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INVESTMENT ANALYSIS & PORTFOLIO MANAGEMENT  

Lecture # 1  

Putting money in a bank certificate of deposit or a passbook account is saving.  

A saver knows the future return, and the account is probably insured by the Federal deposit 

Insurance Corporation (FDIC), a government agency that protects depositors against bank 

failure.  

Securities Investor Protection Corporation (SIPC)  

Assets are things that people own. Financial asset and Real assets, financial assets have a 

corresponding liability but real assets do not.  

A security is a legal document that shows an ownership interest. Securities have historically 

been associated with financial assets such as stocks and bonds, but in recent years have also 

been used with real assets. Securitization is the process of converting an asset or collection 

of assets into a more marketable forum.  

There are three broad categories of securities.  

Securities  

 

Equity Fixed Income Securities  Derivative Assets  

Securities Bonds, preferred stock Futures, options Common stock  

A derivative asset is probably impossible to define universally. In general, the value of 

such an asset derives from the value of some other asset or the relationship between 

several other assets.  

Three Reasons for Investing  

• Supplement their income for Dividends and Interest.  
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• Earn capital gains: Appreciation refers to an increase in the value of an 

investment.  

• Experience the excitement of the investment process.  

One objective of any investment course should be to distinguish between what we do 

and don’t know.  

 Theoretical research builds mathematical models and proposes pricing 

relationships rather than studying actual market data.  

 Arbitrage is a presence of a risk less profit.  

 Empirical research uses actual market data rather than mathematical 
models.  

An anomaly is an observed result that defies explanation within the known theoretical 

framework  

Three uses of investments;  

1. Consumption  

2. Savings  

3. Investing  

Channels of Savings  

• Non-financial institutions  

• Banking  

• National saving schemes Bonds  

• Term Finance Certificates  

• Bearer bonds  

• Fixed Income bonds  

• Euro bonds  

Lecture#02  

Association for Investment Management and Research (AIMR)  

Chartered Financial Analyst (CFA), The CFA is a prestigious credential for those involved in 

the investment business.  

Capital Markets: stock market + money market  

The Role of the Capital Markets  

1. The economic functions of the capital markets: facilitating the flow of capital from 

savers to borrowers.  



 

 

2. The continuous price function enables market participants to get accurate, up-
todate price information.  

3. The fair price function removes the fear of buying or selling at rip off price. The 

greater number of participants and the more formal the marketplace, the greater is 

the likelihood that you are getting a fair price. Fair pricing is the third function of the 

capital markets. Some people consider it the most important because it means that 
we can trust the system. You can tell you broker to sell your stock at the going price 

and be assured of getting a fair price.  

Borrowings ¾ or 75% from debt market i.e. Bank.  

Borrowings ¼ or 25% from equity market i.e. Stock Exchange. In stock market this is 

relatively free place in which you borrow easily. Advantage of going to the equity market to 

raise capital market is that you have to pay a dividend only if you have made a profit.  

If you have no dividend in your company than you are not bound to pay dividend. This is 

basic difference between borrowing from debt market and equity market.  

Market types  

1. The primary market is the “new securities” market where securities are sold to the 

public for the first time.  

 IPO: Initial public offering means those shares that are being offered first 

time.  

2. The secondary market is the “used securities” market, where previously issued 

securities are traded among security holders.  

 OFS: Offer for sale means offer those shares that are already issued  

3. The trading on listed securities of NASDAQ market is known as the Third market; 

provide more flexibility with respect to trading rules and fees than exchanges.  

4. Direct trades between large institutional investors comprise the Fourth market.  

 Traded over the phone or Instinet.  

 Instinet users pay much lower trading commissions.  

National Exchanges  

1. New York Stock Exchange (NYSE) Also know as the Big Board  

2. American Stock Exchange (AMEX) Merged with NASDAQ in 1999  

Regional Exchanges  

1. Philadelphia Stock Exchange (Oldest US exchange)  



 

 

Traded on both national and regional exchanges, some traded on international exchanges.  

Specialists are charged with making a fair and orderly market in one or more assigned 

securities at posts on the exchange floor.  

The specialist performs several useful functions.  

• Helps maintain a fair and orderly market in his/her assigned securities.  

• Maintain an inventory of shares for sale.  

• Are willing to be buyers for those who wish to sell.  

• When the spread gets too wide the specialist may enter the market on both sides to 

provide better prices for customers.  

•  

Specialist post screen shows bid/ask/last price.  

 Bid price – highest price at which anyone is willing to buy.  

 Offer (Ask) price – lowest price at which anyone is willing to sell.  

 Difference between the two prices is the spread.  

Specialists ensure buyers will find sellers and sellers will find buyers (important in crisis 

situations like October 27, 1997- the Asian flu – DJ Industrials dropped 554 points) Market 

makers are groups of competing individuals – “the crowd” - (rather than a single person) 

who maintain a fair and orderly market through open outcry trading in pits on the exchange 

floor.  

Options trading like Chicago Board Options Exchange (CBOE – world’s largest options 

exchange)  

Participants of Stock Market  

Brokers:  

Brokers are those that participate in the brokerage industry they may be a member or a part 

of corporate entity.  

 Agents:  

Agents are the authorized representative of members licensed by regulatory body as well as 

exchanges.  

 Member:  

A very important participant is member. Member would mean a member of stock exchange. 

Only exchange members may trade on the floor of an exchange. A membership is commonly 

called a seat.  

 Traders:  



 

 

Traders are somebody who is directly in touch with the investors. Traders help execute your 

trade  

Corporate Culture is not mature culture at yet because when we develop our organization 

from scrap we have some emotional attachment with organization.  

