liabilities / Total assets
The debt to equity ratio calculates the weight of total debt and financial liabilities against
shareholders’ equity:
· Debt to equity ratio = Total liabilities / Shareholder’s equit
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Company Analysis

Efficiency Ratios
· Efficiency ratios, also known as activity financial ratios, are used to measure how well a company is utilizing its assets and resources. Common efficiency ratios include:
The asset turnover ratio measures a company’s ability to generate sales from assets:
· Asset turnover ratio = Net sales / Average total assets
The inventory turnover ratio measures how many times a company’s inventory is sold
and replaced over a given period:
· Inventory turnover ratio = Cost of goods sold / Average inventory
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Company Analysis

Profitability Ratios
· Profitability ratios measure a company’s ability to generate income relative to revenue, balance sheet assets,
operating costs, and equity. Common profitability financial ratios include the following:
The gross margin ratio compares the gross profit of a company to its net sales to show how much profit a
company makes after paying its cost of goods sold:
· Gross margin ratio = Gross profit / Net sales
The operating margin ratio compares the operating income of a company to its net sales to determine operating
efficiency:
· Operating margin ratio = Operating income / Net sales
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Company Analysis

· The return on assets ratio measures how efficiently a company is using its assets to generate profit:
· Return on assets ratio = Net income / Total assets
•
· The return on equity ratio measures how efficiently a company is using its equity to
generate profit:
· Return on equity ratio = Net income / Shareholder’s equity
•
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Company Analysis

· Market Value Ratios
· Market value ratios are used to evaluate the share price of a company’s stock. Common market value ratios include the following:
The book value per share ratio calculates the per-share value of a company based on the equity available to shareholders:
· Book value per share ratio = (Shareholder’s equity – Preferred equity) / Total common shares outstanding
The dividend yield ratio measures the amount of dividends attributed to shareholders relative to the market value per share:
· Dividend yield ratio = Dividend per share / Share price
The earnings per share ratio measures the amount of net income earned for each share outstanding:
· Earnings per share ratio = Net earnings / Total shares outstanding
The price-earnings ratio compares a company’s share price to its earnings per share:
· Price-earnings ratio = Share price / Earnings per share
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Best Fundamental Analysis Tools

· Tools for Fundamental Analysis can include everything that is present and can be derived from
the financial statements, management discussions, and business plan as you read above.
· However, few financial tools are favorites of the analysts for this research. They are –
· Price to Sales Ratio
· It is used to recognize the price of the stock as compared to the revenue. It helps you understand
the growth of the share price against the revenue generated in that year.
· Price to Earnings Ratio(P/E Ratio)
· It is derived by dividing the price of the shares in the market (current sale price) by the earnings per share.
· P/E Ratio= Current Share Price/EPS
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Best Fundamental Analysis Tools

· Earnings Per Share Or EPS:
· Two of the basic financial information – one is earning of the company and the other is the total number of shares of the company but none of these two can individual tell you about the company’s performance.
· But when you combine these two, it becomes one of the powerful tools for financial analysis. It is one
of the most popular ratios which tells you about the company’s profit share for each of the stock.
· EPS is calculated by dividing the net income or income after deducting dividends on preferred shares
by the total number of outstanding shares of the company.
· It is crucial for the investors as it helps them understand the wealth accumulation capabilities of the
share of the company.
· EPS=Net Income/Outstanding Shares
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Best Fundamental Analysis Tools

· The price-to-earnings ratio(P/E Ratio)is one of  the main metrics investors use to decide if  a stock is properly valued. It is calculated by dividing a stock's price by its trailing 12 month earnings per share. If a stock is trading for $5 and its earnings in the past year were $1, its P/E ratio would be 5. In stock market jargon, the stock would be said to be trading at five times earnings.
· Comparing P/E Ratios
· 	P/E ratio for a stock, should be compared to the P/E s of other companies in that industry and get a sense of what the average P/E is for the group. If most of the companies have a P/E of around 20 and the company you're interested in has a P/E of 10, this may indicate that the stock is undervalued. If a company has a P/E that is much higher than the industry average, you can assume its overvalued. There are exceptions to these rules.
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Best Fundamental Analysis Tools

