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DISCLAIMER —

| have prepared this document by collecting informéon primarily from ICFAI material for my preparati on. | do
not claim any copyright on this document. | do notvouch for its correctness or usefulness. Please wseyour own
risk.

If you need any help, you may contact me at www.hamant.com

This document has 3 parts —
Tips for Objective Questions

2. Big Questions — These are the numerical questionbkat are to be solved step by step in the exam. | &
gone through previous years question papers and hawollected all such questions that, taken together
cover the whole syllabus. | have found this to befayreat use because it saved me from solving the
workbook. | haven’t found any question out of thisset in past two examinations (the ones conductedtef
| prepared these notes.)

3. Theory Questions — These are the theoretical questi from past years question papers. These questions
are important ones. Many of these are often repeatie However, ICFAI has a tendency to ask one or two
entirely new questions in each question paper thare not answered anywhere in the book or workbook
or past question papers.

Tips for Objective Questions

Cost of Equity or Discount Rate or Required Rate = rf + beta(rm - rf)

Growth Rate or Expected Rate g = (1-dpr)* Net Profit margin * sales/book value
Growth Rate or Expected Rate g = RoE*r = RoE*retention ratio = RoE*( 1- dpr)
FCFE = Net Income —(CAPEX-Depreciation)(1-b) — (Change in Working Capital)(1-b)
b = debt/asset ratio

Residual Income = Net Income - Equity Charge == NI - req rate*book value
Residual income = (ROE - r) * Book value

RoE = NI/Book Value

RoE = NProfit/NetWorth

Du Pont -

ROE = NP/S * S/Tot Ass * Tot Ass/Ave Eq

ROE = Net Profit margin x Total assets Turnover x Financial leverage

P/Earning = DPR*(1+g)/(e-g)
P/Sales = NPM*DPR*(1+g)/(e-g) = 0.10 * 0.25 * 1.05/(.12-.05) = 0.375
P/Book Value = RoOE*DPR*(1+g)/(e-g)

Covag % = (100) BetaA * BetaB = 100 * (1.53) (0.81) = 123.93
Beta of a security A = Cov Am/sigma m sq
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10% increase in Market return resulted in 16% increase in Arihant Ltd. stock. Thus the beta for
the Arihant Ltd. stock is 1.6.
Systematic risk is beta sq*sigma m= (1.6°)(257.81) = 660%?
Exponential moving average(current) = ( (Price(current) - Exponential moving average(prev) )
x Multiplier) + Exponential moving average(prev)
Spin Offs -
(@) There will be a possibility for considerable selling pressure from institutions and index funds
immediately after the spin-off
(b) The new company formed by the spin off need to incur expenses for issuing new shares
(c) Servicing the shareholders leads to duplication of the activities in parent and the spin-off
company
(d) A spin off is often perceived as a method for getting rid of a sub-par asset by the parent
(e) As shares are distributed primarily to existing shareholders, spin-off lack liquidity.
EMH -
As per the weak form of efficiency theory, stock prices fully reflect all historical price
information. Run test is used to test the weak form of EMH.

Semi-strong form of efficiency implies that market prices reflect all publicly available
information concerning past trading as well as fundamental aspects of the firm. Hence stock
prices are not predictable using the publicly available information.

Super strong form of efficiency stock prices fully reflects all relevant information including
insider information.

Relationship between the historical P/E ratios and risk-adjusted market performance is evidence
against the semi-strong form of market efficiency.

EMH signifies how quickly and accurately does relevant information show its effect on the asset
prices.

EMH says that successive absolute short run price changes are independent.

Weak form of efficient market hypothesis is also known as random walk model.

Serial correlation and run test are for testing the weak form of efficient market hypothesis.
Fundamental valuation efficiency is said to exist if the price of the asset is equal to its intrinsic
value.

Information arbitrage efficiency is said to exist if the participants do not have any scope to reap
abnormal profits using information, which is of common knowledge.

Full insurance efficiency is said to exist if participants can adopt hedging strategies as effective
tools against possible risks in future.

Operational efficiency is said to exist if the operating costs are minimum possible to the
participants, but still provide a fair return to the intermediaries for their services.

Allocational efficiency is said to exist, if the market channelizes resources into projects where
the marginal efficiency of capital adjusted for risk differences is the highest.

H Model -

According to H model there are two phases of growth — abnormal growth rate and long run
normal growth rate and it is assumed that in 2H years the growth decreases from abnormal
growth rate to normal growth rate.

According to the model, if the current growth rate is greater than the normal long run growth
rate, the growth rate eventually decreases.

The intrinsic value of a share according to the model is equal to the value based on the normal
growth rate plus premium due to abnormal growth rate.

The SML essentially graphs the results from the capital asset pricing model (CAPM) formula.
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The x-axis represents the risk (beta), and the y-axis represents the expected return. The
market risk premium is determined from the slope of the SML.
SML typically represents the average or normal trade-off between risk and return for a group of
securities, where risk is measured typically, in terms of the securities betas.
The amount by which a security’s return differed from the normal return for its level of risk is
simply the vertical distance of the security’s plot on the graph from the SML.

Ex-post SMLs are used to evaluate the performance of portfolio managers and to test the
validity of CAPM. The slope of the characteristic line (not SML) is the beta for the particular
security involved.

Beta is a measure of the volatility, or systematic risk, of a security or a portfolio in comparison
to the market as a whole. A beta of greater than 1 indicates that the security's price will be
more volatile than the market. For example, if a stock's beta is 1.2, it's theoretically 20% more
volatile than the market. Beta is the slope of the regression line (characteristic line). Beta
measures non-diversifiable risk also known as systematic risk. Beta indicates the manner in
which a security’s return changes systematically with changes in the market’s return. Beta
greater than one is referred to as an aggressive security.

HOEC Ltd. has the following characteristic line variables as per the past behavior of prices. a =
2. 5% and B = 1. 6. If the market index subsequently rises by 12% in one month and HOEC
Ltd. stock price increases by 20%, what is the abnormal change in HOEC Ltd. stock price?

Expected change in stock price = 2.5 + 1.6(12) = 21.7;

Abnormal change = 20-21.7 = -1.7%

The current earning per share of Amrita Fertilizer Ltd. is Rs.5. The analyst of this company
forecasts the two probable situations in the future. Firstly, if the market is good, company will
retain 60% of its profit and invests the amount at 17.5%. Secondly, if market is bad, the
company will pay the whole earnings as dividends. What will be decrease in amount of share
price in later situation, assuming cost of equity to be 12%?

Growth = .60*17.5 so Share value = eps * dpr *g/k-g =5 * .4 * 105/ (.12 - .105) = 147.33
Share value in case of DPS = 1 = eps/k = 5/.12 = 41.67

Decrease = 105.66

Moving Averages

Technical analysts observe moving averages more for crossovers than for the changes in
direction

When the moving average rises above the price line, a reversal in bullish trend is signaled

The price line that falls below a rising moving average only indicates a secondary reaction and
not a trend reversal

A moving average represents a smoothened trend and therefore acts as a support/resistance
line

If the moving average is flat or has already begun to change direction, a crossover by the price
line is a fairly reliable indicator of trend reversal.

Economic Value Added -

. To evaluate performance of management
. proxy for measuing stock's performance

. can be applied to capital budgeting
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2 Ways to compute EVA -
1. Residual Income Method (Spread Method)

It involves computation of difference between two returns of same risk level : (NOPLAT/Total
Capital - WACC) * Total Capital

This method is also called spread method.
EVA number should be +ive. -ive value is not good for investor to choose the security.
2. Refined Earnings Method

Under this method EVA = (Sales - Operating expenses) - (WACC) (Net assets).
The method focuses on the factors that create growth in a company.

Market Value Added -
Measure of firm's external performance.
Future Growth value to Market value ratio is used for performing sanity test.

A stop order to sell becomes a market order if the market price goes below the spot order price.
In a stop limit order to buy, the investor can specify the maximum price that he is ready to pay
for the stock.

In case of sale, the stop loss order clearly states that the sale should not be executed at any
price below the stop loss target.

A stop-loss order is an order to buy or sell when the price crosses a specified level.

A stop-order to buy, enter above the prevailing market price, becomes a market order when
the contract is either traded or bid at or above the price.

If for stop loss buy order, the trigger is Rs.75.00, the limit price is Rs.78.00 and the last traded
price is Rs.72, then this order is released into the system once the market price reaches or
exceeds Rs.75.00.

A stop loss is an order to buy (or sell) a security once the price of the security climbed above
(or dropped below) a specified stop price. When the specified stop price is reached, the stop
order is entered as a market order (no limit) or a limit order (fixed or pre-determined price).

With a stop order, the trader does not have to actively monitor how a stock is performing.
However because the order is triggered automatically when the stop price is reached, the stop
price could be activated by a short-term fluctuation in a security's price. Once the stop price is
reached, the stop order becomes a market order or a limit order.

In a fast-moving volatile market, the price at which the trade is executed may be much
different from the stop price in the case of a market order. Alternatively in the case of a limit
order the trade may or may not get executed at all. This happens when there are no buyers or
sellers available at the limit price.

A stop loss limit order is an order to buy a security at no more (or sell at no less) than a
specified limit price. This gives the trader some control over the price at which the trade is
executed, but may prevent the order from being executed.

A stop loss buy limit order can only be executed by the exchange at the limit price or lower.
For example, if an trader is short and wants to protect his short position but doesn't want to
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pay more than Rs.100 for the stock, the investor can place a stop loss buy limit order to buy
the stock at any price up to Rs.100. By entering a limit order rather than a market order, the
investor will not be caught buying the stock at Rs.110 if the price rises sharply.

Alternatively a stop loss sell limit order can only be executed at the limit price or higher.

The lead indicator approach attempts to forecast the general economic conditions by identifying
economic indicators that turn ahead of the change in the general level of economic activity. A
lead indicator provides signals about the direction of economic activity.

It does not convey message about the magnitude of change.

It does not convey message about the duration of change.

Different lead indicators may provide divergent signals.

Treatment of research and development expenditure, gratuity liability and depreciation
provision affects the profit figure of a company and valuation of inventories also affects the
profit and loss account however revaluation of financial investment for treasury operation only
affect the balance sheet

Technical Analysis -

The basic assumptions underlying technical analysis are as follows:

e Market value is determined solely by the interaction of supply and demand.

e Supply and demand are governed by numerous factors, both rational and irrational.

e Ignoring minor fluctuations in the market, stock prices tend to move in trends which persist
for an appreciable length of time.

e Changes in trend are caused by shifts in supply and demand.

¢ Shifts in supply and demand, no matter why they occur, can be detected sooner or later in
charts of market value.

e Some chart patterns tend to repeat themselves.

"Breakaway" gaps typically end consolidation patterns such as rectangles, triangles or bases.
They often occur on very high volume, signaling that supply at a fixed level has been exhausted
and that purchasers anxious to acquire the stock must pay up to do so.

Exhaustion gaps represent gaps ocurring before a trend ends, or gaps that precede the last
legof a bullish or bearish trend. An "exhaustion" gap occurs at the end of a move. It is the last
fevered push of the bulls. The alert swing trader can often recognize an "exhaustion" gap by
the fact that on the following day there is little or no further upward movement. Moreover,
volume often peaks on the very day of the exhaustion gap or the day after. An exhaustion gap
is treated as a sign of consolidation.

Runaway gaps occur when prices are on a rapid uptrend or downtrend. They generally occur
almost halfway through a trend. It is a type of gap on a price chart that occurs during strong
bull or bear movements characterized by an abrupt change in price and appearing over a range
of prices. They are best decribed as gaps caused by an sudden increase/decrease in interest for
a stock.