Forms of Organization  

• Proprietorship  

• Partnership  

• Private Limited Companies • Public Limited companies  

 Public Unlisted Company  

 Public Listed Company  

Types of Stock Exchanges  

• Physical Stock Exchange  

• Electronic Stock Exchange  

Physical Stock Exchange  

The trading in Physical Stock Exchange is on;  

• Actual Physical Tradition.  

• Auction Market  

SuperDot is an electronic system enabling NYSE member firms to send certain orders 

directly to the specialists’ posts on the floor of the exchange without using a human  

runner to deliver the order.  

Lecture # 3  

Trading curbs and circuit breakers are designed to reduce temporary volatility in the 

market.  

Trades of up to 1,000 shares can be executed in less than one minute via the Small 

Order Execution System (SOES).  

The NASDAQ stock market comprises two distinct markets:  

1. The NASDAQ National Market. The largest and most established firms in the  

NASDAQ market are the national market issues. (About 4,100).  

- Have net tangible assets of at least $6 million  



 

 

2. The NASDAQ Small-Cap Market. These small-cap issues have a (relatively) low 

level of capitalization. (About 1,250).  

Firms may be delisted from either NASDAQ market if their financial situation 

deteriorates too much (i.e. cannot maintain listing requirements).  

OTC (Over-the-Counter Market) securities trade in two ways:  

1. The OTC Bulletin Board (OTCBB) is a regulated quotation service providing 

real-time information. (~3,700).  

i. Does not provide listing service as NASDAQ. ii. No 

financial standard requirement but need to comply with 

corporate governance requirements.  

2. Data on the smallest and often most speculative pink sheet stocks can be 

accessed via the Internet (Pink Sheets LLC - www.otcquote.com).  

The Securities and Exchange Commission (SEC) was established … Established to 

promote “honest and open securities markets”. Ensure that investors 

have adequate information to make an informed investment decision 

– but no judgment on investment quality.  

Two primary acts influencing the investment industry today are:  

‚ The Securities Act of 1933 – cover primary market.  

‚ The Securities Exchange Act of 1934 – cover secondary market (registration of 

brokers, trading practices, etc.).  

The SEC oversees the NASD National Association of Security Dealers (NASD); a 

selfregulatory body.  

In 1970, the Securities Investor Protection Act established the Securities Investor 

Protection Corporation (SIPC), which protects investors from loss due to brokerage 

firm failure, fraud, natural disaster, or theft. It does not protect investors against 

investment losses. The SEC supervises the SIPC.  

The Chartered Financial Analyst (CFA) program promotes investment education and 

ethical behavior among those involved in the investment business. The program is 

administered by the CFA Institute (CFAI).  



 

 

The LIFA Financial Analyst (LIFA) program promotes investment education and ethical 

behavior among those involved in the investment business. The program is administered by 

the International Research Association (IRA).  

Bonds and stocks are both securities, but the difference is:  

• Stock holders own a part of the issuing company (have an equity stake), whereas 

bond holders are in essence lenders to the issuer.  

• Also bonds usually have a defined term, or maturity, stocks may be outstanding 

indefinitely.  

The value of a share of the mutual fund, known as the Net Asset Value (NAV), is 

calculated daily based on the total value of the fund divided by the number of shares 

purchased by investors.  

Why Dividends Do Not Matter  

• Dividends are an important part of the investment business, but not because they 

instantly increase an investors’ wealth;  

• Dividends do not grow on tress;  

• They come from the issuer’s checking account and reduce the value of the firm when 

they are paid;  

• Dividends do provide current income, but they do so at the expense of future 

growth;  

Why Stock Splits Do Not Matter  

• Do not alter the collective wealth of the shareholders.  

• They are analogous to cutting pieces of a pie into smaller slices.  

• The total quantity of pie does not change as the serving size changes.  

The difference between a stock split and a stock dividend is purely an accounting 

phenomenon. With a stock split the par value of the stock as carried on the firm’s book 

changes by the split factor. With a stock dividend the par value is not affected, new shares 

are issued. Stock par value is not a meaningful statistics from an investment point of view, it 

is an accounting curiosity.  

Shareholder Rights:  

1. The Right to Receive Declared Dividends on a Pro Rata Basis:  

2. The Right to Vote:  

3. The Right to Maintain Ownership Percentage:  

Lecture#04  



 

 

Category of Stocks  

1. A blue chip stock is a stock that usually has a long history of uninterrupted 

dividends.  

2. Income Stocks are those stocks that have paid a larger than average percentage of 
their income on regular basis.  

3. Cyclical stocks are those stocks whose results are tied with the overall state of the 

national economy. CS has higher than average market risk.  

4. A defensive stock is largely immune to changes in the economy.  

5. Growth stocks reinvest most of their earnings rather than paying them out as 

dividends and may be good candidates for above-average returns.  

6. Speculative stocks have the potential of making quick money for their owners.  

7. Penny stocks are unusually risky stocks.  

Individual investors are not normally members of the stock exchanges. Consequently, 

they must use an agent, called a stock broker, to make trades on their behalf. Most 

common Types of Orders are;  

1. Market orders are to be executed as soon as possible after reaching the exchange 

floor  

2. Limit orders must specify a price limit.  

3. Stop order becomes market order when the stop price is reached. The most 
important use of a stop order is to protect a profit.  Especially useful in protecting 

profits.  

 Can also be used to minimize losses.  

 Unfortunately investors seldom use them.  