· Dividend Payout Ratio
· It gives you two important information – one is how much dividend is paid to the shareholders out of the profit of the company. Second is retained earnings of the company.
· Apart from these few, there are many financial ratios and other tools which are used in Fundamental research.
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Best Fundamental Analysis Tools

· Price to Book Ratio or P/B Ratio
· It is another important ratio that gives you an idea about the company’s stock price
compared to its asset.
· It is also known as Price to Equity Ratio. P/B Ratio is derived by dividing the latest
closing price of the share by the book value of each share.
· Return on Equity
· It is derived by dividing the net income of the company by shareholder’s equity. It
gives you the return generated on the equity of the company.
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Pros of Fundamental Analysis

· Long Term Trends:It helps in predicting the long-term trends in the market. It is generally
used for long-term investment as it can help understand the future price of the stock.
· Value Recognising:Fundamental Analysis helps to find good companies for investment.
The company’s have the potential to grow in the future.
· Business Judgement:It helps in analyzing one of the most important but intangible factors that are Business Acumen. It is highly beneficial in investment analysis as it can tell you about the future of the business.
· Helps to understanding Economy, Industry and Company:Fundamental Analysis helps you understand the economy, industry, and then the company which helps wisely predict the price knowing all the risks and rewards of your investment.
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Criticisms of Fundamental Analysis

· It is time-consuming. For conducting fundamental research, lot of time is needed. Accumulating all the information from the business plan to the financials and finding out ratios and analyzing and reading each of the reports takes a lot of time which may defer the investment on time.
· Industry/Company Specific:In fundamental analysis, it is important to research as per the industry or the company. Approach needs to be different for each of the company and industry and that is difficult to understand which approach to be adopted.
· Subjectivity:The valuation is based on financials provided by the company itself. It can be
biased as the company can alter its financials to increase or decreased its share prices.
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What Is Intrinsic Value?

· Intrinsic value is a measure of what an asset is worth. This measure is arrived at by means of an objective calculation or complex financial model, rather than using the currently trading market price of that asset.
· In financial analysis, intrinsic value is the calculation of an asset's worth
based on a financial model.
· Analysts often use fundamental and technical analysis to account for
qualitative, quantitative and perceptual factors in their models.
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Equity Valuation Methods

· Equity valuation methods can be broadly classified into balance sheet methods, discounted cash flow methods, and relative valuation methods. Balance sheet methods comprise of book value, liquidation value, and replacement value methods.
· Discounted cash flow methods include dividend discount models and free cash flow models. Lastly, relative valuation methods are a price to earnings ratios, price to book value ratios, price to sales ratios etc.

[image: ]Net Worth = Equity Share capital + Preference Share Capital + Reserves & Surplus – Miscellaneous Expenditure (as per B/Sheet) – Accumulated Losses.
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Balance sheet Method

· A.Balance sheet methods are the methods which utilize the balance sheet information to value a company. These techniques consider everything for which accounting in the books of accounts is done.
· 1.Book Value Method
· In this method, book value as per balance sheet is considered the value of equity. Book value means the net worth of the company. Net worth is calculated as follows:
· Net Worth = Net Worth = Assets – Liabilities
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Balance sheet Method

· 2.Liquidation Value Method
· Here, In liquidation cost method liquidation value is considered the value of equity. Liquidation value is the value realized if the firm is liquidated today.
· Liquidation Value = Net Realizable Value of All Assets – Amounts
paid to All Creditors including Preference Shareholders
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Balance sheet Method

· 3.Replacement Cost Method
· Here, In replacement cost method the value of equity is the replacement value. It means the cost that would be incurred to create a duplicate firm is the value of the firm. It is assumed that the market value and replacement value will coincide in the long run. The famous ratio by James Tobin is Tobin q which tends to become 1. Tobin q is the ratio of market value to replacement cost.
· Equity Value = Replacement Cost of Assets – Liabilities.
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Discounted Cash Flow Method

· C. Discounted Cash Flow Methods / Techniques
· Dividend Discount Model
· The Dividend Discount Model (DDM) is a quantitative method of valuing a company’s stock price based on the assumption that the current fair price of a stock equals the sum of all of the company’s future dividends discounted back to their present value
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Dividend Discount Model