A series of runaway gaps indicate that an exhaustion gap is round the corner.

Runaway gaps are also called measuring gaps.
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Islands refer to the formation of an isolated price patten, usually within a narrow range, at the
end of a price trend, the island is separated by an exhaustion gap and a breakaway gap.

The following principles are to be applied while using support and resistance lines for trend
analysis:

i. Support and resistance lines are only approximations of the levels, prices may be expected to
‘obey’. They should, therefore, be drawn using judgement, and clues from the past price
behavior.

ii. Penetration of a support and resistance line, also confirmed by an underlying price pattern, is
a fairly sure indication of a strong ensuing move in the same direction. New highs are reached
after a resistance line is penetrated and new low follow penetration of a support line.

iii. Prices are said to remain in a ‘congestion zone’ as long as they fluctuate in narrow ranges
within a support and resistance level. The direction of breakout from a congestion zone cannot
be predicted in advance.

iv. The higher the volume accompanying the confirmation of a support or resistance level, the
more its significance.

v. The speed and extent of the previous move determines the significance of a support or
resistance level. Prices penetrate support (resistance) level generally after slowing down from a
previous low (high) and hovering around a level for sometime.

vi. Support and resistance levels repeat their effectiveness time and again, even if separated by
many years.

A distribution accompanied by increased volume is a bearish factor. Termination of a bear
market is signaled by a selling climax.

Selling Climax : Following a protracted period of selling or buying, a point wherein market
trends are retarded or discontinued. At a selling climax, the market is characterized by a trend
reversal whereby the market begins to buy stocks and prices rise. For a buying climax, the
opposite occurs, and the market begins to sell, resulting in lower prices. The climax is merely
the highest point of selling or buying and can be followed by many trend reversals.

Distribution: When trading volume is higher than that of the previous day without any price
appreciation.

Big Questions
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1.Mr. Aman, an analyst is considering two stocks, Infosys and Satyam for investing. Expected returns
on these stocks depend on the growth rate of the GDP. The conditional returns of the stocks and the

market index are given below:

. - . Expected returns (%)
Economic Scenario Probability Market
(GDP growth rate) ‘ ! Infosys Satyam ar o
Index
Less than 4.0% 0.05 -20.00 20.00 -10.00
4.0-6.5% 0.30 —4.00 12.00 -2.00
6.5-8.5% 0.45 30.00 8.00 16.00
More than 8.5% 0.20 44.00 —4.00 24.00

The expected risk-free return is 6.0 percent. Assume that the CAPM holds good in the market.

You are required to:

a.  Estimate standard deviation of returns and betas of the stocks. {8marks)

b.  Determine the excess return per unit of risk for both the stocks. Which stock should the analyst

select? {4marks)
La. INFOSYS
PI'GD(‘;t;l]lt}’ Infosys Market Index
. Exp ¥ L=, Exp - -2 . -
! C= | 260" | Return [px e, | T (=) |- T
5 ) : iy [rm] m) p N )xp
1 2 3 4 5 6 7 8 9 10
0.05] -20.00] -1.00] -40.10 80.40] -10.00] -0.50] -20.90 21.84 41.90
0.30 -4.00] -1.20] -24.10 174.24] -2.00| -0.60] -12.90 49.92 93.27
0.45] 30.00] 13.50 9.90 44100 16.001 7.20 5.10 11.70 22.72
0.20] 44.00] B.R0| 23.90 114.24] 24.00] 4.80 13.10 34.32 62.62
- pXr. - nXr
Me:m[rﬂ}:zp 1=20.10 Me:m{r”*}:zp "=
10.90
— 2 -2
P X —FIm X
Variance = Z(!: riAp =412.98 Variance = Z(r’“ Fm) lD:
117.79
Standard Deviation = 412.98 =20.32 Standard Deviation= V L17.79 =
10.85
> (1= ri)(r, —rm)Xp
Covariance = =220.51
L'O\"Lm
o 2
Beta= m o =1.8721
SATYAM
Probability Satyam Market Index
P
Exp _, Y I _ _
Return ( px (r, _E} {.*‘s - ) Exp(Re]tlll‘n 133( (rm -f (rm _I'm) X (1‘_‘ -f 5 ) (rm_ r
Fe ) £ P T’ ' m P m )xp
1 2 3 4 5 6 7 8 9 10
0.05 -
20.00f 1.00] 12.60 7.94 -10.0000.50] -20.90 21841 -13.17
0.30 -
12.00] 3.60[  4.60 6.35 -2.0040.60] -12.90) 49921  -17.80
0.45 8.00] 3.601 0.60 0.16 16.00)7.20 5.10 11.70 1.38
0.20 -4.00]-0.80] -11.40 25.99 24.00[4.80] 13.10 34.32] -29.87
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- X _ X
Me:m(rﬂ]:zp s Z7.40 Mean{-"m}zzp T _
10.90

- -~
s X —Im X
Variance = Z (r,=r.)"Xp =40.44 Variance = Z(r’" rm) Xp =
117.79
Standard Deviation= "V 40.44 = 6.36 Standard Deviation= V¥ 117.79 =
10.85
Z{r: —rs wr, — ;m)Xp
Covariance = =-50.46

cov

E.m

2

Beta= Fm  =.0.5048

b. INIFOSYS

vy, ~v;
Required return = © 13{ e JI= 6.00+[1.8721{10.90-6.00)] = 15.17
Excess return = (Expected return — required return) =

Excess return 493

Standard deviation _ 20.32 _ (2426
SATYAM

rr B =11 _ g 004 -0.5048(10.90-6.00)] = 3.53

Excess return = (Expected return — required return) = 7.40-3.53 =3.87

Required return =

Excess return 3.87

Standard deviation _ 6.36 _( gng5

As the Excess return to Standard deviation is higher for the stock of Satyam, Mr. Aman should choose
Satyam’s stock.

2.Escorts Multimedia Ltd., is considering the acquisition of Prudential Advertising Ltd., in a stock-for-
stock transaction in which Prudential Advertising Ltd., would receive Rs.84.30 for each share of its
common stock. The Escorts Multimedia Ltd., does not expect any change in its P/E multiple after
the merger and chooses to value the Prudential Advertising Ltd., conservatively by assuming no
earnings growth due to synergy.

You are provided with the following information:

Particular Escorts Multimedia | Prudential Advertising
artreniars Ltd. Ltd.
Earnings available for common stock (Rs.) 2.81,500 62,500
Outstanding shares (Nos.) 1,12,000 18,750
Market price per share (Rs.) 56.25 62.50
You are required to calculate
a L Post-merger share price.
ii.  Post-merger equity ownership distribution.
iii.  Purchase price premium. {7marks)
b.  Comment on the decision taken by the Escorts Multimedia Inc. (2marks)
Answer

www.hanumant.com



i.

www.hanumant.com

Post merger share price = Post merger EPS x Premerger P/E.

Price per share offered for Target Company

Exchange Ratio _ Market Price per share of the acquiring company

Rs.84.30
= Rs.56.25 _ |5
Acquiring company issues 1.5 shares of stock for each share of target company stock.
New shares issued by Acquiring Company = Shares of Target Company » Exchange Ratio
= 18750 % 1.5=28,125.

Total shares outstanding of the combined companies = Acquiring company shares + New shares
of Target Company

112000 + 28125 = 140123,
Post merger EPS of the combined companies
Earnings available for common stock of acquiring company

+ Earning available of target company
Totalshares outstanding of combined companies after acquisition

Rs.281500+Rs.62500
- 140125

Rs.344000
- 140125 _Rs2.45.

Earnings of company

¢  Premerger EPS of Escorts Multimedia = No.of shares of acquiring company

Rs.281500
112000 _ Rs.251.

www.hanumant.com



www.hanumant.com

Premerger Price Per Share

Premerger Earnines Per Share
e Premerger PE = s e ’

Rs.56.25
— Rs.251 _924
Post merger share price = Post merger EPS x Premerger P/E

= Rs.246x224 =Rs.54.88

ii.  Post merger equity ownership distribution
New shares received

i ; ‘o . a .of shares outstanding i ani
Ownership of Prudential Advertising List= Total No. of shares outstanding of the combined companies

28125
_ 140125 _ 90 g,

Ownership of acquiring company = (100 - 20.1%) = 79.9%.
Offer price for target company stock

Target company market price per share

iii.  Purchase price premium = I-
Rs.84.30
1-Rs.62.50 = 0.35 or 35%
b. The acquisition results in Rs.1.37 (Rs.56.25 — Rs.54.88) reduction in the share price of the acquiring

company due to Rs.0.06 (Rs.2.51 — Rs.2.45) decline in EPS of the combined companies. (Recall that
acquiring company assumed no gains in earnings of the combined companies due to synergy) whether the
acquisition is a poor decision depends upon what happens to the earnings of the combined companies over
time. If the combined companies earnings grow more rapidly than the acquiring company’s earnings would
have in the absence of the acquisition, the acquisition may contribute to the market value of the acquiring
company.

Santa Limited, with fast food restaurants throughait the country, reported a net profit of Rs.108.5 wre on
sales of Rs.742.5 crore. The sales/book value ratbthe firm is approximately 1.2, and the dividendpayout
ratio is 20%. The book value per share is Rs.19. Ehfirm is expected to maintain high growth for tenyears
as per the dynamic growth model, during which it Wi maintain the current dividend payout ratio. After the
high growth period, the growth rate is expected tarop to 6%, and the dividend payout ratio is expeatd to
be 65%. The beta of the stock is 1.05.

The 1 year treasury bill rate is 7% and premium onmarket portfolio is 5.5%.

You are required to Estimate the price/sales ratidor Santa based upon its characteristics.
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Particulars Next ten years After ten vears
Payout Ratio 20.00% 65.00%
Expected Growth Rate! 14.03% 6.00%
Cost of ]E{quit\‘.,r2 12.775% 12.775%
Profit Margin® 14.61% 14.61%

Working Notes:
1. ROE = Net Profit Margin x Sales/Book value
Expected Growth rate = (1 — Payout ratio) x Net Profit Margin x Sales/Book Value

108.5
(1-0.20)x ——x1.2
= 7425 =0.1403

2. Costof Equity= R¥ PRu=Re) _ 710555 = 12.78%
Profit 108.5

3. Profit Margin= Sales = 7425 —1461%
Book value of the Santa’s shares = Rs. 19

Sales 7425
Total book value of the shares = Sales/BookValue _ 1.2 _ Rg 61875 crore
618.75
So, the number of shares outstanding = 19— 325657895
108.5
Earnings per share = 32.5657895 — Rs.3.33
Share Price using Dividend Discount Model:
Year 1 2 3 4 5 6 7 8 9 10
EPS | 3.797 4.33 4.937 5.63 6.42 7.32 8.35 9.52 10.86 12.38
DPS | 0.7594 | 0.866 09874 | 1.126 1.284 1.464 1.67 1.904 2.172 2476
PV 0.6733 | 0.6809 | 0.6883 | 0.6960 | 0.7037 | 07115 | 0.7196 | 07275 | 0.7358 | 0.7438

12.38x1.06x0.65

Terminal Value = (0.1278~0.06) = 12581

125.81

1 1amaaln
Present Value of Terminal Value = (L1278) =37.79

So, the share price of Santa’s would be
0.6733+0.6809+0.6883+0.6960+0.7037+0.7115+40.7 196+0.7275+0.7358+0.7438+ 37.79 = Rs.44.87
Share price x Number of Shares Outs tanding
Total Sales

So, Price/Sales Ratio =
44 87 x 32.5657895
— 742.5 - 1.97

The Expected Earnings of Mehta Investment TrudiT{Mor the next four years are Rs.200 crores, B.&ores,
Rs.500 crores and Rs.625 crores respectively. TérerdlO crores outstanding units for MIT with aefa@lue of
Rs. 100 each. The expected dividend payments indkethree years are Rs.10, Rs.20 and Rs.25 tesgecMIT

will also pay Rs.212.50 per unit at the end of4ieyear when the investment trust terminates. Thaired return

on equity for the investment trust is 10%.
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You arerequired to:

a.
b.