Less common types of order  

• One cancels the others  

• All or none  

• Fill or kill  

• Stop limit  

• Market if triggered order (MIT)  

• Good till cancel (GTC)  

The ticker tape is perhaps the most widely known symbol of the investment business.  

‚ Provides a chronological listing of trades at the exchange.  

‚ No longer on paper.  



 

 

‚ The electronic display shows stock symbols, volume and the price at which trades 

occurred. On busy days the tape may run late.  

Lecture # 5  

Trading or investment in a stock market is a direct form of investments.  

Trading or investments through mutual fund is indirect form of investment.  

Cash accounts normally used when you want to buy shares and hold them for long time.  

• Investing in stock market is a long term investment.  

Margin Account:  

• A portion of the share cost can be borrowed from the brokerage firm  

• When you borrow funds you must pay a cost i.e. markup.  

• Margin call: When account equity deteriorates too far, the investor may get a 

margin call.  

It requires the deposit of additional funds or the sale of some security positions and sells a 

part of shares to offset the requirement.  

Bonds and income-producing securities can be in a separate account called an income 

account  

The claim of profitability on buying or selling depends on supply and demand 

mechanism.  

• If people need more money than interest rate will go up.  

• If demand is not more than supply than markup is less which is good for 
borrowing people.  

Buying Power is a measure of how much more can be spent for securities without having to 

put up with extra cash with a 50% initial margin.  

Buying power =equity-debt balance Buying 

power can be calculated by solving this equation;  

B = [1/m-1] E-D  

Where B = buying power, M = initial margin requirement, D = debt, E = equity  

Minimum portfolio value = debit balance / 1- Maintenance margin  

A Regular Market is a current market in which all buying and selling is on cash or 

margin.  



 

 

A Future Market is about trading in the future. Future is a form of derivative. In 

derivative market, you can sell in future  

Selling Short: SS  

A short sale involves borrowing securities, selling them to someone else, eventually 

purchasing similar shares from someone else, and delivering these substitute shares to 

the original lender.  

Short sellers sell first and buy later  

The short seller has an eventual obligation to replace the borrowed shares.  

Short sellers must pay any dividends to the person from whom the stock was 

borrowed.  

There are regulatory constraints in different parts of the world where may be short 

selling is not allowed. Locally short selling is not permitted in the regular market but 

short selling is permitted in the future market  

Trading fee is the income which is the source of revenue for members or brokers.  

‚ The Costs of Trading  

There are both implicit and explicit costs of trading.  

Explicit costs are the direct cost of trading and include brokerage fees and taxes.  

Implicit costsare especially important to institutional traders because of the size of the 

trades they typically make. The most important implicit costs relate to the size of the bid ask 

spread, the price impact of the trade, and the opportunity cost of being unable to execute 

the trade when you want to.  

‚ The Commission Structure  

Commissions are usually a function of the dollar amount involved and the number of shares 

in the trade. Commission will vary from broker to broker.  

 Charges are high in cash accounts.  

 Charges are low in trading accounts.  

You have it in printed form. It is a very clear and transparent not a big issue any more 

because of computerization.  

‚ Full-Service Brokers  

At a full-service firm, individual brokers provide personalized service to their clients.  

Brokers are expected to be a familiar with their clients, their needs, and their individual 

circumstances. Extensive research is available, and accounts holders can ask for and receive 



 

 

free of charge an enormous quantity of market commentary and specific opinion regarding 

security issues. A full service firm also performs a function commonly called handholding.  

‚ Discount Brokers  

A discount broker works for an organization that executes traders for its clients, but does 

little else. Discount brokerage firms (and some financial planning people) believe that people 

who make their own decision are foolish to pay more than necessary in trading fees.  

‚ Electronic Brokers (online trading)  

Lecture#06  

Fundamental vs. Technical  

• Fundamental analysts believe securities are priced according to fundamental 
economic data.  

• Technical analysts think supply and demand factors play the most important part.  

• We cannot ignore Technical Analysis aspect of analyzing company.  

• Technical Analysis compliments the Fundamental Analysis.  

• Fundamental Analysis is suitable for long term investments.  

• Technical Analysis is suitable for short term investments Supply and demand are 

based on both rational and irrational factors.  

EIC Analysis 1. 

Economic:  

Stock prices react favorably to earnings growth, low inflation, increasing gross national 

product, a better balance of trade, and other positive macroeconomic news. Signs that 

inflation is picking up, that unemployment is rising, or that earnings estimates are being 

revised downward will and to depress stock prices.  

When the economy appears to be moving into a recession, stocks as a group are going to be 

c hurt.  

When the economy is surging ahead, most stocks will follow suit.  

2. Industry: Porter’s competitive strategy analysis helps evaluate industry prospects.  

3. Company  

VALUE INVESTING  

• A value investor believes a security should only be purchases when the underlying 

fundamentals justify the purchase.  

• The bottom line is value comes form utility; utility comes form a variety of sources.  

• Value investors are willing to wait.  



 

 

• Value investing means you buy nothing based on future value… no bets on new 

products, earnings or sales. You’re trying to buy a Rs.100 stock for Rs.50 today.  

GROWTH INVESTING  

• Investors want quick return.  

• A Growth investor seeks rapidly growing companies.  

• Growth investors believe that a body in motion tends to stay in motion. Strong 

companies tend to get stronger.  

• Growth company might not have historical perspective in background but it will find 

a place in the future depending on the product or industry belongs.  

• Oil Exploration is one of the most key elements in any progress in a country.  

Information traders Vs growth trader  

Information traders are in a hurry; they believe information differentials in the marketplace 

can be profitably exploited. The true growth trader is more willing to wait than the 

information trader, but shares the belief that good investment managers can earn above-

average returns for their clients. Growth traders are willing to pay more than might seem 

reasonable because they like the stack's future prospects; they are buying future earnings 

that may or may not develop.  