· The dividend discount model was developed under the assumption that the intrinsic valueof a stock reflects the present value of all future cash flows generated by a security. At the same time, dividends are essentially the positive cash flows generated by a company and distributed to the shareholders.
· Generally, the dividend discount model provides an easy way to calculate a fair stock price from a mathematical perspective with minimum input variables required. However, the model relies on several assumptions that cannot be easily forecasted.
· Depending on the variation of the dividend discount model, an analyst requires forecasting future dividend payments, the growth of dividend payments, and the cost of equity capital. Forecasting all the variables precisely is almost impossible. Thus, in many cases, the theoretical fair stock price is far from reality.
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Dividend Discount Model

· In the DDM, a present stock value that is higher than a stocks market value indicates that the stock is undervalued and that it is a good time to purchase shares.
· The formula used is
· Present Value of Stock= Dividend per Share/Rdiscount-R Dividend Growth
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Dividend Discount Model

· There are 3 models used in the dividend discount model:
· ZERO-Growth Rate, which assumes all dividends paid by a stock remains same
· Constant –Growth rate model(Gordon Growth Model), which assumes that
dividend grow by a specific percent annually.
· Variable Growth Rate, which divides growth in to 3 phases, a fast initial phase, then a slower transition phase that ultimately ends with a lower rate that is sustainable over a long period.
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Gordon Growth Model

· The Gordon Growth Model (GGM)-Constant growth model- is one of the most commonly used variations of the dividend discount model. The model is called after American economist Myron J. Gordon, who proposed the variation. The GGM assists an investor in evaluating a stock’s intrinsic value based on the potential dividend’s constant rate of growth.
· The GGM is based on the assumption that the stream of future dividends will grow at some constant rate in the future for an infinite time. The model is helpful in assessing the value of stable businesses with strong cash flow and steady levels of dividend growth. It generally assumes that the company being evaluated possesses a constant and stable business model and that the growth of the company occurs at a constant rate over time.
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Gordon Growth Model

· Mathematically, the model is expressed in the following way:
· Where: V0= D1/ r- g
· V0 – The current fair value of a stock
· D1 – The dividend payment in one period from now
· r – The estimated cost of equity capital (usually calculated using CAPM)
· g – The constant growth rate of the company’s dividends for an infinite time
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Variable Growth Rate Models

· Variable growth rate models-multi-stage models can take many forms,even assuming the
growth rate is different every year.
· Most common form is one assumes 3 different rates of growth.
· An initial high growth rate, a transition to slower growth, and lastly, a sustainable steady rate
of growth.
· Basically, the constant growth rate model is extended,each phase of growth is calculated
using constant-growth method, but using different growth rates of the 3 phases.
· Present values of each stage are added together to derive the intrinsic value of the stock.

[image: ]


Earnings Multiple or Comparables or Relative Valuation Methods/ Price Earning Valuation Method / Techniques

· B. Price earning model is one of the best method for stock valuation Earnings multiple or Relative Valuation methods are also called comparable methods because they use peers or competitors value to derive the value of the equity. The importance here is of deciding which factor to be considered for comparison and which companies should be considered peers. Following are the well-known methods used for such comparison.
· 1. Price to Earnings Ratio
· 2. Price to Book Value Ratios
· 3. Price to Sales Ratio
· P/E = Stock Price Per Share / Earnings Per Share(EPS)
· P/E = Market Capitalization / Total Net Earnings
Market capitalisation=total number of shares * present share price.
· EPS=Net Income − Preferred Dividends/Outstanding shares
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Implications of Price Earning Model

· High P/E
· Companies with a high Price Earnings Ratio are often considered to be growth stocks. This indicates a positive future performance, and investors have higher expectations for future earnings growth and are willing to pay more for them. The downside to this is that growth stocks are often higher in volatility and this puts a lot of pressure on companies to do more to justify their higher valuation. For this reason, investing in growth stocks will more likely be seen as a risky investment. Stocks with high P/E ratios can also be considered overvalued.
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Implications of Price Earning Model

