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Question 1 : 

What is Fundamental Analysis? 

Answer : 

 Fundamental Analysis is based on the assumption that the share prices depend upon the 

future dividends expected by the shareholders. 

 The present value of the future dividends can be calculated by discounting the cash flows 

at an appropriate discount rate and is known as the 'intrinsic value of the share'. 

 The intrinsic value of a share, according to a fundamental analyst, depicts the true value 

of a share. 

 A share that is priced below the intrinsic value must be bought, while a share quoting 

above the intrinsic value must be sold. 

Decision To Be Taken By Fundamental Analysts 

 If the prevailing price or the P/E multiple of a security is higher than the estimated 

fundamental value, the security is overpriced, the decision in such case will be to sell such 

security. 

 If the prevailing price or the P/E multiple of a security is lesser than the estimated 

fundamental value, the security is under-priced, the decision in such case will be to buy 

such security. 

  

Question 2 : 

What are the key variables that an investor must monitor in order to carry out his Fundamental 

analysis? 

OR 

Discuss the Factors Affecting Economic Analysis. 

(RTP May 20) 

Or 
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Discuss the Various Techniques Used in Economic Analysis. 

(MTP Oct 19, MTP Apr – 19) 

Or 

Explain the Factors Affecting Industry Analysis. 

(RTP May 2019) 

Answer : 

 

 

 

 

 

 

 

 

1. Economic Analysis 

Macro- economic factors e.g. historical performance of the economy in the past/ present and 

expectations in future, growth of different sectors of the economy in future with signs of 

stagnation/degradation at present to be assessed while analyzing the overall economy. 

Factors Affecting Economic Analysis 

 Growth Rates of National Income and Related Measures - The estimated growth rate of 

the economy would be a pointer to the prospects for the industrial sector, and therefore 

to the returns investors can expect from investment in shares. 

 Growth Rates of Industrial Sector - The growth rates in various industries are estimated 

based on the estimated demand for its products. 

 Inflation - Inflation is measured in terms of either wholesale prices or retail prices 

 Monsoon - Because of the strong forward and backward linkages, monsoon is of great 

concern to investors in the stock market too 
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Techniques Used in Economic Analysis 

Anticipatory Surveys - help investors to form an opinion about the future state of the economy. 

In spite of valuable inputs available through this method, it has certain drawbacks 

 Survey results do not guarantee 

 They are not regarded as forecasts per se, as there can be a consensus approach by 

the investor for exercising his opinion. 

Continuous monitoring of this practice is called for to make this technique popular 

Barometer/Indicator Approach: Various indicators are used to find out how the economy shall 

perform in the future. The indicators have been classified as under: 

 Leading Indicators - They lead the economic activity in terms of their outcome 

 Roughly Coincidental Indicators - They reach their peaks and troughs at approximately 

the same in the economy. 

 Lagging Indicators - They are time series data of variables that lag behind in their 

consequences vis-a- vis the economy 

 Economic Model Building Approach - a precise and clear relationship between dependent 

and independent variables is determined. The steps used are as follows 

 Hypothesize total economic demand by measuring total income (GNP) 

 Forecasting the GNP by estimating levels of various components 

 After forecasting individual components of GNP, add them up to obtain the forecasted 

GNP. 

 Comparison is made of total GNP thus arrived at with that from an independent agency 

2. Industry Analysis 

An assessment has to be made regarding all the conditions and factors relating to demand 

of the particular product, cost structure of the industry and other economic and Government 

constraints on the same. 

Factors Affecting Industry Analysis 

 Product Life-Cycle - high profitability in the initial and growth stages, medium but 

steady profitability in the maturity stage and a sharp decline in profitability in the last 

stage of growth 
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 Demand Supply Gap - Excess supply reduces the profitability, insufficient supply tends 

to improve the profitability 

 Barriers to Entry - The potential entrants to the industry, however, face different types 

of barriers to entry 

 Government Attitude - The attitude of the government towards an industry is a crucial 

determinant of its prospects. 