The Price to Book Ratio:  

Book value per share is an accounting concept that measures what shareholders would 

receive if all the firm's liabilities were paid and all its assets could be sold at their balance 

sheet value. The term is synonymous with equity per share or net asset value.  

The Price-Earnings Ratio:  

The price-earnings ratio (PE) is one of the most widely followed statistics about a common  

Stock  

Price-Earnings Ratio = current stock price / firm's earnings per share  

In general, a low price-earnings ratio implies greater risk. Higher leverage means higher 

risk, and higher leverage tends to produce a low PE, because leverage increases the 

volatility in a firm's earnings, regardless of whether the leverage comes from the fixed 

costs associated with capital investment or from interest payments on debt. Increased 

uncertainty in earnings may depress the stock price, and hence produce a lower PE ratio.  

Size of Company  

• Small-cap stocks: A firm with capitalization less than $500 million and have less 

share float in market.  

• Mid-cap stocks: Capitalization between $500 million and $2billion.  

• Large-cap stocks: Capitalization more than $2 billion, are stable company  



 

 

Lecture #07 & 08  

Technical Analysis has more to do with the movement in prices than it have to do with the 

actual Balance Sheet. Technical analysts like to use charts.  

Charts are the graphic representation of prices on day to day basis, on week to week 

basis, on month to month basis or on a year to year basis Popular types of charts are 

the:  

‚ Line chart (just for day, Minimal information is available) ‚ 

Bar chart (open, high, low, close or OHLC)  

 Blue color indicates market or share price is going up.  

 Red color indicates market or share price is going down.  

The difference between Bar Charts & Line Charts is that where Line Chart is lines drawn 

between simple data points. A Bar Chart gives you an economic data on weekly basis and 

yearly basis.  

‚ Candlestick chart (Japanese Candlestick, enhanced version of bar chart (open, high, 

low, close) chart).  

 White body candle depicts when prices are moving up.  

 Black body candle will depicts when prices are moving down.  

Candlestick chartings also give you a collective graphic representation of the movement of 

the prices. These are measures of economic and no economic activity. These indicators also 

have economic under penny’s.  

‚ Point & figure chart: A point & Figure Charts is a collection of zero’s or O’s and X’s.  

 X’s are used when market / prices are moving up.  

 O’s are used when market are going down.  

 If one X and one O representing Rs. 1.  

 In every rise with one X shows Rs. 1 rise in price.  

 In every O shows Rs. 1 decrease in the price  

This type of chart is not very popular bcoz Of Continuously monitoring & No time frame.  

The higher the required rate of return for a particular investment the less investor would 

be willing to pay for the investment  

• Volume increase and decrease it indicate the level of interest in the market.  

• If there is an increase in volume it means there is interest in the market.  

• If you have decline in volume you will notice that there is lack of interest in the 

market.  



 

 

• When the market is coming up it is called Bull market.  

• When the market is coming down it is called Bear market.  

• When the market is going up on increased volume we can do believe the strength 

in the market and the market shall be able to continue upward for some time.  

• If the prices are moving up and the volume is not increasing we can assume that 
interest level of the investors is weakening and than we can also consider the 

probability is high that the upward activity of the market or prices may not 
continue for longer and we may find a decline in prices soon.  

• Upward prices with increased volume are good & upward prices with decreased 

volume are weak.  

• If the market or prices are going down with increased volume we can believe that 
there is definite weakness in the share price movement and the people are keen 

to get rid of shares or commodities or assets.  

• If prices are continue to go down with lesser volume or low volume you should 

consider that may be the bottom might just be coming and we might perhaps 

find a reversal soon.  

• Capital market investment is for short term.  

• Quick returns or quick gains are short lived.  

• Slow returns or steady returns are long lasting.  

• Investment is very important in stock market  

A Moving Average is a smoothed presentation of underlying historical data. Each data 

point is the arithmetic average of a portion of the previous data. A ten-day moving 

average measures the average over the previous ten days. Moving average shows much 

less volatility than the daily stock price  

RSI (Relative Strength Index) was developed by Welles Wilder as an oscillator to gauge 

overbought/oversold levels. The most important thing to understand about RSI is that a 

level above 70 indicates a stock is overbought, and a level below 30 indicates that it is 

oversold (it can range from 0 to 100).  

Activities of Stock Market  

• Greed  



•  
 

 

  Fear  

• Patience  

There are three basic kinds of trends:  

• An Up trend where prices are generally increasing.  

• A Down trend where prices are generally decreasing.  

• A side ways band and moving in a Trading Range.  

Effective Market Hypothesis (EMH) says these price patterns are illusions, and have no 

real meaning. In fact, they can be seen in a randomly generated price series.  

Lecture#09  

Moving Average Convergence/Divergence:  

MACD was developed by Gerald Appel as a way to keep track of a moving average crossover 

system. MACD is best used in choppy (trendless) markets, and is subject to whipsaws (in and 

out rapidly with little or no profit).  

On Balance Volume (OBV):  

On Balance Volume was developed by Joseph Granville, one of the most famous technicians 

of the 1960’s and 1970’s. OBV is calculated by adding volume on up days, and subtracting 

volume on down days. A running total is kept. Granville believed that  

“volume leads price.” To use OBV, you generally look for OBV to show a change in trend (a 

divergence from the price trend). If the stock is in an uptrend, but OBV turns down, that is a 

signal that the price trend may soon reverse.  