· Low P/E
· Companies with a low Price Earnings Ratio are often considered to be value stocks. It means they are undervalued because their stock price trade lower relative to its fundamentals. This mispricing will be a great bargain and will prompt investors to buy the stock before the market corrects it. And when it does, investors make a profit as a result of a higher stock price. Examples of low P/E stocks can be found in mature industries that pay a steady rate
of dividends.
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Price Earning Valuation Method

Limitations of Price earnings model:
Valuation indicator is the sole basis of stock valuation. EPS is based on accounting
conventions, which is based on certain assumptions.
Usually management also manipulates a lot, which will affect the quality of P/E Ratio.
If research is not done the stock evaluation can go wrong.
Investor believe that there is one single metric that will provide complete insight for
investment decision, which is not true.
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CAPM(Capital Asset Pricing Model)

· No matter how much diversify investments, some level of risk will always exist. So investors naturally seek a rate of return that compensates for that risk.
· The capital asset pricing model (CAPM) helps to calculate investment risk and what return on investment an investor should expect.The capital asset pricing model (CAPM) helps to calculate investment risk and what return on investment an investor should expect.
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CAPM(Capital Asset Pricing Model)

· The capital asset pricing model was developed by the financial economist (and later, Nobel laureate in economics) William Sharpe, set out in his 1970 book Portfolio Theory and Capital Markets. His model starts with the idea that individual investment contains two types of risk:
· Systematic Risk vs. Unsystematic Risk
· Systematic Risk(Non diversifiable):These are market risks—that is, general perils of investing—that cannot be diversified away. Interest rates, recessions, and wars are examples of systematic risks
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CAPM(Capital Asset Pricing Model)

· Unsystematic Risk(Diversifiable)
· Also known as "specific risk," this risk relates to individual stocks. In more technical terms, it represents the component of a stock's return that is not correlated with general market moves.
· According to CAPM approach ,Systematic Risk(Non diversifiable) risk can be measured in relation to market portfolio in terms of Beta coefficient.
· TheCAPM explains the relationship between the cost of equity and relevant risk of the investment.

[image: ]



Measurement of Cost of Capital

· Cost of Debt:
· Cost of Capital in the form of debt is the interest which the company has to pay after making the adjustment to the tax to be paid on the interest.
· Cost of Preference Shares:The cost of preference shares is the dividend rate
payable on them.
· Cost of Equity Shares: It is complex as it do not have either interest or fixed dividend payable. The cost of equity shares basically depends on the expectations of equity shareholders.
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Share Price Volatility

· Volatility is a statistical measure of the dispersion of returns for a given security or market index. In most cases, the higher the volatility, the riskier the security. Volatility is often measured as either the standard
deviation or variance between returns from that same security or market index.
· In the securities markets, volatility is often associated with big swings in either direction. For example, when the stock market rises and falls more than one percent over a sustained period of time, it is called a "volatile" market. An asset's volatility is a key factor when pricing options contracts
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Share Price Volatility

· Volatility often refers to the amount of uncertainty or risk related to the size
of changes in a security's value.
· A higher volatility means that a security's value can potentially be spread out over a larger range of values. This means that the price of the security can change dramatically over a short time period in either direction. A lower volatility means that a security's value does not fluctuate dramatically, and tends to be more steady.
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Causes of Volatility

· Economic crises. It is obvious that any financial market is very sensitive to major economic situations. Typically, they react negatively: the worse the crisis, the bigger its influence on the market’s overall performance.
· Changes in national economic policy. For example, the short-term changes in the monetary policy of the Federal Reserve System, or simply the “Fed”, almost always cause a sharp movement in markets like the US Dollar Index. The market tends to go up when the Fed eases monetary policy, and down when the institution tightens the policy.Same is the case in India due to policy changes made by RBI.
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Causes of Volatility

· Economic indicators. Economic data serves as a window for traders to have an overlook on the economy: when it is doing well, the market tends to react positively; when it is not hitting its forecasted targets, the market may tumble. This is why economic reports serve as a volatility indicator and are often awaited by traders with bated breath. Monthly jobs reports, inflation data and consumer spending figures can all impact market performance. Traders usually try to predict the reports before they come out and sell or buy their assets accordingly. If the report differs from the expected number, the market may quickly fluctuate.
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Causes of Volatility