C.

Find the current value per unit for Mehta Inuestt Trust (MIT) as per the dividend discount model
Calculate per-unit book value and residual inedom MIT for the next four years and use thoseiltego find
the per unit value using the residual income model.

Calculate return on equity and use it as antiipthe residual income model and calculate th&'®Mper unit
value.

(2 + 3+ 3 =8 marks)

Value of per unit for Mehta Investment TrustWas per the dividend discount model:
10 20 25 21250

= —++

1.1 (1o +r;1.1)3 i a1t

= 120544
The book value and residual incomes for the foax years are:
Year 1 2 3 4

Beginning book value 100.00 110.00 125J00 150.00
Retained earnings (Net income — Dividends) 10.00 .0a5 25.00 (150.00
Ending book value 110.00 125.00 150.00 0.g0
Net income 20.00 35.00 50.0 62.50
Less equity charge (f book value) 10.0( 11.0D 12.50 15.00
Residual income 10.00 24.00 37.5 47.50
Present value @ 10% 9.09 19.83 28(17 32.44

Therefore Value per unit as per residual income

=100 +9.09 + 19.83 + 28.17 + 32.44 = 189.53.
Year 1 2 3 4
Net income 20.00 35.00 50.0( 62.50
Beginning book value 100.00 110.00 12500 15Q.00
Return on equity 20.00% 31.82% 40.00% 41.67%
ROE —r 10.00% 21.82% 30.00% 31.67%
Residual income = (ROE — ) Book value 10.00 24.00 37.50 47.50
Present value @ 10% 9.09 19.83 28(17 32.44

Therefore Value per unit as per residual income
=100 +9.09 + 19.83 + 28.17 + 32.44 = 189.53.
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5. The price of the Reliance Capital Ltd. as dhAugust 2005 is 451.55. Given below are the cloginiges of
Reliance Capital Ltd. during the month of July 2@0®@i 2005.

DD/MM/YY | Close | DD/MM/YY | Close
1-Jul-03 70.20 1-Jul-05 376.3
2-Jul-03 72.80 4-Jul-05 378.8
3-Jul-03 74.25 5-Jul-05 379.4
4-Jul-03 74.30 6-Jul-05 408.5
7-Jul-03 72.30 7-Jul-05 394.3
8-Jul-03 71.55 8-Jul-05 404.1
9-Jul-03 69.70 11-Jul-05 402.2

10-Jul-03 70.05 12-Jul-05 406.4
11-Jul-03 70.05 13-Jul-05 410.7
14-Jul-03 71.85 14-Jul-05 399.5
15-Jul-03 69.70 15-Jul-05 399.3
16-Jul-03 71.80 18-Jul-05 404 .4
17-Jul-03 73.00 19-Jul-05 410.4
18-Jul-03 71.60 20-Jul-05 408.9
21-Jul-03 68.80 21-Jul-05 397.3
22-Jul-03 67.90 22-Jul-05 403.6
23-Jul-03 68.10 25-Jul-05 398.7
24-Jul-03 70.55 26-Jul-05 394.7
25-Jul-03 71.95 27-Jul-05 396.5
28-Jul-03 72.00 29-Jul-05 418.7
29-Jul-03 72.25 - —

You arerequired to test the Weak Form of efficient market hypotbdsy checking whether stock prices are
independent or not.

U0 OO U1 OO0 U OO0 OO0 U oo oou

Answer:
5.

Price Price

change | change X2 Y? XY

inX) | (@nY)
2.60 2.45 6.7600 6.0025 6.37
1.45 0.60 2.1025 0.3600 0.87
0.05 29.10 0.0025 846.8100 1.455
-2.00 -14.20 4.0000 201.640(¢ 28.4
-0.75 9.85 0.5625 97.0225 -7.3875
-1.85 -1.95 3.4225 3.8025 3.6075
0.35 4.20 0.1225 17.6400 1.47
0.00 4.30 0.0000 18.4900 0
1.80 -11.20 3.2400 125.4400 -20.16
-2.15 -0.20 4.6225 0.0400 0.43
2.10 5.15 4.4100 26.5225 10.815
1.20 5.95 1.4400 35.4025 7.14
-1.40 -1.60 1.9600 2.5600 2.24
-2.80 -11.50 7.8400 132.2500 32.2
-0.90 6.35 0.8100 40.3225 -5.715
0.20 -4.95 0.0400 24.5025 -0.99
2.45 -4.00 6.0025 16.0000Q -9.8
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1.40 1.85 1.9600  3.4225 2.59
0.05 21.70,  0.0025 470.8900 1.085
0.25 33.30, 0.0625 1108.890( 8.325
2.05 75.20 49.36| 3178.01 62.94

2.05
=X 2.05, F-20 - 0.1025,(jji =0.0105
75.20
2 ¥ o7520F= W =376,T = 141376
From regression analysis,
DAY -nXT  _ 6294-20(0.1025903 76)
p= & -ny X IFTEY: - 20(0.0105)

552332 =1 1237
h= 4915
a=F-L¥
a =376 -(1.1237(0.1025)
a=3ad448

Coefficient of correlation,
bR I -nrt
! :ﬂz zz: =1 -
S -nF
. 3044 =T520 +1 1237 =a2 94 - 20=14.137a
I1TRO01-20=14.137&

pr = 92003 g

2805 258
S =0.1464

Since the correlation between the prices in twdedéht periods is small, we conclude that the griceve in
random fashion.
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The data given below relates to stock prices ¢§&8a Computers Ltd. for the first thirteen tradsegsions in the
month of November, 2003 and November, 2005 respagti

Days Closing price (2003) Closing price (2005)
1 372.45 612.55
2 373.90 630.30
3 390.65 636.40
4 387.65 642.45
5 393.10 636.25
6 391.65 630.55
7 399.80 651.10
8 405.15 648.55
9 403.20 652.05
10 404.30 654.15
11 412.35 646.25
12 411.35 630.15
13 430.75 625.75
You arerequired to check whether these stock prices are indepémdert using auto-correlation test.
(9 marks)
a.
Days Price changes
X | v X2 Y? XY
1 1.4500 17.7500 2.1025 315.0625 25.737%
2 16.7500 6.1000 280.5625 37.2100 102.1750
3 -3.0000 6.050( 9.000( 36.6025 -18.1500
4 5.4500 -6.2000 29.702% 38.4400 -33.7900
5 -1.4500 -5.700( 2.102" 32.4900 8.265(
6 8.1500 20.5500 66.422% 422.3025 167.4825
7 5.3500 -2.5500 28.622% 6.502% -13.642%
8 -1.9500 3.500( 3.802" 12.2500 -6.825(
9 1.1000 2.100( 1.210( 4.410( 2.310(
10 8.0500 -7.9000 64.802% 62.4100 -63.5950
11 -1.0000 -16.1000 1.0000 259.2100 16.1000
12 19.4000 -4.4000 376.3600 19.3600 -85.3600
Total 58.3000 13.2000 865.6900 1246.2500 100.7075
Mean 4.8588 1.100(

X=48583 F=11
T I=R656900 I = 583000
TY 1=1246.2500 TV = 13.2000
$XY = 100.7075

aBY +bEEY - i)’

EYI—n(fji
2 - a=Y — i
TEY -nI¥
= - ()
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1007075 -1 24852311
_ 865 69-1204.858%)°

= 0.0628
a = 1.1-(0.0628) (4.8583)=0.7945

07945132+ (0.0628) (100 T0T5)-12 (1.1
124625 12 %01 1"

229
= 143103
= 0.0019

Hence, there is a small degree of correlation betthe returns of two periods and therefore wecoaclude that
index moved in a random manner.

Mr. Biswajit Poddar an analyst is evaluating Hatmlustries Ltd (HIL). The company has maintairegh growth

rates in the face of strong competition in the fast years; it has done so while maintaining higtums on capital.
The fundamentals suggest that growth will contitmebe high and given the size of the market ancmal

growth (as well as the strong brand name identifiod, growth seems sustainable for a longer period

Mr. Biswajit Poddar has the following informatifor HIL:
Current Earnings / Dividends
Earnings per share in 2005-06 is Rs.26.00.
Mr. Biswajit has assumed the following inputs:
Inputs for the High Growth Period
* Length of the high growth period is 5 years.
* Expected growth rate in earnings is 22.00% (Bageoh @nalyst projections).
e Beta during high growth period is 1.20.
* Risk free rate is 5.5%.
* Market rate of return is 12%.
¢ Dividend Payout Ratio is 25% (based on existingopi&yatio).
Inputs for the transition period
* Length of the transition period is 5 years.
e Growth rate in earnings will decline from 22% irayé to 8% in year 10 in linear increments.
* Payout ratio will increase from 25% to 60% over shene period in linear increments.
* Beta will drop from 1.20 to 1.00 over the same @etiin linear increments.
* Risk free rate is 4.5%.

* Market rate of return is 10%.
You arerequired to
a. Estimate the share price of HIL as on March2B06.

b. Estimate the share price of HIL using Thregg&tBividend Discount Model, if under the transitipariod
only growth rate changes other things remainingesasnhigh growth period.

(6 +5 =11 marks)
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Answer:
2. a.
Year] EPS | Growth rate DP | DPS| Beta| Rf | Rm|Ke (%)|D rate] PV
0| 26
1 3172 22% 0.258 7.93| 1.2 | 5.512% 13.3 | 1.133 7.00
2 13870 22% 0.25 9.67| 1.2 | 5.512%| 13.3 | 1.284 7.54
3 | 4721 22% 0.2511.80 1.2 | 5.512% 13.3 | 1.454 8.12
4 | 5760 22% 0.2514.400 1.2 | 5.512%| 13.3 | 1.648 8.74
5 | 70.27| 22% 0.2817.57] 1.2 | 5.512% 13.3 | 1.867 9.41
6 | 83.76] 19.20% | 0.3226.80 1.16(4.5/10% 10.88|2.070|12.95
7 | 97.50| 16.40% | 0.3938.02 1.12|4.5/10% 10.66|2.291|16.60
8 |110.76 13.60% | 0.4650.95 1.08(4.5/10% 10.44|2.530|20.14
9 |122.72 10.80% | 0.5365.04 1.04|4.5/10%| 10.22|2.789|23.32(113.81
1296.259
10 |132.54 8.00% | 0.6/79.52] 1 |4.5/10% 10 | 3.06725.93(Terminal value
Share price as on 3March 2006 1410.07
b.
Dj(1+gj+D5H(gj_ng Year| DPS | D rate| PV
Value = Kf_g Kf_g 0
Lo zes g ls ) roe 17,571 +0.08) 17 57(2.5(0.22-0.08)
. + 1. . . LA-U.
Value _ 2367 1128 | 780 eem et o a0-003
Vs=358.03 + 116.03 = 474.06 3 111801145 | 814
T;_ f ' 't _I 'f d 14401164 8.76 474.06/P43®.91 = Rs.294.82
ererfore present value O company 5 1757 | 1.86 9.43 . . . = KS. . .
Total| 40.91]
or
YearnGrowth rate|DPS | D ratgPV
0 6.25
1 |22 7.93(1.133| 700
2 |22 9.67 [1.284| 754
3 |22 11.801.454 | 812
4 |22 14.401.648 | 874
5 |22 17.571.867 | 941
6 [19.20 20.942.115 | 990
7 |16.40 24.372.397 | 10.17]
8 [13.60 27.6%.715 | 10.20
9 |10.80 30.683.077 | 9-9781.04(Dividend total)
203.1797
10 |8.00 33.133.077 | 10.77|(Terminal value)
Share price as on 3March 2006 284.22
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5. Following table shows the price of Satyam Computad., NSE index and the IT industry index of NSE.