Bollinger bands were created by John Bollinger (former FNN technical analyst, and regular 

guest on CNBC). Bollinger Bands are based on a moving average of the closing price.  

• A buy signal is given when the stock price closes below the lower band.  

• A sell signal is given when the stock price closes above the upper band.  

An indicator based on the behavior of well-informed group of market participants is called a 

smart money indicator.  

A technical indicator that prescribes actions opposing those of the marketplace is a contrary 

opinion indicator.  



 

 

Margin Loans measures the extent to which market participants have borrowed money to 

finance their stock transaction.  

The mutual fund cash position measures the proportion of total mutual fund assets 

currently held in cash-equivalent securities.  

A confidence index is a ratio of yield on high grade bonds (usually AAA) to yield on a lower 

grade bonds (usually BBB). Because investors are risk averse, riskier bonds yield more than 

safer bond, so this ratio will always be less than 1.0.  

Advance-Decline Line is a graphical representation of the net advances over a period of time. 
Advances count as pluses, declines are minuses and unchanged securities count as zero.  

Relative Strength Ratio is a method of comparing one statistic to some benchmark statistic.  

Lecture#10  

1. Dow Theory  

This theory was first stated by Charles Dow in a series of columns in the WSJ between  

1900 and 1902. The Dow Theory is based on the price movement of the Dow Jones Industrial 

Average  

(DJIA). Changes in the primary trend of the DJIA are confirmed by the Dow Jones 

Transportation Average. The Dow Theory holds that there are three components in the 

movement of stock prices.  

• Primary Trend: Called “the tide” by Dow, this is the trend that defines the longterm 

direction (up to several years). Others have called this a “secular” bull or bear 
market.  

• Secondary Trend: Called “the waves” by Dow, this is shorter-term departures from 

the primary trend (weeks to months). These can occur between major trends.  

• Day to day fluctuations: Little ripples between bigger waves and bigger tides. Small 
intraday ripple affects or small changes do not matter in the bigger scheme of 
affairs.  

•  

2. Elliot Wave Theory  

• R.N. Elliot formulated this idea in a series of articles in Financial World in 1939.  

• Elliot believed that the market has a rhythmic regularity that can be used to predict 
future prices.  

• The Elliot Wave Principle is based on a repeating 8-wave cycle, and each cycle is 

made up of similar shorter-term cycles.  



 

 

• The Elliot Wave Theory worked on the same principle like Dow in a way that you had 

bigger trends, intermediate trends and small trends.  

• Elliot Wave adherents also make extensive use of the Fibonacci series.  

• One of the biggest problems with Elliot Wave is that no two practitioners seem to 

agree on the wave count, and therefore on the prediction of what’s to come.  

3. Fibonacci Numbers  

• Fibonacci numbers work in predicting future price trends.  

• Fibonacci numbers are a series where each succeeding number is the sum of the two 

preceding numbers.  

• The first two Fibonacci numbers are defined to be 1, and then the series continues 

as follows: 1, 1, 2, 3, 5, 8, 13, 21…  

 As the numbers get larger, the ratio of adjacent numbers approaches the Golden 

Mean: 1:1.618.  

• Technical analysts use this ratio and its inverse, 0.618, extensively to provide 
projections of price moves.  

4. Kondratev wave theory states there is a 50- to 60-year business cycle.  

5. Chaos theory sees systematic behavior amidst apparent randomness. E.g. Fish in ocean 

or seas  

6. Neural Networks The notion that computer algorithms can be taught to look for optimum 

patterns  

Popular areas of research today among technical analysts include chaos theory (the search 

for patterns in randomness) and neural networks (the notion that computer algorithms can 

be taught to look for optimum patterns).  

Prices changes can be recognized and categorized;  

• Support price level: significant increase in demand is expected.  

• Resistance price level: significant decrease in demand is expected.  

• Trend line: identifies a trend or direction • Momentum: speed of price changes.  

Short interest is number of stocks that have been sold short.  

• Short interest ratio = Total short interest/ Avg. daily volume  

• Many technicians take a high short interest ratio as a bullish sign  

Low liquidity implies funds fully invested (bullish) and market is near or at peak. High 

liquidity implies funds are bearish  

LECTURE#11  



 

 

Retained earnings enhance future earnings and ultimately dividends.  

 Retained earnings imply growth and future dividends.  

 Produces similar results as current dividends in valuation of common shares.  

Calculate dividend growth rates using the geometric mean rather than the arithmetic 

mean.  

The Dividend Discount Model also called Gordon’s growth model  

• If the value obtained from the DDM is higher than what the shares are currently 

trading at, then the stock is undervalued.  

 

P0 = D1 / r – g ; D1 = D0 (1+g) Problems:  

1. Need infinite stream of dividends.  

2. Dividend stream is uncertain.  

 Must estimate future dividends.  

3. Dividends may be expected to grow over time.  

 Must model expected growth rate of dividends and need not be constant.  

Assume no growth in dividends:  

Fixed Rupee amount of dividends reduces the security to a perpetuity  

Similar to preferred stock because dividend remains unchanged. Risk is 

minimum.  

Money remains constant. P0 = D0/G  

The Multistage DDM  

• Under the multistage model, changing growth rates are applied to different time 

periods.  

• Various versions of the multistage model exist including the two-stage, H, and three-
stage models.  

t n D0( 1 - g1  )

 Dn  (1  - gc ) 1   
P0  ?Â  t  n 

t ?1   ( 1 - k) k -g 

 (1 - k) 



 

 

False Growth occurs anytime a firm acquires another firm with a lower price-earnings 

ratio.  

• When the assets is disposed off, than good companies used at the superb area of 
the city.  