 State of Competition in the Industry - firms with leadership capability, type of products, 

demand prospects, type of industry the firm, growth, cyclical, defensive or decline 

 Cost Conditions and Profitability - Profitability depends on the state of competition in 

the industry, cost control measures adopted by its units and growth in demand for its 

products., Factors to be considered are 

 Cost allocation among various heads 

 Product price. 

 Production capacity in terms of installation, idle and operating 

 Level of capital expenditure required 

 Technology and Research - Industries which update themselves have a competitive 

advantage over others in terms of quality, price etc. Things to be probed in this regard 

are: 

 Nature and type of technology used 

 Expected changes in technology for new products leading to increase in sales. 

 Relationship of capital expenditure and sales over time 

 Money spent in research and development 

 Assessment of industry in terms of sales and profitability 

Techniques Used in Industry Analysis 

The techniques used for analyzing the industry wide factors are: 

Regression Analysis – 

 Investor diagnoses the factors determining the demand for output of the industry through 

product demand analysis 
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 Factors to be considered are GNP, disposable income, per capita consumption / income, 

price elasticity of demand. 

 For identifying factors affecting demand, statistical techniques like regression analysis 

and correlation are used. 

Input – Output Analysis – 

 It reflects the flow of goods and services through the economy, intermediate steps in 

production process as goods proceed from raw material stage through final consumption. 

 This is carried out to detect changing patterns/trends indicating growth/decline of 

industries. 

3. Company Analysis 

a) Net Worth and Book Value 

b) Sources and Uses of Funds 

c) Cross-Sectional and Time Series Analysis 

d) Size and Ranking 

e) Growth Record 

f) Financial Analysis 

g) Competitive Advantage 

h) Quality of Management 

i) Corporate Governance 

j) Regulation 

k) Location and Labour-Management Relations 

l) Pattern of Existing Stock Holding 

m) Marketability of the Shares 

Techniques Used in Company Analysis 

 Correlation & Regression Analysis - Simple regression is used when inter relationship 

covers two variables. For more than two variables, multiple regression analysis is followed 

 Trend Analysis - The relationship of one variable is tested over time using regression 

analysis. It gives an insight to the historical behaviour of the variable 
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 Decision Tree Analysis - Information relating to the probability of occurrence of the 

forecasted value is considered useful. A range of values of the variable with probabilities 

of occurrence of each value is taken up. 

  

Question 3 : 

Write a Short note on TECHNICAL ANALYSIS? 

Answer : 

Meaning 

 Technical Analysis is a method of share price movements based on a study of price 

graphs or charts on the assumption that share price trends are repetitive, 

 The technical analyst is concerned with the fundamental strength or weakness of a 

company or an industry; he studies investor and price behaviour 

 A technical analyst attempts to answer two basic questions 

 Is there a discernible trend in the prices? 

 If there is, then are there indications that the trend would reverse? 

Assumptions 

 Market value of stock depends on the supply and demand 

 Supply and demand are actually governed by several factors which can be rational or 

irrational. 

 Stock prices generally move in trends which continue for a substantial period of time. 

 Technical analysis relies upon chart analysis which shows the past trends in stock prices 

Principles of Technical Analysis 

 The Market Discounts Everything - technical analysts generally have the view that a 

company’s share price includes everything including the fundamentals of a company 

 Price Moves in Trends - stock price is more likely to continue a past trend than move in 

a different direction. 

 History Tends to Repeat Itself - Technical analysis uses chart patterns to analyze 

subsequent market movements to understand trends. 
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Question 4 : 

Explain Theories of Technical Analysis. 

OR 

Explain The Dow Theory. 

(MTP Oct 2018, MTP March 18) 

OR 

Explain Random Walk Theory. 

(MTP Apr 18) 

Answer : 

Dow Theory 

 Helpful tool for determining the relative strength of the stock market. 