Year | Nifty CNXIT | Satyam
2001 | 1254.30| 2878.36| 314.7(
2002 | 1055.30| 1807.29| 227.2(
2003 | 1100.15| 1927.47| 279.65
2004 | 1912.25| 2391.19] 375.0C
2005 | 2115.00| 2969.40| 412.5(
2006 | 2810.15| 3857.35 721.4%

As a technical Analyst you arequired to
a. Make use of the given data for analyzing safcRatyam Computers.

b. Comment on the performance of the company basexart (a).

5. a. Stock prices tend to move more or less in tandé@mtive overall market trend, represented by
a market index. When the price chart of an ibgusr an individual stock diverts from the
course chartered by an index, the conceptlafive strength can be used to study such
divergence.

Year| Nifty |CNXIT | Satyam| RS Index |RS Index with

with Nifty industry

2001| 1254.30| 2878.36| 314.70 0.2509 0.1093

2002| 1055.30| 1807.29| 227.20 0.2153 0.1257

2003| 1100.15| 1927.47| 279.65 0.2542 0.1451

2004| 1912.25| 2391.19| 375.00 0.1961 0.1568

2005| 2115.00| 2969.40| 412.50 0.1950 0.1389

2006| 2810.15| 3857.35| 721.45 0.2567 0.1870

b. Relative strength arises out of inherent meramindustry or stock to recover from a bear matdet

peak out earlier than most of the stocks tradintpénmarket.

Arising RS index indicates that the stock isndobetter and vice versa. RS index also followsdse
reversal of which signifies changes in the relasitrength of the stock. RS indexes are normally irs¢he stock
selection.

The RS index of the stock with the nifty and iheéustry shows that during this year the stock has
performed better. The RS index with the industrgdatinuously rising and shows better performance.

When a stock and it relative strength (in terrhshe market) are plotted together on a graph,réhetive
strength generally reverses ahead of the stockgrisnalyst however, waits for the stock to revérsfre acting on the
basis of relative strength alone.

Q Indo Medical Labs designs, manufactures and marks all the necessary equipment for mid range and per
specialty hospitals. The company had reported eammgs per share of Rs.1.50 in 2005, on which it paido
dividends. It had revenues of Rs.7.89 per share @005. It had capital expenditures of Rs.0.38 per ahe in 2005
and depreciation of Rs.0.16 per share in the samegr. Earnings and revenues are expected to grow 20%year
during the high growth period. The earnings growthrate is expected to decline linearly over the follwing five
years to a rate of 5% in 2015 and then stabilize athat rate. During the high growth and transition periods,
capital spending and depreciation are expected torgw at the same rate as earnings, but are expectdd offset
each other when the firm reaches steady state. Theorking capital was 65% of revenues in 2005 and isxpected
to remain the same till 2015. The debt ratio for tk company is 10%.

The stock is expected to have a beta of 1.45 forettnigh growth period (2006-2010), and it is expeado decline to
1.10 by the time the firm goes into steady staten(i2015). The risk-free rate is 5.5%, and the marketeturn is
12%.

You are required to estimate the present value peshare, using the Three-Stage FCFE model.
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Value of the stock = PV of FCFE in high growth paa PV of FCFE in transition phase + PV of termpréce at
the end of transition period.
FCFE = Earnings — (Capital Expenditure — Depréamit(1 — b) — (Change in working capital) (1-b)
Where, b = debt ratio

High Growth Period
1 2 3 4 5
Year 2006 2007 2008 2009 2010
Earnings 1.8 2.16 2.59 3.11 3.73
Cap Exp - Depreciation (a) 0.26 0.32 0.38 0.46 0.55
Change in working capital (b)] 1.03 1.23 1.48 1.77 132
(c) =(a) + (b) 1.294 1.5468 1.86016 2.226192 24877
(c) (1-B) 1.16 1.39 1.67 2.00 2.41
FCFE 0.64 0.77 0.92 1.11 1.32
PV Factor 1.14925| 1.14925 1.14925 1.14925 1.14925
PV 0.55 0.58 0.60 0.63 0.66
Transition Period Stable growth
6 7 8 9 10
Year 2011 2012 2013 2014 2015
Growth rate 17% 14% 11% 8% 5%
Earnings 4.36 4.98 5.52 5.96 6.26
Cap Exp - Depreciation (a) 0.64 0.73 0.81 0.88 0.92
Change in working capital (b)|] 2.17 2.09 1.87 151 | .021
(c) =(a) + (b) 2.81 2.82 2.68 2.39 1.94
(c) (1-B) 2.53 2.54 2.42 2.15 1.75
FCFE 1.83 2.43 3.11 3.81 451
beta 1.38 1.31 1.24 1.17 1.1
Cost of equity 1.1447| 1.14018 1.1356p 1.13105 1.1265
PV of FCFE 0.80 0.93 1.05 1.13
FCFE in terminal year Rs.4.51
Terminal Value at the end of 2014* Rs.58.95
PV of Terminal Value (a) Rs.17.54
Cost of equity 12.65%
Total of cash flow of growth phase (b) Rs.3.02
Total of cash flow of transition phase (c) Rs.3.91
Value of the stock (a+b+c) Rs.24.47
*Terminal value at the end of year 2014 = 4.51/263-0.05) = 58.95
*PV of terminal value = 58.95/(1.14925).1447/1.1402/1.1356/1.1311 = Rs.17.54
*Working note:
Computation of Change in working capital:
working
Year | Revenue Per Share capital (0.65 x| Change in W.C
Revenue)
2005 7.89 5.13
2006 9.47 6.15 1.03
2007 11.36 7.39 1.23
2008 13.63 8.86 1.48
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2009 16.36 10.63 1.77
2010 19.63 12.76 2.13
2011 22.97 14.93 2.17
2012 26.19 17.02 2.09
2013 29.07 18.89 1.87
2014 31.39 20.40 1.51
2015 32.96 21.43 1.02
<TOP>
Considering that the assumptions of CAPM are véilidn the blanks in the following table:
Stock Expected Return (%) | o; (%) | pi.m | Systematic Risk (%f
Akhil Infotech Ltd. - 7 - 12
Bewan Pharma Ltd| 9 - 1.05 5
Cute Textiles Ltd. 14 — 1.2 18
Assume that the variance on the market return%e?(
(5 marks)

Srstem atic nsk=flol,
62 - Syetematio rigl
==

T

12
1
|3n=?

By =113
Similarly,

|3§=§:>|33=n.?5

|3§=§:>|33=1.41

According to the CAPM,

Ri=R +B (RwR)

Re=R +0.75 (RrR) .ooonnnnn. (1)
Re=R+ 141 (R-Ry) .oovvieeenis 2)
(2) — (1) will give
14-9=(1.41-0.75) (RRy)

(Rm-Ry) = 7.58%

Substituting in (1),
9=R+0.75x7.58

R = 3.31%

Ra =3.31 + 1.15 (7.58) = 12.03%

11
Again Systematic risk can be expressedf @a§i
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¢ _ Systematic risk
O = -_—
Fim
5 5
= ——0>-= = 45335
(1.0 11025
gp=d.13%
2 1% 128
Tp=——g=—=
1 1.44
T =3.54%
bos Syste:r;?ﬁ-: risk _ 1_2 0o

im

A market analyst is keen on testing whether théamanarkets are exhibiting semi-strong form of@écy.
For the purpose he selected three companies,Arian Motors Ltd., Bimal Infotech Ltd. and Celinerfnes
Ltd., which declared higher dividends on March 2806. He estimated the characteristic lines toysthé
relationship between the returns on these thregaaies and the return on the market index for aogesf
five years on a monthly basis up to December 1652@hich are as follows:

At = 1.40% + 0-75131‘&
Mgt = 1.59% + 1-23I‘,t
fe.= 1.92% + 1408,

The following table shows the returns on the staifiihe three companies and the market returnhiiperiod
three months before and three months after thexdsiin of dividend:

Period (months) Actual Return (%) Market Return
At Bt et (%) I me
Dec 15, 2005 12.14 12.56 13.05 11.45
Jan 15, 2006 12.52 12.79 13.42 11.85
Feb 15, 2006 12.05 13.04 13.58 12.00
Mar 15, 2006 11.89 12.43 13.25 12.25
Apr 15, 2006 12.63 13.62 14.42 12.60
May 15, 2006 12.16 13.16 14.20 11.95
Jun 15, 2006 12.84 13.32 14.45 11.20

You arerequired to verify the validity of semi-strong form of markeffieiency in the Indian market using
Event Studies.

(8 marks)

First we should find out abnormal return by dethgcthe actual return from the expected return
Arun Motors Ltd:

Expected return | Abnormal return
Period | Actual return (r ) | Market return (r ) | (%) 1.4+0.75r) Mt - Mt
3 12.14 11.45 9.9874 2.152"5
2 12.52 11.85 10.287% 2.232"5
1 12.05 1P 10.4 1.65
0 11.89 12.25 10.587% 1.3025
1 12.63 12.6 10.85 1.78
2 12.16 11.95 10.362% 1.797"5
3 12.84 11.p 9.8 3.04
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Bimal Infotech Ltd:

Expected return | Abnormal return
Period | Actual return (rg)| Market return (r y) | (%) 1.59+1.23ry,) st - Mt
3 12.56 11.45 15.673% -3.1134
2 12.79 11.85 16.165% -3.3754
1 13.04 1P 16.35 -3.31
0 12.43 12.25 16.657% -4.2274
1 13.62 12.p 17.08§ -3.468
2 13.16 11.95 16.288% -3.1284
3 13.32 11.p 15.366¢ -2.046
Celine Airlines Ltd:
Expected return | Abnormal return
Period| Actual return (r ¢;) | Market return (r w) | (%) 1.92+1.4@Qr ) et - Mot
3 13.05 11.45 17.95 -4.9
2 13.42 11.85 18.51 -5.09
1 13.58 1P 18.72 -5.14
0 13.25 12.25 19.07 -5.82
1 14.42 12.p 19.56 -5.14
2 14.2 11.96 18.65 -4.45
3 14.45 11.p 17.6 -3.15

We will now estimate the average abnormal returreach of the months before and after the dividemd w
announced.

Third month before the announcement of dividend

HﬁRE 3]=l(2.125-3.115-4.5')
3 =-1.954%

Second month before the announcement of dividend

HﬁRHfl—(‘E.EEEj —33755-50%

3 =-2.078%

First month before the announcement of dividend

HﬁRm = 1—[:1.65 -331-514

3 =-2.267%

Month during which the dividend was announced

A.%Rm = 1—(1.3[!25— 42580

3 =-2.915%

First month after the announcement of dividend

AR = 1017834585 14)
3 =-2.276%

Second month after the announcement of dividend
HéRuf 1—{1 JRT5-3 1285445
3 - 0

=-1.927%
Third month after the announcement of dividend
1
AAR = 5(3.04-2.046-3 19
=-0.719%

Now we will compute the cumulative Average Abnormeturns (CAAR) for the period of three months befand
after the announcement of dividend.