Stock prices grow at the same rate as the dividends.  

Stock total returns grow at the required rate of return.  

Growth rate in price plus growth rate in dividends equals to the required rate of 

return.  

A lower required return or a higher expected growth in dividends raises prices.  

If Vo > Po, the asset is undervalued and should be purchased or held if already owned. 

If Vo < Po, the asset is overvalued and should be avoided, sold if held, or possibly sold 

short.  

If Vo = Po, this implies an equilibrium in that the asset is correctly valued.  

Price Earning one of the most widely used ratios. It compares the current price with 

earnings to see if a stock is over or under valued. P/E ratio can be derived from the 

constant dividend discount model. P/E ratio can be derived from the static growth 

model.  

PE= Market Value per Share / Earnings per Share  

 Generally a high P/E ratio means that investors are anticipating higher growth in the 

future.  

• If growth is less then P/E Ratio is also less  

• The higher the payout ratio, the higher the justified P/E. Payout ratio is the 

proportion of earnings that are paid out as dividends.  

• The higher the expected growth rate, g, the higher the justified P/E.  

• The higher the required rate of return, k, the lower the justified P/E.  

• High P/Es and low P/Es do not mean that there is any fault in the company.  

• P/E ratios reflect expected growth and risk  

• A P/E ratio reflects investor optimism and pessimism.  

– Related to the required rate of return  

• As interest rates increase, required rates of return on all securities generally 

increase.  

• P/E ratios and interest rates are indirectly related  



 

 

P/E multiplier remains popular for its ease in use and the objections to the dividend discount 

model. P/E Ratio tends to be one of the more popular ratios to be considered as a good 

way of measuring investment opportunities  

• P/E ratio depends on;  

– Confidence that investors have in expected growth.  

– Reasons for earnings growth.  

LECTURE#12  

Ratio analysis isn't just comparing different numbers from the balance sheet, income 

statement, and cash flow statement. It's comparing the number against previous years, 

other companies, the industry, or even the economy in general.  

• Ratios look at the relationships between individual values and relate them to how a 

company has performed in the past, and might perform in the future.  

Liquidity ratios are all designed to measure a company's ability to cover its short-term 

obligations.  

1. Current Ratio: Current Ratio measures a firm's ability to pay their current 
obligations. Current Ratio = Current Assets/Current Liabilities Working 

Capital = Current Assets - Current Liabilities  

2. Acid Test or Quick Ratio: Acid Test or Quick Ratio is very similar to the 

Current Ratio except for the fact that it excludes inventory. For this reason, 
it's also a more conservative ratio.  

Acid test = (Current Assets – Inventory)/ Current Liabilities  

Leverage Ratio: Leverage is a ratio that measures a company's capital structure. In other 

words, it measures how a company finances their assets.  

Leverage = Long-term Debt/Total Equity  

Leverage = Total Assets/Stockholder’s equity 1. Interest 

Coverage (Times Interest Earned): Interest Coverage is the measurement of how 

many times interest payments could be made with a firm's earnings before interest 

expenses and taxes are paid.  

Interest Coverage Ratio = Earnings Before Interest and Taxes (EBIT)/Interest  

Expense  

2. Debt Coverage Ratios: Debt Coverage Ratio indicate the ability of a company to 

repay its current liabilities (interest + current portion of long term liabilities) from  



 

 

it operating cash flow (EBIT + non-cash expenses)  

Debt Coverage Ratio = (Operating Profit + Depreciation + Amortization) / (Interest  

Expense + current portion of long term liabilities)  

PROFITABILITY RATIOS: Profitability is often measured in percentage terms in order to 

facilitate making comparisons of a company's financial performance against past year's 

performance and against the performance of other companies.  

1) Gross Profit Margin: The gross profit margin ratio tells us the profit a business 

makes on its cost of sales, or cost of goods sold. Gross profit is the profit we earn 

before we take off any administration costs, selling costs and so on. So we should 

have a much higher gross profit margin than net profit margin.  

Gross Profit Margin = Gross Profit / Net Sales * 100  

Gross Profit = Sales – Cost of Goods Sold 2) Operating 

Margin:This ratio measures the quality of a firm's operations(company's pricing 

strategy and operating efficiency). Operating Margin = Operating Income/Net 

Sales  

3) Net Margin: Net Margin is a measure of profitability for the sum of a firm's 

operations.  

Net Profit Margin = Net Profit / Net Sales *100  

Net Profit = Gross Profit - Expenses  

4) Earnings per share (EPS): EPS serves as an indicator of a company's profitability. 
Earnings per share (EPS) is the profit attributable to shareholders (after interest, tax, 
and everything else) divided by the number of shares in issue. Earnings per Share = 

Profit Available to Shareholders / Average common shares outstanding  

LECTURE#13  

Investment Ratios  

1) Dividend per share is the profit paid to share holders per share that hold. DPS = 

Dividends paid to Shareholders / Average common shares outstanding  



 

 

2) Dividend Yield: A financial ratio that shows how much a company pays out in 

dividends each year relative to its share price. Dividend Yield = Annual 

Dividends / Current Market Share Price  

3) Price Earning Ratio: P/E = Current Market Share Price / EPS  

Business Cycle  

National Bureau Economic Research: (NBER) ‚

 Monitors economic indicators.  

‚ Dates business cycle when possible.  

Composite indexes of general economic activity: Series of leading, coincident, and 

lagging indicators of economic activity to assess the status of the business cycle.  

 The leading indicators consist of variables such as stock prices, index of 
consumer expectation, money supply, and interest rates spread.  