 The movements of the market are divided into three classifications, all going at the same 

time 

 Primary movement is the main trend of the market, which lasts from one year to 36 

months or longer 

 Secondary movement of the market is shorter in duration than the primary movement, 

and is opposite in direction. It lasts from two weeks to a month or more 

 Daily fluctuations are the narrow movements from day-to-day 

 Dow Theory’s purpose is to determine where the market is and where is it going, although 

not how far or high 

 Primary uptrend would have three moves up 

 First one being caused by accumulation of shares by the far-sighted, knowledgeable 

investors 

 Second move would be caused by the arrival of the first reports of good earnings 

by corporations 

 Third stage would also see rampant speculation in the market. 

Elliot Wave Theory 

 This theory was based on analysis of 75 years stock price movements and charts. 

 Markets exhibited certain repeated patterns or waves 



 3.8 Security Analysis 
Se

cu
rit

y A
na

lys
is 

 As per this theory wave is a movement of the market price from one change in the direction 

to the next change in the same direction. 

 As per this theory, waves can be classified into two parts 

 Impulsive Patterns-(Basic Waves) - In this pattern there will be 3 or 5 waves in a 

given direction 

 Corrective Patterns- (Reaction Waves) - These 3 waves are against the basic 

direction of the basic movement. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Random Walk Theory 

 Market prices can be predicted if their patterns can be properly understood 

 Many investment managers and stock market analysts believe that stock market prices 

can never be predicted because they are not a result of any underlying factors but are 

mere statistical ups and downs. 
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 Random Walk hypothesis which states that the behaviour of stock market prices is 

unpredictable and that there is no relationship between the present prices of the shares 

and their future prices. 

 The supporters of this theory put out a simple argument. It follows that 

 Prices of shares in stock market can never be predicted 

 The reason is that the price trends are not the result of any underlying factors, but 

that they represent a statistical expression of past data 

 There may be periodical ups or downs in share prices, but no connection can be 

established between two successive peaks 

  

Question 5 : 

What are the charts used by Technical Analysis? 

Answer : 

Line Chart - In a line chart, lines are used to connect successive day’s prices. The closing 

price for each period is plotted as a point. These points are joined by a line to form the chart. 

The period may be a day, a week or a month 

 

 

 

 

 

 

 

 

 

Bar Chart - a vertical line (Bar) represents the lowest to the highest price, with a short 

horizontal line protruding from the bar representing both the opening and closing prices for 

the period 
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Japanese Candlestick Chat – 

 This chart more visualizes the trend as change in the opening and closing prices is 

indicated by the colour of the candlestick 

 While Black candlestick indicates closing price is lower than the opening price the white 

candlestick indicates its opposite 

 White Candlestick indicates a Bullish trend and a black Candlestick indicates a bearish 

trend. 

 The lowest and highest prices are indicated by vertical bar and opening and closing 

prices are shown in the form of rectangular (as per above-mentioned colour scheme) 

placed in between this bar. 
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Point and Figure Chart - Point and Figure charts are more complex than line or bar charts. 

They are used to detect reversals in a trend. For plotting a point and figure chart, we have to 

first decide the box size and the reversal criterion. The box size is the value of each box on 

the chart 

  

 

 

 

 

 

 

 

Question 6 : 

Explain Various Market Indicators? 

(MTP Oct 20, RTP Nov 20) 

Answer : 

Breadth Index – 

 Covers all securities traded 

 Computed by dividing the net advances or declines in the market by the number of issues 

traded 

 The breadth index either supports or contradicts the movement of the Dow Jones Averages 

 If it supports the movement of the Dow Jones Averages, this is considered sign of 

technical strength and if it does not support the averages, it is a sign of technical 

weakness 

Volume of Transactions – 

 Rising index/price with increasing volume would signal buy behaviour 

 Falling market with increasing volume signals a bear market and the prices would be 

expected to fall further 
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Confidence Index – 

 It is supposed to reveal how willing the investors are to take a chance in the market. 