CAAR = (-1.954-2.078-2.267-2.915-2.276-1.927-0.749)14.135%
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As the value of CAAR is not close to zero, we cadel that market is not efficient in the semi-stréomgn.

1. Consider the following information relating to the returns from two stocks and the market index m different
ECOLLOMIIC SCenarios:

: . . Return (%)
Scenario Probability of scenario
Stock A Stock B Market
Boom 0.25 19.5 26.0 17.0
Slow growth 0.35 11.0 18.5 13.0
Stagnation 0.25 -35 7.0 5.5
Recession 0.15 4.0 55 -4.5

From the above information, you are required to:
a.  Calculate the proportion of unsystematic risk in the total risk for the two stocks.

b, Determine the alpha of the two stocks and comment on the same if SML holds good. Assume a risk free rate
of interest of 6.5%.

Answer:
1.
RM Di _ EM - [RM - [RM; .
EM P1 | E(RM) |E(RM)]2 [E(RM)]2*P1
17 0.25 425 7.5 56.25 14.0625
13 0.35 4.55 35 12.25 4.2875
5.5 0.25 1.375 -4 16 ul
-4.5 0.15 -0.675 |-14 196 204
Total 9.5 51.75
Return 9.5
Variance 51.75
Standard Deviation 7.193747
[Ra— [Ra—
Ba— R — Fa- Ba— & &
Ra P RaP: 2 ip: [E(RA]T*[RM-E(R4)]*[RM-
19.5 0.25 4.875 11.05) 7.5 122.1025]|30.525625 §2.875 20.71875
11 0.35 3.85 2.55 3.5 6.5025 2275875 8.925 3.12375
-3.5 0.25 -0.875 -11.95 -4 142 8025(35.700625 478 11.95
4 0.15 0.6 -4.45] -14 19.8025 | 2970375 62.3 9.345
Total 8.45 71.4725 2019 451375
Return 8.45
Variance 71.4725
Standard
Deviation 8454141

Covariance between
stock A and the
market index 451375
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[RB - [RB -
RB- | Ru- | RB- [RB -
RB P; RB P, : 5 E(RB)]*[RM-[E(RB)]*[RM-
E(RB E(Ry; E(RB) |E(EB)2]*P1 h
26 0.25 6.5 10.45 7.5 109.2025)|27.300625 [78.375 19.59375
18.5 0.35 6.475 2.95 3.5 8.7025 |3.045875 [10.325 3.61375
7 0.25 1.75 -5.55 -4 73.1025 |18.275625 (342 2.55
3.5 0.15 0.825 -10.05 -14 101.0025(15.150375 (140.7 21.105
Total 15.55 63.7725 263.6 52,8625
Return 15.55
Variance 63.7725
Stand Deviation  7.985769
Covariance
between
stock B and the
market mndex 52 8625
Covanm  [Ra-ER RN -ERyDIP 45.1375
Betag= VYAM = Varpyg — 5175 =pg72
Covgy [ 528625\
Betag = YAM SLIS ) 21021

Unsystematic Risk = Total Risk — Systematic risk = o° - 2oy °

Stock A

Stock B

Proportion of unsystematic risk

= 71.4725-

(0.872)* x 51.75 = 32.10257 (%)*

=63.7725- (1.021)?x 51.75 = 9.7736 (%)’

32.10257
- 44.92%
Stock A = 71.4725
9.7736
———=15.33%
StockB =  63.7725
Ry =Re+Pa(Ru—R9
=6.5+0.872 (9.5 -6.5)
=0117%
Uy = ERYD Required return

=8.45-9.117 = -0.667
As alpha is negative, Stock A 1s overvalued

Rp

=9.564%

“B =1555-9564=5.986%

=65+1021(95-6.5)

As alpha is positive, Stock B is undervalued.
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3. Bemng a financial analyst yvou have discovered that an announcement regarding outsourcing contracts of animation
films and creation of special effects for Hollywood films has induced a sharp interest in the scrip of Animator
Tele in the bourse. To check the market efficiency in semi-strong form in the case, vou have collected the
following relevant mformation:

End of Month Closing Price of Closing Value of
May 2004 T 535 5030
Tune 2004 589.35 2170
Tuly 2004 588.6 2190
August 2004 623.55 2203
September 2004 632.75 2122
October 2004 67795 2217
November 2004 759.85 2256
December 2004 807.55 2318
January 2005 803.75 2302
February 2005 89395 2356

Further using the data for 3 previous vears. the characteristic line arrived by Mr. Gupta 1s

r.. =3.85+0731,,

Where I'y; 1s % monthly refurn on market in any month t
I+ 15 % monthly return on Optima stock in the same month t

You are required to conduct the residual analysis to test semi-strong form of market efficiency

(9 marks) < Answer >

Answer:
3.
Months Actual Return on | Return on | Expected return on Reddy’s | Above normal
stock (%) Index (%) |stockusing characteristic line return %
ey (II) (I11) (Iv) (V) =(ID) - (IV)
May, 04 —
June, 04 12.579 6.897 3.884 3.694
July, 04 -0.127 0.922 4523 -4.650
Aug,04 5.938 0.594 4283 1.654
Sept,04 1.475 -3.677 1.166 0.309
Oct,04 7.143 4477 7118 0.025
Nov,04 12.081 1.759 5134 6.946
Dec,04 6.278 2748 5.856 0421
Jan,05 -0.471 -0.690 3346 -3.817
Feb,05 11222 2.346 5.563 5.659
Z Above normal return = 10.240

From the above computation we observe that sum of abnormal return is not close to zero. Therefore, we conclude
that market 15 not efficient in semi-strong form.
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The stock of Hindustan Oil Exploration Company LdOEC) is currently trading at Rs.105.95. Basadhe current
market price, the P/E ratio is 16.18, P/B rati8.&1 and P/S ratio is 6.73.

Other fundamentals of HOEC are given below: (lHioms)

Sales

Net profit

Net worth

Dividend per share

Beta

Number of shares of Rs.10 each.

924.54
384.84
1593.25
1
58.75
2

The yield on the one-year treasury bill is 5.59% #re equity risk premium in the market is 8.00%.

You arerequired to

a.
b.
c.

Answer:

a.

Determine the required rate of return for eqbdiders and the sustainable growth rate of HORL Lt
Estimate the P/E, P/B and P/S ratios justifiedhe fundamentals.
Based on your answer in part (b), explain whetthe stock is fairly valued, overvalued or undéured.

Required rate of returr - * 2 @)= 21.5%

Here & = ROE =5 =0.2415x0.8473 = 20.46%

Met Profitm argin = 384 24 =41 3%
024 54
29494
Fe twn on ecuity = = 24 15%
T s ’
Epe = 20484 _pogss
SETS

DivAdend pay out ratio= L= 1527%
f.35

Retention ratio = 1-0.1527 = 0.8473

(1-8)(1+g] 0.1527x1.2046

FiE= = =1768
1. K-z 0.215- 02044
b5 ROE-g _02415%02046 _
K,-g 02150-02046
2. €
NEM «f1-B)x {1+
Pig o (1-2)x(1+2) _0.4163x01527x12046 __

K, -g

0.2150 - 0.2046

(1 + 6 + 3 =10 marks)

3

1. The calculated P/E is more than the cufPéat Therefore as per P/E stock is undervalued.

2. The calculated P/B is less than the current P/Rydfore as per P/B stock is slightly overvalued.
3. The calculated P/S is greater than the currétFherefore as per P/S stock is undervalued.
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Theoretical Questions

Listing means admission of securities for tradig on a stock exchange. It is done through a formagreement
between the stock exchange and the company. In thisntext, explain how listing of securities is adwv#ageous to
the company as well as to the investor. Also explavarious types of listing of securities.

Advantages of Listing

Listing of securities on the stock exchanges isaathgeous to the company as well as to the inveatseen hereunder:
a. Tothe Company

The company enjoys concessions under Direct OD@axs - In such companies the public is substdptiaterested
resulting in lower rate of income tax payable bsrth

The company gains national and internationgdértance by its share value quoted on the stockamges;
Financial institutions/bankers extend termarofacilities in the form of rupee currency andefgn currency loan;

It helps the company to mobilize resourcesrfrithe shareholders through ‘Rights Issue’ for paogs of expansion and
modernization without depending on the financiatitotions in line with the government policies;

It ensures wide distribution of shareholdinggtavoiding fears of easy takeover of the orgaioiadty others.
b. To the Investors

Since the securities are officially tradeduiidity of investment by the investors is well eresi)

Rights entitlement in respect of further isswan be disposed of in the market;

Listed securities are well preferred by barkéor extending loan facility;

Official quotations of the securities on theck exchanges corroborate the valuation takeréyrtvestors for purposes
of tax assessments under Income Tax Act, WealthAtaxetc.;

Since securities are quoted, there is no sgakthe price realization of securities sold bg thvestors;
The rules of the stock exchange protect ther@st of the investors in respect of their holding

Listed companies are obligated to furnish wgtiged financial results on a half-yearly basishivittwo months of the
expiry of the period. The said details enable theesting public to appreciate the financial resoltshe company in
between the financial year;

Takeover offers concerning listed comparees to be announced to the public. This will endabé&investing public to
exercise its discretion on such matters.

Types of Listing

Listing of securities is of five types as follows:

Initial Listing

A company, whose securities have not been listetlieean a recognized stock exchange, if desirotidisting its
securities, should follow procedures applicablaiidal listing.

Listing of Public Issue of Shares and/or Debentures

A company whose shares are listed on a recognibe#t exchange may issue shares and/or debentuties public for
subscription. In such cases the company under igtngt Agreement has to submit necessary applicatiothe stock
exchange(s) for listing of its securities. It may Isappen that a green field company, i.e., a comsortly after
incorporation may issue its shares and/or debestioréhe public for subscription. In that eventhats to comply with
the formalities applicable to initial listing.

Listing of Rights Issue of Shares and/or Debentures

Companies whose securities are already listed ssyeishares and/or debentures by way of ‘rightshéoexisting
shareholders. Under the listing agreement, suctpeaias have to list shares and/or debentureselby way of rights
to the shareholders with stock exchange(s).

Listing of Bonus Issue of Shares

Companies which issue bonus shares by capitalizafiits reserves, pursuant to the listing agredrskould enlist with
the stock exchange(s). Bonus shares should igssalimitting necessary application form for offlaaotation of the
bonus shares.

Listing of Shares Issued on Amalgamation, Mergerstc.
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Amalgamated companies, which issue shares to drelsblders have to get the shares listed on tlok stechanges to
enable the erstwhile shareholders with such shares.

Q Trading procedures differ across different equitymarkets according to their operational set up andegal
obligations. With respect to this, discuss the vaous differences seen in trading procedures.

Differences in Trading Procedures

Trading procedures differ across different equigrkets according to their operational set-up agdllebligations. The
most important differences are given below.

Cash Vs Forward Markets

Cash settlement is very popular in most of thekstoarkets, where transactions should be settlelirwé short span of
time. Margin trading is also available in these kets. The United States, Canada, Japan and Switzedre good
examples of the cash markets. Margin trading imeegral part of these markets.