 The coincident indicators consist of four variables such as industrial 
production and manufacturing and trade sales.  

 lagging indicators consist of seven variables such as duration of 
unemployment and commercial and industrial loans outstanding.  

The composite indexes are used to indicate peaks and troughs in the business cycle. The 

intent of using all three is to summarize and reveal turning points patterns in economic 

data better.  

• Stock prices lead the economy:  

– Historically, the most sensitive indicator.  

– Stock prices consistently turn before the economy.  

• How reliable is the relationship of stock price and economy?  

– The ability of the market to predict recoveries is much better than its 

ability to predict recessions.  

• How good are available forecasts?  

Forecasts made by the prominent forecasters are similar and that differences in accuracy 

are very small, suggesting that investors can use any of a number of such forecasts. 

Obviously, not all forecasters are equally accurate, and all forecasters make errors. The 

only good news is that forecast accuracy apparently has increased over time.  

• Does monetary activity initiated by the FED forecast economic activity? 
Changes due to shifts in MONEY supply or demand. increases in money supply 

tend to increase economic activity whereas increases in money demand tend to 

reduce economic activity.  

Yield Curves shows relationship between market yields and time to maturity  

• Upward sloping and steepening curve implies accelerating economic activity.  

• Flat structure implies a slowing economy.  



 

 

• Inverted curve may imply a recession.  

Determinants of Stock Prices  

• G(Government spending) and M(Nominal money supply) affect stock prices by 

Affecting total aggregate spending (Y), which together with the tax rate (tx) affects 

corporate earnings.  

• Total aggregate spending, together with economy’s potential output (Y*) and past 
changes in prices, determine current changes in the price level (P).  

• Corporate earnings and expected inflation affects expected real earnings.  

• Interest rates and required rates of return also affected by expected inflation.  

• Stock prices affected by earnings, rates. If economy is prospering, earnings and stock 

prices will be expected to rise.  

LECTURE#14  

Why P/E Ratios high when interest rate and inflations are low?  

• The investors feel that the earning capacity of an organization or corporation will be 

greater and will be able to earn more; save more because cost will be lesser, taxes 

will be lesser because prices will not be more expensive.  

Bottom-Up Approach to Fundamental Analysis:  

With the bottom-up approach, investors focus directly on a company’s basics, or 
fundamentals. Analysis of such information as the company’s products, its competitive 

position, and its financial status leads to an estimate of the company’s earnings potential 
and, ultimately, its value in the, market. The emphasis in this approach is on finding 

companies with good long-term growth prospects, and making accurate earnings estimates.  

Top-Down Approach to Fundamental Analysis:  

The top-down approach is the opposite of the bottom-up approach. Investors begin with 

the economy and the overall market, considering such important factors as interest rates 

and inflation. The next consider future industry prospects or sectors of the economy that 
are likely to do particularly well (particularly poorly). Finally, having decided that macro 

factors are favorable to investing, and having determined which parts of the overall 
economy are likely to perform well, individual companies are analyzed.  

A basic measure of the economy is Gross Domestic Product (GDP), defined as the market 
value of final goods and services produced by an economy for some time period. GDP 

numbers are prepared quarterly and released a few weeks following the end of the quarter. 
GDP in the first month follow quarter end. In the second month, it provides a preliminary 

estimate, and in the third month, it provides a final estimate. The cycle then starts over 
again.  

Lecture#15 Classifying 

Industries  

 
• Standard Industrial Classification (SIC).  

– Based on census data and on the basis of what is produced.  

– SIC codes have 11 divisions, A through K.  



 

 

– Each division has several major industry groups, designated by a two-digit 
code.  

• Larger the number of SIC digits, the more specific the breakdown.  

• Other Classifications: S&P, Value Line.  

A useful first step is to analyze industries in terms of their stage in the life cycle. It helps to 

determine the health and future prospects of the industry The Industry Life Cycle:  

1) Pioneering stage:  

a. Rapid growth in demand.  

b. Opportunities may attract other firms and venture capitalists.  

c. Difficult identify likely survivors.  

d. Pioneering stage can give you a good idea of where to think about investing.  

e. It is very exciting in the beginning.  

2) Expansion stage:  

a. Survivors from the pioneering stage are identifiable.  

b. Firm operations more stable, dependable.  

c. Considerable investment funds attracted.  

d. Financial policies firmly established.  

e. Dividends often become payable.  

f. Attractive to a wide group of investors.  

3) Stabilization or maturity stage:  

a. Growth begins to moderate.  

b. Marketplace is full of competitors.  

c. Costs are stable rather than decreasing. 4) Declining Stage:  

• Limitations of life cycle approach:  

– A generalization that may not always apply.  

– Tends to focus on sales, market share, and investment in the industry.  

• Pioneering stage offers the highest potential returns, greatest risk.  

• Investors interested in capital gains should avoid maturity stage.  

• Expansion stage is of the most interest to investors.  

Qualitative Aspects  

 Historical 
Performance  

 Competitive 

conditions in industry Industry profitability is a 

function of industry structure  

Which industries are likely to show improving earnings?  

– Estimate expected earnings and earnings multiple for an industry.  

– Earning estimates notoriously inaccurate.  

Which industries are likely to show improving P/E ratios?  

– Investors tend to pay too much for favored companies in an industry.  



 

 

Analysis of industries by their operating ability in relation to the economy as a whole – 

 Some industries move closely with the business cycle, others not.  

• Growth industries:  

– Earnings expected to be significantly above the average of all industries.  

• Growth stocks suffer less during a recession.  

• Defensive industries:  

– Least affected by recessions and economic adversity.  