 It is the ratio of high-grade bond yields to low-grade bond yields 

 A rising confidence index is expected to precede a rising stock market, and a fall in the 

index is expected to precede a drop in stock prices. 

 A fall in the confidence index represents the fact that low-grade bond yields are rising 

faster or falling more slowly than high grade yields 

Relative Strength Analysis – 

 The prices of some securities rise relatively faster in a bull market or decline more slowly 

in a bear market than other securities 

 Investors will earn higher returns by investing in securities 

 Even ratios like security relative to its industry and security relative to the entire market 

can also be used to detect relative strength in a security or an industry 

Odd - Lot Theory – 

 It assumes that the average person is usually wrong and that a wise course of action is 

to pursue strategies contrary to popular opinion. 

 The odd-lot theory is used primarily to predict tops in bull markets, but also to predict 

reversals in individual securities. 
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Question 7 : 

Write a Short note on Support and Resistance Levels? 

Answer : 

When the index/price goes down from a peak, the peak becomes the resistance level. When the 

index/price rebounds after reaching a trough subsequently, the lowest value reached becomes 

the support level. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Question 8 : 

Explain Interpreting Price Patterns. 

OR 

What are the numerous price patterns documented by Technical Analysis? 

Answer : 

 Channel - A series of uniformly changing tops and bottoms gives rise to a channel 

formation. A downward sloping channel would indicate declining prices and an upward 

sloping channel would imply rising prices. 
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  Wedge - A wedge is formed when the tops (resistance levels) and bottoms (support levels) 

change in opposite direction (that is, if the tops, are decreasing then the bottoms are 

increasing and vice versa), or when they are changing in the same direction at different 

rates over time. 

 Head and Shoulders -It is a distorted drawing of a human form, with a large lump (for 

head) in the middle of two smaller humps (for shoulders). This is perhaps the single most 

important pattern to indicate a reversal of price trend. The neckline of the pattern is 

formed by joining points where the head and the shoulders meet. 

 

 

 

 

 

 

  

 

 Head and Shoulder Top Pattern -This has a left shoulder, a head and a right 

shoulder. Such formation represents bearish development. If the price falls below the 

neck line (line drawn tangentially to the left and right shoulders) a price decline is 

expected. Hence it’s a signal to sell. 
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 Inverse Head and Shoulder Pattern – As the name indicates this formation, it is an 

inverse of head and shoulder top formation. Hence it reflects a bullish development. 

The price rise to above the neck line suggests price rise is imminent and a signal to 

purchase 

 

 

 

 

 

 

 

 

 Triangle or Coil Formation - This formation represents a pattern of uncertainty and is 

difficult to predict which way the price will break out 

 Flags and Pennants Form -This form signifies a phase after which the previous price 

trend is likely to continue. 

 

 

 

 

 

 

 

 

 

 Double Top Form - This form represents a bearish development, signals that price is 

expected to fall. 

 Double Bottom Form - This form represents bullish development signalling price is 

expected to rise. 
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 Gap - A gap is the difference between the opening price on a trading day and the 

closing price of the previous trading day. The wider the gap the stronger the signal for 

a continuation of the observed trend. 

  

Question 9 : 

What are the Decision Using Data Analysis? 

Answer : 

a) Moving Averages - Moving averages are frequently plotted with prices to make buy and 

sell decision, to identify trend, technical analysts use moving average analysis 

 A 200 day’s moving average of daily prices or a 30 week moving of weekly price 

for identifying a long term trend. 

 A 60 day’s moving average of daily price to discern an intermediate term trend 

 A 10 day’s moving average of daily price to detect a short term trend. 

Buy and Sell Signals Provided by Moving Average Analysis 

Buy Signal Sell Signal 

(a) Stock price line rise through the 

moving average line when graph of 

the moving average line is flattering 

out. 

(a) Stock price line falls through moving 

average line when graph of the moving 

average line is flattering out. 
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(b) Stock price line falls below moving 

average line which is rising. 