· Volatility overseas. A modern economy is globally connected, so, whatever happens in the world might have an impact on a market closer to home. Wars, regime changes and revolutions are all likely to have the potential to be reflected on trade, the flow of money and investments between countries and multinational corporations.
· Political developments. Politics are a key factor affecting market performance. Governments make decisions on trade agreements, taxes, tariffs and the government spending – all of which play a major role in regulating industries and have an impact on the economy overall. Even political speeches can cause market volatility.
· Other causes may be
· Fear Factor
· Mixed Reactions
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Types of Volatility

· Historical Volatility
· Historical volatility is how much volatility a stock has had over the past 12 months
· Implied Volatility
· Implied volatility describes how much volatility that options traders think the stock
will have in the future
· Market Volatility
· Market volatility is the velocity of price changes for any market. That includes
commodities, forex, and the stock market
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Types of Volatility

· Inter-day Volatility
· The variation in the share price return between the two trading days is called inter-
day volatility.
· Inter-day is computed by close to close and open to open of any index level on a
daily basis.Standard Deviation is used to calculate Inter day volatility.
· Intra - Day Volatility
· The variation in the share price return within the trading day is called intra-day
volatility. It indicates how the indices and shares behave in a particular day.
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Volatility Index (VIX)

· The Volatility Index, or VIX, measures volatility in the stock market.
· When the VIX is low, volatility is low. When the VIX is high volatility is high, which
is usually accompanied by market fear.
· Buying when the VIX is high and selling when it is low is a strategy, but one that
needs to be considered against other factors and indicators.
· VIX" is a trademark of Chicago Board Options Exchange, Incorporated ("CBOE") and Standard & Poor's has granted a license to NSE, with permission from CBOE, to use such mark in the name of the India VIX and for purposes relating to the India VIX.
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Volatility Index (VIX)

· Created by the Cboe Global Markets (originally known as the Chicago Board
Options Exchange (CBOE)), the Cboe Volatility Index, or VIX, is a real-
time market index that represents the market's expectation of 30-day forward-
looking volatility.
· Derived from the price inputs of the S&P 500 index options, it provides a measure of market risk and investors' sentiments. It is also known by other names like "Fear Gauge" or "Fear Index."
· Investors, research analysts and portfolio managers look to VIX values as a way to
measure market risk, fear and stress before they take investment decisions.
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NVIX

· NSE now offers NVIX i.e. futures on its own volatility index India VIX. The trading symbol of the future contract is INDIAVIX. Globally exchanges are offering derivative products based on the volatility index. These products have become quite popular among the participants as it expands the opportunities available to participants and provide efficient means to hedge against volatility. Volatility indices enable market participants to trade expected changes in market volatility in a single transaction.
· https://www1.nseindia.com/content/indices/FAQs_on_India_VIX.pdf
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Efficient Market Hypothesis

· The efficient market hypothesis (EMH), alternatively known as the efficient market theory, is a hypothesis that states that share prices reflect all information and consistent alpha generation is impossible
· Alpha (α) is a term used in investing to describe an investment strategy's ability to
beat the market, or it's "edge. Alpha is thus also often referred to as “excess return”
· Alpha is often used in conjunction with beta (the Greek letter β), which measures
the broad market's overall volatility or risk, known as systematic market risk.
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Alpha (α)

· Alpha refers to excess returns earned on an investment above the benchmark
return.
· Active portfolio managers seek to generate alpha in diversified portfolios, with
diversification intended to eliminate unsystematic risk.
· Because alpha represents the performance of a portfolio relative to a benchmark, it is often considered to represent the value that a portfolio manager adds to or subtracts from a fund's return.
· Jensen’s alpha takes into consideration the capital asset pricing model (CAPM) and
includes a risk-adjusted component in its calculation.
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Efficient Market Hypothesis