Forward stock market gives a good base for leveteck trading. The major forward markets are Londaris and Rio

de Janeiro. The Paris bourses provide an excalannple of forward market. In this market, all sactions are settled
at the end of a fixed period, which can be a mamth fortnight. For example, in Paris boursesthadl transactions are
settled at the end of the month on the settlemant @hereas in London bourses the deals are séttiedortnight. So,

we can say that forward market follows periodidlsaient system. In most forward markets, a depssiequired to

guarantee an open position. The main feature sfrtigirket is that the price of the stocks remaxedfieven if it changes
during the settlement period. Settling of the actafter a certain fixed period simplifies the iragprocedure, but it
also attracts opportunity for short-term specufation the Paris bourses, both smaller stocks andsbare traded on
cash basis.

Call Vs Continuous Quotation

A continuous market provides uninterrupted tradhmpughout the day and market makers ensure thereegliquidity
for this continuous trading. New York Stock Exchan®YSE) is a good example of this kind of tradihg.NYSE,
market maker quotes both the bid and ask pricergifice). These two-way quotes establish the fesponsibility of a
market maker, because normal investors transabt tvé dealers who provide the most favorable piacéhem. The
market makers will adjust their quotation accordioghe demand and supply of the stock. These tgpéise markets
are often called dealer markets or price drivenketsat

In auction markets, active market makers do naiteatid demand and supply of the securities is tijreelated to the
transaction price. The trading of the stocks wilt he on a continuous basis and any stock caraddedronly once or a
few times per day. This type of market is calletl oa fixing market, in which orders are batchedgther until the
auction and are executed at a single price thathmatthe demand and supply.

Two major types of orders are submitted in an anctharket, i.e., market order and limit order. larket order,

customer will accept the price fixed in the aucti@m the other hand, in limit order system, thegiis determined by
the maximum price which a customer is willing tegr the minimum price at which the customer ilting to sell the

share. When the bourses official writes a high@&eprsome limit sell orders will be removed frone thupply of stocks
and some limit buy orders will be added to the deurfar shares. This process results in an equilibprice. In Tokyo,

the call auction system determines the morning aftefnoon starting price. A call auction marketiso called order
driven market because all traders openly post threlers and the transaction price is derived thnoemuilibrating the
demand and supply of the stock.

Microstructure of the Market

All stock exchanges in the world are using the tebeic technology to automate the trading proc&se. main purpose
of any trading procedure is to discover the begtepior investors. The convenient system of tradie{ps in getting a
fair price without providing any favorable termany counterparty.

Again a good trading procedure helps in reducirg ttansaction cost and provides a transparent igodl Imarket.

There are several controversial issues in the miiaroture of stock trading system. For examplerettie a lot of

disagreement on how to measure transaction costetuoes, it is called the difference between theeprincluding

commissions and the price of the previous markebther words, it can be taken as a sum of comamssitaxes and
other market impacts.

Price-Driven vs Order-Driven Systems

Computerized trading systems basically follow twiffedlent approaches depending on the dominanceitbérethe
dealers or brokers. The London Stock Exchanges mated Quotation (LSEAQ) and the National Associatad
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Securities Dealers Automated Quotation (NASDAQ) jariee-driven or quote-driven systems. In this kivfdtrading
system, there are no automatic quotes becauseatiehmaker does not know the form of the finaltcaet. The quote-
driven system allows the market maker to buy atlorder at the bid price and sell it at the offdce.

The Paris, Tokyo and most of the European and Asiarkets are order-driven markets. The limit ordeok is the
heart of these trading systems. After assessingttreling orders, a trader can judge the natutikeofrade. The NYSE
follows a mixture of these two systems. In NYSEg thmit order is in private knowledge of the spdisia and the
brokers are likely to keep their limit orders arse@nd keep them with their floor brokers to trawi¢he most suitable
manner. In all cases, a limit order gives a fraditrg option to other market participants. In atleordriven market, it is
the trader who submits the order but in a priceedrimarket, the dealer posts a firm quote and gesviree option.

Information Emission And Transparency

Transparency in the market is of utmost importameeause it gives the market a kind of stability praper information
about the past and the r cent trades. Automatidrarezes the transparency in the market becausay@ damount of
information is available to the public. The New Kd@tock Exchange is less transparent, as the éndier book is a
private information and cannot be revealed to dwaedy. Some traders trade on the basis of privdterration, while

some trade with the help of the publicly availaiifermation. The presence of the informed tradeus create trouble
for the normal traders. A well informed trader gaok-up some shares after getting some privaterimédion. On the
London market, dealers quote for big transactiortsthe well informed investors can trade with saelvémaders before
any of them comes to know about the transactidorimed traders do not want to disclose the inforomat

Market Fragmentation

Liberalization and automation of the equity markedse increased the competition among domestic etmds well as
the international markets. For example, the Lon8tatk Exchange accounted for 20% to 50% of thd tatme of

trades in French, Dutch and German shares. Vadeeiseas stocks are traded on the floor of the NBsEging futures
on some index is sometimes an alternative to bugidiyersified portfolio of shares and this causagmentation in the
market. Domestic markets are protecting their @geby imposing certain rules to off-exchange tsadéne obvious
presence of fragmentation and competition has irgatdhe efficiency of the markets.

Internationalization

Development of the global equity market is thetfgtp in the internationalization of equity traglitMany developed
countries have opened overseas branches to cdtegitdoreign investors. The US, Britain, Japam tlie main countries
to attract the foreign investors. Some stock markedieve that they can safeguard their globakésteby establishing
links with other markets. This pattern is most fasm@mong the futures and options market. The NASBAQem is

available to the investors in England and Singapbhe international stock exchange in London ardNIASDAQ have

agreed not to enforce competition among themsdlydgnoring the quotes and trading for common shateitomation

of trading procedure has allowed some stock examatmattract a significant amount of the foreigmpany shares.

Anonymity and Reputation

Some investors and traders would prefer to mairdaionymity to get a better price in their deal. tBe other hand,
market makers and brokers would like to build autafon for their skills. They try to advertise theompetency and
skills to attract more clients. In NASDAQ, for sthatders, brokers can provide their, choice for plagticular market
makers. But this is a dangerous practice since#kans the dealer's incentive to publish the bést.p

Q There are several factors at work in every sectoand every industry of an economy. The dynamic nate of
every industry keeps the pulses of the companies@ating in each sector racing. Industry analysis loks at all
those factors that potentially change the fortunesf the company. With respect to this discuss the ke
characteristics in an Industry Analysis.

8. Key Characteristics In An Industry Analysis

The most important of the characteristics thattarbe evaluated in an Industry Analysis can be emmated as given
below:

1. Past sales and earnings performance.

2. Permanence of the industry.

3. The attitude of the government towards the itrgus

4.  Labor conditions within the industry.

5. The competitive conditions as reflected by tkistence of the entry barriers and
6. The stock prices of the firms in the industriatiee to their earnings.

Past Sales and Earnings Performance
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For an analyst, the past sales and earnings peaafar@nof the firm form a crucial input in forecasgtifuture trends. This
is not to say that the firm is going to repeat faene performance again. Rather, the analyst is mnoeeested in
examining the contribution of the various factonsthe past so that the relevance of these factalizidually and
relatively can be properly evaluated under presentlitions.

In any firm, sales and the earnings play an impomale. These variables will exhibit a degree @fisistency only when
the firm has weathered a variety of economic camat The analyst from the observation of thesébtas will be able
to judge the stability of the performance in temfisales and earnings as well as the growth ratesther crucial factor
is that of the relationship between the sales aedfiked costs. The more the fixed costs, the higtik be the break
even point and higher will be the sales volumed@bhieved.

Permanence

By permanence, we understand the products andthadlogy of a particular industry not becomingadéte in a short
span of time. If the industry is not permanentnthesesting in that industry altogether becomessinlg proportion. In
some of the cases a product with additional featorenufactured by employing superior technologyesake existing
product totally irrelevant or at least resultshe tmanufacturing process becoming a commercialliabte proposition.

In this age of rapid technological developmentis factor plays a crucial role in Industry Analysi$he Government's
role is also an important factor affecting the panence of the industry.

The Attitude of the Government towards thelndustry

It is imperative for an Analyst that he should bellvaware of the various Government policies argllaions with
reference to an industry in which he is going teest. The government policies like deregulatingiratustry by
allowing foreign investment, imposing high tarifé®y imports and restrictive legislation have a bmaron their
performance. Some of the legal restrictions rasufhe profits being very low for a particular irglry. Thus an analyst,
for that matter an investor also should be thohowdth various government regulations and their lioggions and
should be able to predict, at least broadly, thengkes likely to take place in the regulations mnkear future.

Labor Conditions

This is an important factor to be considered inustdes which are labor intensive. An analyst stioaktamine the
various provisions of the labor laws and also go ihe possible reasons that may halt the produgiiocess and its
fallout on the profits of the industry. In caseaoprolonged strike, a labor intensive firm will ratly lose its customers
and goodwill but also may not be able to covefixisd costs in certain cases.

Competitive Conditions

While analyzing this situation, the three geneypks of barriers that an analyst should concentmatare
1. Existence of product differentiation

2. Absolute cost advantages and

3. Advantages rising from economies of scale.

The existence of the first barrier assures thava entrant will not be able to charge as much as#tisting firms. Also
he has to spend large amounts of money on adveytisi capture an acceptable share of the markétisisituation is
usually found in cases where the customers exhillitgh degree of brand loyalty. By absolute costaathges, we
understand that the existing firms are capableroflygcing and distributing the products at lowertsdban the new
entrants irrespective of the volume produced. Assallt, they enjoy wider profit margins. This may due to the fact
that the existing firms may have exclusive pateonisn the resources or superior management skids dine not
available to the new entrants.

Economies of scale are usually realized when thduymtion levels are quite high. A new entrant iis tase also has to
garner a significant market share so that he cail the benefits from economies of scale. If hésftd do so, he will be
able to compete with te prices offered by the exgsplayers.

Industry Share Prices Relative to its Earnings

In addition to the various factors we have beetkilog at, the analyst also has to look at the presieare prices. In this
case under priced share would be the best bet. dsshould examine the fact that the share pricesat high due to
the overzealous nature of the investors to acgbhieshares of the firms in a new industry. Usutiily shares of these
companies experience high fluctuations dependinthercrowd behavior.

Q You are given the historical betas and their assiated returns of the stocks. You are expected taléntify
whether these stocks have given returns, which amommensurate with their respective betas. Which témique
will you employ? Also state the applications for tfs technique.

Answer:
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In this context we apply the ex post SML techniglre the ex post SML, average historical ratesetéim for securities
are plotted against their beats for a particutaetperiod.

Typically, a straight line is fitted to the plotsy regression and this is called the SML.
Thus, the SML represents the “normal” or averagalg-off between return and risk.
The SML can be written as

Normal return: N(E) = Iy + Bim
Where,

Ro = intercept of the SML

R; = slope of the SML

Those securities which plot above the ex post SMhegated above normal returns for their risk (aasueed by their
beta) for the particular time period used in camgtng the SML.

Those securities which plot below the SML generdieldw normal rates of returns for the systemasic. r

The amount by which a security’s return differednfr the normal return for its level of risk is simpphe vertical
distance of the security’s plot on the graph fréwe SML.

This vertical distance is called the security’s@tomal return or its alpha.
Thus, alpha is calculated as

{m, =t - N[:?IJ}

=l —thad] o post alpha

It is easy to see that securities with above nometairns have positive alpha and securities witlbbveanormal returns
have negative alphas.

Applications of Ex post SMLs

The performance of portfolio managers is frequemstigluated based on security market line-critdrarge positive
alphas indicate above normal performance and negalphas indicate below normal performance.

Unfortunately, the measurement of performance igjnie as simple as it might first appear.