(b) Stock price line rises above moving 

average line which is falling. 

(c) Stock price line which is above 

moving average line falls but 

begins to rise again before 

reaching the moving average line 

(c) Stock price line which is slow moving 

average line rises but begins to fall 

again before reaching the moving 

average line. 

  

b) Exponential Moving Average - Unlike the AMA, which assigns equal weight of 1/n to each 

of the n prices used for computing the average, the Exponential Moving Average (EMA) 

assigns decreasing weights, with the highest weight being assigned to the latest price. The 

weights decrease exponentially, according to a scheme specified by the exponential 

smoothing constant, also known as the exponent, a. 

 EMAt = aPt + (1-a) (EMAt-1) 

 Where, a (exponent) = 2n+1 

 Pt = Price of today 

 EMAt-1 = Previous day’s EMA 

 Or 

 EMAt = (Closing Price of the day – EMA of Previous Day) x Exponent + Previous day 

EMA 

 n = Number of days for which average is to be calculated. 

  

Question 10 : 

Describe the Concept of Evaluation of Technical Analysis. 

(MTP March 19) 

Answer : 

Technical Analysis has several supporters as well several critics 

1. Tools of technical analysis help in identifying these trends early and help in investment 

decision making 
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2. Technical analysis helps in detecting this shift rather early and hence provides clues to 

future price movements. 

3. Price movement tends to continue more or less in same direction till the information is 

fully assimilated in the stock price 

Detractors of technical analysis believe that it is an useless exercise; their arguments are as 

follows: 

1. Most technical analysts are not able to offer a convincing explanation for the tools 

employed by them. 

2. Empirical evidence in support of random walk hypothesis cast its shadow over the useful 

ness of technical analysis. 

3. By the time an up trend and down trend may have been signalled by technical analysis 

it may already have taken place. 

4. Ultimately technical analysis must be self-defeating proposition 

  

Question 11 : 

Differences between Fundamental Analysis and Technical Analysis 

Answer : 

S. No. Basis Fundamental Analysis Technical Analysis 

1 Method Prospects are measured by 
analyzing economy’s macro 
factors such as Country’s GDP, 
Inflation Rate, Interest Rate, 
Growth Rate etc. and company’s 
micro factors like its Sales, 
Profitability, Solvency, Asset & 
Liabilities and Cash position etc. 

Predicts future prices and their 
direction using purely historical 
market data and information 
such as their Price Movements, 
Volume, Open Interest etc. 

2 Rule Prices of a share discounts 
everything. 

Price captures everything 

3 Usefulness For Long-Term Investing For Short-term Investing 



 3.19 Security Analysis 
Security Analysis 

Question 12 : 

Explain the Efficient Market Theory (Efficient Market Hypothesis) 

Answer : 

 No investor can consistently outperform the market as every stock is appropriately priced 

based on available information 

 No one can "beat the market" hence making it impossible for investors to either purchase 

undervalued stocks or sell stocks for inflated prices as stocks are always traded at 

their fair value on stock exchanges. 

Search for Theory 

 Stock price was a result of efficient market that led to the following viewpoints: 

 Information is freely and instantaneously available to all market participants. 

 Keen competition among the market participants more or less ensures that market will 

reflect intrinsic values. This means that they will fully impound all available information. 

 Price change only response to new information that is unrelated to previous information 

and therefore unpredictable. 

Misconception about Efficient Market Theory 

 Market prices factor in all available information and as such it is not possible for any 

investor to earn consistent long term returns from market operations 

 Price tends to fluctuate they cannot reflect fair value 

 Inability of institutional portfolio managers to achieve superior investment performance 

implies that they lack competence in an efficient market 

 The random movement of stock prices suggests that stock market is irrational 

  

Question 13 : 

Explain the different levels or forms of Market Efficiency? 

Answer : 

(i) Weak form efficiency – Price reflect all information found in the record of past prices 

and volumes. 
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(ii) Semi – Strong efficiency – Price reflect not only all information found in the record of 

past prices and volumes but also all other publicly available information. 