• Cyclical industries:  

– Most affected by recessions and economic adversity.  

– “Bought to be sold”.  

– Counter-cyclical industries exist as well.  

• Interest-sensitive industries:  

–  Particularly sensitive to expectations about changes in interest rates.  

• Careful analysis of business cycle and likely movements in interest rates help make 

better buy/sell decisions.  

• Industry knowledge is valuable in selecting or avoiding industries.  

Lecture#16&17&18  

The Last step in top-down approach is company analysis. The Goal is: to estimate share’s 

intrinsic value. P0 = d1/r-g  

Intrinsic (estimated) value is the product of the estimated earnings per share (EPS) for next 
year and the expected multiplier or P/E ratio, P0=estimated EPS  justified P/E ratio  

Stock is under- (over-) valued if intrinsic value is larger (smaller) than current market price.  

• Earnings per share:  

– EPS =Net Income / average number of shares outstanding  

Problems with Reported Earnings  

• EPS for a company is not a precise figure that is readily comparable over time or 
between companies.  

– Alternative accounting treatments used to prepare statements.  

– Difficult to gauge the ‘true’ performance of a company with any one method. 
– Investors must be aware of these problems.  

Return on Equity (ROE): It is key component in finding earnings and dividend growth. 
Important to determine whether a company’s profitability is increasing or decreasing and 

why  

EPS =ROE  Book value per share  

Du Pont Analysis  

• Share prices depend partly on ROE.  

• Management can influence ROE.  

• Decomposing ROE into its components allows analysts to identify adverse 

impacts on ROE and to predict future trends.  

• Highlights expense control, asset utilization, and debt utilization.  

• ROE depends on the product of:  

• Profit margin on sales: EBIT/Sales.  



 

 

• Total asset turnover: Sales/Total Assets.  

• Interest burden: Pre-tax Income/EBIT.  

• Tax burden: Net Income/Pre-tax Income.  

• Financial leverage: Total Assets/Equity.  

• ROE =EBIT efficiency  Asset turnover  Interest burden  Tax burden 

leverage  

ROE = ROA × Leverage  

ROA = Net income margin × Turnover  

Net income margin = Net income/Sales  

Turnover = Sales/ Total Assets  

ROA = Net Income/sales × Sales/total assets  

A major complement of ROE is Return on Assets (ROA), an important measure of a 

company’s profitability. ROA measures the return on assets, whereas ROE measures the 

return to the stockholders, who financed only part of the assets (the bondholders finance 

the other part).  

Obtaining Estimates of Earnings  

Stock price is a function of future earnings and the P/E ratio.  

– Investors estimate expected growth in dividends or earnings by using 

quarterly and annual EPS forecasts.  

• Estimating internal growth rate. EPS1=EPS0(1+g)  

Estimating an Internal Growth Rate is only reliable if company’s current ROE remains stable  

Expected Growth Rate  

Function of return on equity and the retention rate. g = ROE (1- 

Payout ratio) the higher the g, the higher the P/E ratio.  

Future has to be anticipated on the basis of higher dividend payout ratio, higher expected 

growth rate and higher P/E ratio.  

Required Rate of Return  

• A function of risk less rate and risk premium.  

k = RF + Risk premium  

• Constant growth version of dividend discount model can be rearranged so that.  

k = (D1/P0) +g  
• Risk premium of a stock is a composite of business, financial, and other risks.  

• If the risk premium falls, then k will fall and P0 will rise.  

• If the risk premium rises, then k will rise and P0 will fall.  

• If RF rises (falls), then k will rise (fall) and P0 will fall (rise).  

• Discount rates and P/E ratios move inversely to each other  

Dividend levels usually maintained.  

• Decreased only if no other alternative.  

• Not increased unless can be supported.  

• Adjust with a lag to earnings.  



 

 

Stock prices affected by;  

• Level and growth in earnings.  

• Market’s expectation of earnings  

What is the role of expectations in selecting stocks?  

• Old information will be incorporated into stock prices if market is efficient.  

• Unexpected information i mplies revision.  

SUE (standardized unexpected earnings) = (Actual quarterly EPS – Forecast quarterly 

EPS)/ Standardization variable  

There are four basic financial statements:  

1. Balance sheet is also referred to as statement of financial position or condition, 
reports on a company's assets, liabilities and net equity as of a given point in time.  

2. Income statement is also referred to as Profit or loss statement, reports on a 

company's results of operations over a period of time.  

3. Statement of retained earnings explains the changes in a company's retained 

earnings over the reporting period.  

4. Statement of cash flows are reports on a company's cash flow activities, particularly 

it’s operating, investing and financing activities.  

Balance sheet:  

• Assets.  

• Current Assets. – Cash.  

– Cash Equivalent.  

– Accounts receivable  

– Inventory  

• Long-Term Assets.  

– Fixed Assets.  

– Intangible Assets. Income statement items:  

Net Sales, Cost of Goods Sold, Gross Profit on Sales,  

Operating Income: Revenue: Expenses: General and administrative expenses, Selling 

expenses, R & D expenses, Depreciation:  

Non-operating section: Other revenues or gains: Other expenses or losses:  

Earnings before Interest & Tax (EBIT): EBIT = Revenue - Operating Expenses Net 

earnings: Gross sales minus taxes, interest, depreciation, and other expenses Retained 

earnings: Retained Earnings = Net Earnings - Dividends  

• A research philosophy is helpful in making the best use of research time.  

• Many analysts use a combination of fundamental, technical, and wise man 

techniques.  

• Screening is necessary in order to reduce the huge number of possible investments 

to a smaller number that can investigate carefully.  

 