For the relative performance of a portfolio managsrmeasured by alpha, can vary depending upachvifdex is used
to determine the beta of the portfolio.

Perhaps more importantly, one would prefer a measfirperformance which is predictive in nature. afffs, if a
portfolio manager performed well in the past hd al$o perform well in the future. Unfortunatehg such consistency
among portfolio managers has been demonstrated.

Many researchers have attempted to test the wabflithe CAPM by constructingx post SML's.

However, these studies are particularly vulnerailee the CAPM specifies that betas are to be medsagainst the
returns for the market portfolio — the value of glged portfolio of all risky assets.

Since the true “market portfolio” is not observapltexies have to be used in its place and thesagwonay give results
which are different from those that would be obddliif one was able to use the market portfolio.

Another area of inquiry utilizing ex post SMLs irves the testing of market efficiency.
Broadly speaking efficient markets imply the abseotabnormal returns.

That is, all securities are correctly priced anavjte a normal return for their level of risk. T®sf this nature require a
model to specify what constitutes a normal return.

Tests of market efficiency which utilize the markabdel assume that a normal return plots on the @Md than
abnormal returns are measured by alpha.

Q A number of trading rules exist and each one ha® be interpreted differently. Though a majority of technical
analysts keep track of alternative rules and deciden a buy or sell decision based on a consensudtd signals, a
complete agreement of all the rules is not commohVith respect to this, discuss various techniques afading
rules.

Answer: Techniques of Trading Rules
CONTRARY-OPINION RULES
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This is based on the premise that the technicdy/stisatend to act in the opposite direction of thajority of investors.
When the investors are bullish; technical analgstsbearish and vice versa.

MUTUAL FUND CASH POSITION

This serves as a good proxy far the technical at&fipllowing contrary opinion rules. These techhignalysts are of
the opinion that mutual funds do not adopt thetrgthategy during peaks and troughs. Mutual furgld kkash far the
following reasons:

. To meet the payments towards the purchase of siesuiiom the investors when they sell back to them

. Idle cash, which is yet to be invested.

. Bearish outlook of the fund managers may triggenthowards the maintenance of extra cash as asieéen
strategy.

Whatever be the reason, mutual funds are knowraiatain a high percentage of cash near the trofighhtarket cycle.
This implies that they are bearish and they shbeldully invested to take advantage of the expeniadket rise. But at
the peak, technical analysts expect mutual fund®lo a low percentage of cash. This indicatesaaiste outlook by the
mutual funds and they would be selling stocks aalizing gains on some part of their portfolioanirly, if mutual
funds maintain a high cash position, it will signi bullish attitude by the mutual funds and they expected to engage
in buying stock with excess cash. Contrary opiriechnicians would keep a close watch on the casitipo of the
mutual funds and would act in the opposite directio

CREDIT BALANCES IN BROKERAGE ACCOUNTS

Brokerage accounts are left with credit balancesmihe investors sell stocks and leave the procegldrokers for a
brief period of time till some other stocks are ghased or such funds are withdrawn to be investsebere.'
Technical analysts view these credit balances afspd potential purchasing power. In additionthiére is any drop in
these balances, it is interpreted as a bearislalsigdicating lower purchasing power as the magmiroaches a peak.
Similarly, an increase in credit balances can lmved as an increase in buying power and thus itidgca bullish
signal.

INVESTMENT ADVISORY OPINIONS

If a majority of investment advisors share a béwmaigitude about the market, then the techniciapse a market trough
and the onset of the bull market. As most investraglvisory services are expected to follow thedrghe number of
bears will be more when market bottoms are appingcihis trading rule is developed based on thi raf the
number of advisory services to the number of ses/iexpressing an opinion. For instance, a “beagsiiment index”
of 60 would indicate that a bearish attitude isvptent among advisory services and the contranemsd therefore
consider this a bullish indicator. Similarly, where bearish sentiment index falls below 20%, iigates the prevalence
of a bullish attitude among advisory services dredaontrarian would therefore act according torthearish sentiment.

OTC VS SENSEX VOLUME

Another measure usually followed by technical asi@lys the ratio of OTC volume on the BSE to SENSEBEXime.
This ratio is used by them for speculative trading.

PUT/CALL RATIO

put/call ratio is another tool used by contraryrigm technicians. Put options (which give the holthe right to sell
stock at a specified price for a given time peria® used as signals of a bearish attitude. Hitjteeput/call ratio, more
pervasive the bearish attitude and hence thisseille as a bullish indicator for the contrarians.

FUTURES TRADERS BULLISH ON STOCK INDEX FUTURES

The proportion of speculators in stock index fusundno are bullish is also used as one of the topthe contrarians.
FOLLOW THE SMART MONEY

A set of indicators that indicate the behavior wist, sophisticated investors. These indicatorsanstructed by some
technical analysts to create some rules to folloswt.

Confidence Index

It is the ratio of Barron’s average yield on 10-gmade corporate bonds to the yield on the DowJavesage of 40

bonds. This ratio is always less than one as thlely/ion high-grade bonds always should be lower thase on a large
cross section of bonds.

When this ratio is high, it is interpreted to inalie a bullish signal. This is because when invesiog confident, they are
expected to invest more in lower-quality bondstfer added yield. Because of this attitude of tivestors, there will be
a decline in the average yield for the large csmsstion of bonds relative to the yield on high-grédnds and hence the
ratio is high. The opposite holds good when inveséme pessimistic and hence the index will be low.

T -Bill - Eurodollar Yield Spread
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This is another measure of investor confidence dasethe spread between T —bill and Euro dollsesialt is observed
that during times of international crisis, thisesgpad widens as money flows to the US T -bills insesacausing a decline
in the ratio. This would serve as a leading indicaf stock market trough which is expected to ostibsequently.

Short Sales by Specialists

Specialists trading on the exchange often engagmgblves in short sales for market making purpobksy often
exercise their discretion in this area when thegl frongly about future expected market changes.téchnicians, a
value below 30% of specialists would be minimizthgir participation in short sales. When the ratiosses 50%, then
a bearish market is expected to prevail.

Debit Balances in Brokerage Accounts (Margin Debt)

When money is borrowed by the investors from theakers, brokerage accounts show debit balancesseTbalances
represent the attitude of .investors who involventBelves in margin transactions. Therefore, .aoyease in debit
balances would indicate a bullish sign. On the obiaand, a decline in debit balances would indiealearish sign.

OTHER MARKET ENVIRONMENT INDICATORS

Breadth of Market: It measures the ratio of number of issues that hagreased in price each day to the number of
issues that have decreased in price. This is ugexplaining the cause of a change of directioJIA or the S&P
500 index.

Short Interest: It is the cumulative number of shares that havenisold short by investors and not covered. Thet sho
interest ratio is calculated by the technical astalyas a ratio of outstanding short interest tcatrerage daily volume of
trading on the exchange.

Block Uptick-Downtick Ratio: As nearly 50% of trade volume in NYSE is done lyck trading by institutions, the
exchange can determine the direction of price chamgompanied by a particular block trade relativine price of the
prior transactions. If the block trade price ish@gthan the prior transactions, then it is knowruptick. On the other
hand, if the block trade price is lower than thatloe prior transactions, then it is known as daoetnt

When the block trade is initiated by a buyer, tlome can expect an uptick, if it is initiated byedler, then one can
expect a downtick. Uptick-downtick ratio, thus, vidindicate institutional investor sentiment. I&thatio is around 0.7,
then it indicates a bullish condition and if itaund 1.1, then it indicates a bearish sentiment.

8. Identification of support and resistance levels is an important application of trend line. Enumerate
the importance of support and resistance lines in technical analysis and also discuss the principles
involved while using these for trend analysis.

Support and Resistance

An important application of trend lines is in iddication of support and resistance levels.

Resistance is defined by Edward and Magee asngebictual or potential, sufficient in volume tdisty all bids and
hence stop prices from going higher for a timegu¥riSupport is defined as ‘Buying, actual or paensufficient in
volume to halt a downtrend in prices for an apaele period'.

A support zone is formed when the demand supplgrizal tilts in favor of buyers, resulting in a camcation of
demand. A resistance zone similarly representsiaasaration of supply. The concepts of supportrasistance can be
illustrated with the help of an example. Consider following figure which shows the price chart.
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The behavior of prices during January-May doegmmiw up any price pattern, but the range withircliithe prices

are found to be fluctuating warrants attention.adnost 6 occasions, prices have climbed to thd Evies.122, and
returned. Prices can be observed to face resistdribes level, as every time they reach thergy thi to climb further,
but fall back. A trendline drawn to represent thigel is called a resistance line (designated RLthé figure).

Similarly, prices have not fallen beyond a leveRsf 110, most of the times they returned from tbsistance line. It can
be said that a support level exists at which pri@ge shown a tendency to climb up again, rathar tdontinue to fall.
The maximum fall registered is at Rs.106, represtva level at which support has almost invarialdgurred. Line SL1
represents this line of support.

Support and resistance lines are, therefore, timad drawn to indicate the ranges a trend carxpeated to take, using
the past behavior as a reference point. Thesetlimes up further interesting inferences. Whenphees pierce the
resistance level RL1, it is an indication that ngyleave succeeded in breaking the resistance, rages gan be expected
to climb up. The new high reached would represerdva level of resistance (represented as RL2)eBmow are found
to fluctuate between the old RL1, and the new RI# point to be noted is that the old resistanee it the new
support line, as price receive support at a leiebat equal to RL1.

Similarly prices can be observed to reach a neisteexe level RL3, and find support at the

previous RL2.

The support and resistance levels are importatg to@wonfirming a reversal, in forecasting the

course of prices, and in making appropriate priogas. The following principles are to be

applied while using support and resistance linesrémd analysis:

i. Support and resistance lines are only approxanatof the levels prices may be expected to ‘obEley should
therefore be drawn using judgment, and clues fitmerpist price behavior.

ii. Penetration of a support or resistance linsp @onfirmed by an underlying price pattern, igidyf sure indication of
a strong ensuing move in the same direction. N@lshare reached after a resistance line is peeétsstd new lows
follow penetration of a support line.

iii. Prices are said to remain in a ‘congestione&as long as they fluctuate in narrow ranges withsupport and
resistance level. The direction of breakout froooagestion zone cannot be predicted in advance.

iv. The higher the volume accompanying the conftiamaof a support or resistance level, the morsigsificance.

v. The speed and extent of the previous move d@testhe significance of a support or resistancelld’rices
penetrate support (resistance) level generally aftaving down from a previous low (high) and hamgraround a level
for sometime.

vi. Support and resistance levels repeat theictffeness time and again, even if separated by rpaass.
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Q Sometimes the Price to sales ratio can even beantrary indicator of a company’s valuation. Elucidate. Also
suggest some similar better tool for valuation.

When analyzing companies, sometimes price-to-galiéés is of little help in understanding how a cany is really
valued by the market. There are two main reasoamsigthe Price to sales ratio for being a contiagycator

1.

Not all sales dollars are created equal.

Some sales come with a high degree of profitabilitiiile some only bring pennies on the rupees ieeed et's
take a real-world example of grocery store compegngus software behemoth. Take a look at each awyigpa
margins:

Company Grocery store Software
Gross Margin 86.9% 24.4%
Oper. Margin 47.6% 4.8%

Net Margin 41.0% 1.4%

It should be painfully obvious that every dollarsales that Software company brings in is much nvateable

(about 30x more valuable!) than every dollar iresghat Grocery store brings in. Comparing pricsdies ratio on
an apples-to-apples basis is not a good idea bedhassales of two different companies mean ewtildferent

things to the bottom line and, ultimately, to tlasle flow-generating capability of each. In the éPdce to Sales
Ratio figures would differ greatly. Any talk of salfigures without a concurrent talk of marginessless.