· The efficient market hypothesis (EMH) or theory states that share prices
reflect all information.
· The EMH hypothesizes that stocks trade at their fair market value on
exchanges.
· Proponents of EMH posit that investors benefit from investing in a low- cost, passive portfolio.
· Opponents of EMH believe that it is possible to beat the market and that stocks can deviate from their fair market values.
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Forms of EMH

· There are three forms of EMH: weak, semi-strong, and strong1. Here's what
each says about the market
· Weak Form EMH: Suggests that all past information is priced into securities. Fundamental analysis of securities can provide an investor with information to produce returns above market averages in the short term, but there are no "patterns" that exist. Therefore, fundamental analysis does not provide long-term advantage and technical analysis will not work
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Forms of EMH

· The weak form suggests that today’s stock prices reflect all the data of past prices and that no form of technical analysis can be effectively utilized to aid investors in making trading decisions.
· Advocates for the weak form efficiency theory believe that if
the fundamental analysis is used, undervalued and overvalued stocks can be determined, and investors can research companies' financial statements to increase their chances of making higher-than-market-average profits
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Forms of EMH

· Semi-Strong Form EMH: Implies that neither fundamental analysis nor technical analysis can provide an advantage for an investor and that new information is instantly priced in to securities.
· Strong Form EMH. Says that all information, both public and private, is priced into stocks and that no investor can gain advantage over the market as a whole. Strong Form EMH does not say some investors or money managers are incapable of capturing abnormally high returns because that there are always outliers included in the averages.
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Forms of EMH

· Semi-Strong Form
· The semi-strong form efficiency theory follows the belief that because all information that is public is used in the calculation of a stock's current price, investors cannot utilize either technical or fundamental analysis to gain higher returns in the market.
· Those who subscribe to this version of the theory believe that only information that is not readily available to the public can help investors boost their returns to a performance level above that of the general market
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Forms of EMH

· Strong Form
· The strong form version of the efficient market hypothesis states that all information—both the information available to the public and any information not publicly known—is completely accounted for in current stock prices, and there is no type of information that can give an investor an advantage on the market.
· Advocates for this degree of the theory suggest that investors cannot make returns on investments that exceed normal market returns, regardless of information retrieved or research conducted.
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EMH

· EMH does not say that no investors can outperform the market;
· it says that there are outliers that can beat the market averages; however, there are also outliers that dramatically lose to the market.
· The majority is closer to the median.
· Those who "win" are lucky and those who "lose" are unlucky
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Historical background

· History and Assumptions
· The theory is credited to economist Eugene Fama, who in the 1960s developed it from a Ph.D. dissertation. Fama’s research can be found in his 1970 book, titled – Efficient Capital Markets: A Review of Theory and Empirical Work
· EMH assumes that investors act rationally or normally. For instance, if there is unusual information, then an unusual reaction to it is normal behavior. Or, running in the same direction where everyone else is running is also normal behavior.
· Another assumption of the theory is that all relevant information is available freely
and widely. Also, such information is shared among all the investors
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What Passive and Actives Investors Do?

· Those who believe in the EMH or the passive investors can go for the index funds or certain ETFs. Such financial options are managed passively, means their objective is not to beat the overall market returns. Such an investment strategy also aligns with a common saying “if you can’t beat them, join them.”
· On the other hand, active investors can go for technical analysis to predict the price movement. Also, they can go for fundamental analysis to dig out undervalued stocks.
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Efficient Market Hypothesis Criticism

· Though there are many who support the theory, a few exceptions to the theory exist. The biggest exception is legendary investor Warren Buffett, who has always beaten the market returns in the long term. Others who consistently generate above-market returns are Paul Tudor Jones, John Templeton, and Peter Lynch.
· EMH theory refers to those generating above-average market returns as lucky. But, it does not explain how the same people can be lucky all the time, including in the long-run.
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Efficient Market Hypothesis Criticism

· Also, those against EMH say that a few financial events could push the stock away from their fair value in a single day. For instance, the stock market crash of 1987 pushed DJIA (the Dow Jones Industrial Average) down by over 20% in a day.
· We can say that if the assumptions of EMH are correct, then there shouldn’t be any market crash. During a crash, stocks trading at high valuations gets a crush. However, EMH assumes that all securities trade at fair value all the time
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