(iii) Strong form efficiency – Price reflect all available information public as well as private. 

Empirical Evidence on Weak form of Efficient Market Theory 

 Serial Correlation Test - price change in one period has to be correlated with price 

change in some other period. Price changes are considered to be serially independent. 

These studies were carried on short term trends viz. daily, weekly, fortnightly and monthly 

and not in long term trends in stock prices as in such cases 

 Run Test - Given a series of stock price changes each price change is designated + if 

it represents an increase and – if it represents a decrease. A run occurs when there is 

no difference between the sign of two changes. When the sign of change differs, the run 

ends and new run begins 

 Filter Rules Test - If the price of stock increases by at least N% buy and hold it until 

its price decreases by at least N% from a subsequent high. When the price decreases at 

least N% or more, sell it. If the behaviour of stock price changes is random, filter rules 

should not apply in such a buy and hold strategy 

Empirical Evidence on Semi-strong Efficient Market Theory 

There have been studies which have been empirically documented showing the following 

inefficiencies and anomalies: 

 Stock price adjust gradually not rapidly to announcements of unanticipated changes in 

quarterly earnings. 

 Small firms’ portfolio seemed to outperform large firms’ portfolio. 

 Low price earning multiple stock tend to outperform large price earning multiple stock. 

 Monday’s return is lower than return for the other days of the week. 

Empirical Evidence on Strong form of Efficient Market Theory 

the researcher analysed returns earned by certain groups viz. corporate insiders, specialists 

on stock exchanges, mutual fund managers who have access to internal information (not publicly 

available), or possess greater resource or ability to intensively analyse information in the public 

domain 
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Mutual Fund managers do not on an average earn a superior rate of return. No scientific 

evidence has been formulated to indicate that investment performance of professionally 

managed portfolios as a group has been any better than that of randomly selected portfolios 

 

Question 14 : 

Mention the Various Challenges to the Efficient Market Theory. 

(MTP May 20) 

Answer : 

Information inadequacy - Information is neither freely available nor rapidly transmitted to all 

participants in the stock market. There is a calculated attempt by many companies to circulate 

misinformation. 

Limited information processing capabilities - Human information processing capabilities are 

sharply limited. 

Irrational Behaviour - It is generally believed that investors’ rationality will ensure a close 

correspondence between market prices and intrinsic values. The market seems to function 

largely on hit or miss tactics rather than on the basis of informed beliefs about the long term 

prospects of individual enterprises 

Monopolistic Influence - A market is regarded as highly competitive. No single buyer or seller 

is supposed to have undue influence over prices. In practice, powerful institutions and big 

operators wield grate influence over the market. 

 

Question 15 : 

Describe the role of financial market in economic development. 

(MTP March 18) 

Answer : 

The contribution of various types of financial markets in economic development has been 

discussed as below: 

(i) Capital Market: 

 where long term debt and equity funds are traded. Industries which require capital 
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on a large scale may tap the capital market. 

 Therefore, the capital market provides the much needed liquidity into the economy 

and it gives a big boost to the GDP  

(ii) Money Market: 

 Money market is the market where short-term funds are traded. In simple term, it 

means that all the financial assets or instruments which can be easily converted into 

money are traded in this market 

 The short -term money requirement of the borrowers can be easily met with the funds 

provided by the money market. 

(iii) Foreign Exchange Market: 

 Foreign exchange earned through foreign direct investment in India can be used to 

remove the poverty and for other productive purposes. 

(iv) Derivative Market: 

 The derivatives market is the financial market for derivatives which are derived from 

other forms of assets. 

 Since all transactions related to derivatives take place in future, it provides 

individuals with better opportunities because an individual who want to short (sell) 

some stock for long time can do it only in futures or options hence the biggest 

benefit of this is that it gives numerous options to an investor or trader to execute 

all sorts of strategies 