The Price to Sales Ratio ignores capital structa

One of the peculiarities of the Price to Sales dR@ithat it actually favors companies with highdis of debt.
Because it compares one number (market capitalizathat is dependent on a company's capital streicio
another number (sales) that is not, it essentiglipres whether a company is funded with equitgelnt. This is
not a trivial distinction. For example. Assume helthat we have three companies with exactly theesam
businesses. They each have identical future prtspec operating income, and the only differencihéscapital
structure and the amount of debt used to financh.ea

Details Company A Company B Company C
Sales Rs.100 Rs.100 Rs.100
Gross Profit Rs.40 Rs.40 Rs.40
Operating Income Rs.15 Rs.15 Rs.15
Interest Expenses 0 Rs.15 Rs.40
Pretax Income Rs.15 0 (Rs.25)
Taxes Rs.5 0 (Rs.8)
Net Income Rs.10 9 (Rs.17)
Total Assets Rs.200 Rs.200 Rs.200
Net Debt 0 Rs.150 Rs.400
Assumed Market Capitalization.  Rs.300 Rs.150 Rs.10
Price to Sales Ratio 3.0 15 0.1

Even though all of the companies are in the sanat dyperationally, the Price to Sales Ratio showas ¢bmpanies
B and C are actually cheaper than company A. I the Price to Sales Ratio points to company @asheapest
of the bunch, even though it is the one that appbaaded towards bankruptcy. Thus, this shows Higgier
amounts of debt actually tend to skew the PricBaies Ratio lower, sometimes significantly.

A better tool to use is the so-called "enterpriakig-to-sales” ratio, or EVSR. A company's entemxialue is the
company's market capitalization plus debt minushcaink of enterprise value as the buyout price @ould

have to pay to buy all the stock, retire all thbtdand then use the leftover cash to offset ths. &y comparing
enterprise value instead of market capitalizatiorsdles, at least we can take a company's capitaltsre into
consideration.

Finally, the Price to Sales Ratio is not only usgl|n many cases, but it can also sometimes bateacp indicator
of a company's valuation. This is why it is impottdo look at several ratios as a group to getrsesef a
company's cash-flow generating capacity and theeptie investors have to pay to get proportionéeesof that
cash flow.
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Q Technical Analysts observe moving average morerfécrossovers’ than for the changes in direction ad obtain
more clear-out buy-sell signals than those obtaindé from trendlines. With respect to this, discusstte principles
followed by moving averages.

Following are the principles followed by Moving Avagje Curve:

When the moving average rises above the price dimeyversal in bullish trend is signalled. Thib#&sed on the simple
logic that as long as price at the end of a peisaabove the average that prevailed in the immedgast, prices are on
an uptrend. The converse is true for confirmingahd of a bear market. The price line in that e@seld crossover the
moving average.

The price line moving average crossover has taxaeed cautiously when the price line and movingrage move in
opposite directions before the crossover. The plilne that falls below a rising moving average oimhgicates a
secondary reaction and need not signal a trendsalveSimilarly, a price line that rises above llirffg moving average
is an indication to sell.

A moving average represents a smoothened trendhanefore, also acts as a support/resistanceAirteclining price
line often finds support at the moving average lamel rallies without crossing the line. Similarby,rally in a bear
market meets resistance at the moving averageiuamsldown.

If the moving average is flat or has already betgunhange direction, a crossover by the price ikna fairly reliable
indicator of trend reversal.

The significance of a crossover signal depends targe extent, on the time span covered by a rgosirerage. A
moving average covering a longer time span is #dgtismoothening a long-term trend, and its crossdgemore
significant than a crossover of an average of shairhe span.

Q State some of the risk containment measures thaave been put in place to render the secondary maek, fair
and efficient.

A number of risk containment measures have beemmléce to render the secondary market, faireffidient.

» Screen based trading has brought efficiency am$parency. It has cut down the cost, time andingslved.
A large number of participants, irrespective ofithecation, now trade with one another anonymouasig
simultaneously providing equal access to everygilay

» Dematerialization has saved from the risk of l@sgansit or in custody, misplacement or mutilatitheft or
destruction, bad delivery or delayed delivery, @ggor duplicity, and also from irritating headas!ué
intimation of change of address, watching the r@agf bonus or rights shares, etc.

e Settlement Cycle of T + 2 days has been so smamtlsaccessful that it has received worldwide acatéon.

* The comprehensive risk management system now aepiehich is continually monitored and upgraded,
covers capital adequacy, margining, exposure ambver limits, online position monitoring and autati
disablement.

e Central Counterparty in the form of clearing cogtamm, which provides the platform to its tradingmmbers to
trade and ensures that the members meet teir tibliga

* Anindex based market circuit breaker system ig afgerative to curb unhealthy volatility. Theseoulitr
breakers applies at three stages of the index mentrmither way, at 10, 15 and 20 percent.

* The introduction of the derivatives in the marked ahe gradual enlargement of the basket of preduct
comprising Index Options, Index Futures, Stock @miand Stock Futures, has enhanced the liquiffigacy
of the market and also provided hedging opportesjtbesides tempering volatility in margining.

» Central Listing Authority had helped in harmonizithg listing requirement across the various stockanges
and centralizing the listing powers in one singléharity.

* The corporate governance standard is a cruciafémt ensuring investors confidence. While the @any
Law would take care of the basic requirement offtimen of corporate governance structure, SEBI isceoned
with the corporate governance.

* As a measure of regulatory dynamism, various gindslconcerning intermediaries, listed entitiesl tade
practices have been reviewed and suitably modified.

Several initiatives have been taken to improvedperational efficiency and transparency in equigrket and to

provide investors with the security issues of higlality and to enable entities to raise resournesost effective
manner.
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Q Comment on whether the stock should be bought, Ebor held at points A, B, C, D, and E based on thehare

price charts.
At point A, the price line rises above the movingiage line, which is showing a slight down treihés an indication to
sell. Around that time, the MACD indicator crossies reference line from below (C), and it is ani¢ation to buy.

At point B, the price line falls below the movirayerage line which is showing an uptrend. It cancbesidered a
secondary reaction and a bounce back of pricedahauexpected and it is an indication to buy. bidder, the MACD
line crosses the reference line from above (D)tamte is an indication to sell.

Technical Analysis Charts
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Q Technical analysts always confirm whether the A-Dines has made the final advance by waiting for downside
trendline penetration or a moving average crossoveBreadth of the market is popularly studied usingA-D lines.
Other techniques are also used along with the A-Dnles to measure breadth of the market. Describe befly the

popular methods of measuring the breadth of the mdeet.

Breadth of the market is popularly studied usin® Aines. Other techniques are also used along téhA-D

lines by technical analysts. The four popular mdshare
i. Stocks in positive trends

ii. Percentage of stocks over a moving average

iii. Diffusion indexes

iv. High-Low statistics

i. Stocks in Positive Trends
A stock which rallies after a decline to reach wimégh is said to be in an uptrend; a stock thattgto reach a

new low is said to be in a downtrend. The percente#gtock in an uptrend to the total stock traidezbmputed
and plotted on a graph. A rising market is expetteltave an increasing percentage of uptrend sRekersal is

signaled when stock in positive trend begin to disti.

ii. Percentage of Stock Over a Moving Average
A specific moving average for a number of stockiirss computed, and the percentage of the nuniizris
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above the average is ascertained. The percentajeat over a moving average increases in a barket, and
generally moves along with the positive trend inderputed in (i) above. When the percentage okstoger a
moving average reaches an extreme of 90-100 peocdrit-15 percent, it indicates that a substaptiaportion of
the prevailing move has taken place and that rale&ssmminent. When the percentage index revedgestion,
the reversal in market trend is almost immediate.
iii. Diffusion Index
A diffusion index momentum index is computed bycoédting the rate at which a certain group of stochkange
price over a given period of time. It is generalhfculated on either a wide number of stocks, muraber of
industry indexes. Also called the momemtum indesis@ in the index signals the onset of a bull reagnd vice
versa.
iv. High-Low Statistics
Technical analysts also study the high-low stasstd confirm market trends. A rising market shdugd
accompanied by a healthy number of net new highgrafsh of a net new highs can be plotted to be aéath
with a market index. If net new highs trace a seoiedeclining peaks while the index continueside,ra reversal
is imminent. Similarly, a graph of net new lows danexpected to signal the end of a bear marketnuthdoes
not confirm the new trough reached by the markaéxn This is because, a declining number of stoe&shing
new lows implies that larger number of stocks asesting the downtrend in the market index, ang #ignifies
the end of a bear market.
Breadth of the market, thus, is an important inicaf the depth of the prevailing trend, and isrofmense utility
to the analyst in identifying trend reversals

Q Forecasting economic scenarios is an integral padf the fundamental analysis process. What are thenportant
techniques of forecasting economic scenarios? Dissu

The important forecasting techniques are:

a. Leading Indicator approach

The lead indicator approach attempts to forecasgtneral economic conditions by identifying ecoimom
indicators that turn ahead of the change in thegghevel of economic activity. Economic indicaare
nothing but time series which tend to turn up awdan advance of or concurrent with, or after tber@mic
upturn or downturn. From figure given below, wedfitmnat indicator A turns ahead of the peak andginoaf
the business cycle whereas indicators B and Cituanison with or after the peak and trough ofdigele.

Leading Indicator
V\ /

Coincident Indicator

(/ Lagging Indicator

Peak Date Trough Date Time

So, to forecast the change in the economic comditiave will be obviously interested in leading tatbrs
because they provide advance signals of the tupangs in the economic activity.

While identifying a lead indicator for the purpos#dgorecasting, the analyst must ensure thatehd |
indicator fulfills the following criteria as closehs possible: (1) It should move smoothly from peeod to
another as it rises or falls and should turn slyampits peaks and troughs. If a series zigzagsguts
upward or downward swings, it becomes difficulkteow whether the ‘zig’ is a genuine turning pointao
temporary reversal of trend. (2) An ideal lead dadidr should always lead turning points of genbusiness
activity by the same number of months with no dalsads. (False leads are predictions of businessg
points which do not materialize). (3) It shouldddsy enough time to permit the user to make necgssa
alterations in his plans, but do not lead by a idimge interval that will make him disbelieve the
indicator. (4) The indicator should fit logicallyitiv the business cycle theory. The more logicapjpears
that a particular series will turn ahead of ecormeaainditions, the more assured the user can béshat
historical lead relationship will continue in thetdre.

Some of the leading economic indicators are tHeation of manufacturing capacity, residential
construction, corporate profits, and of courseghmeral level of stock prices. Since the movemetite
general level of stock prices is what we are ultghyainterested in forecasting, we should looktfaat

A
AN

Level of Economic Activity
(Measured by GNP}
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leading indicator which would act as a lead tol#zeling indicator under consideration.
The lead indicator approach is most valuable irgegting the direction of change in economic agtivBut
it does not convey any information on the magnitadd duration of the change. The other important
limitation of this approach is that the signals\ypded by the different lead indicators can be miXedther
words, some of the leading series might signatmthile the others might not, resulting in a sasio
problem of interpreting the same for the purposarafing at a forecast.
This limitation can of course be resolved by slstitlg only such lead indicator(s) that satisfy thiteria
mentioned above. The diffusion index approach dised in the next section partly attempts to resibige
problem of mixed signals.
b. Diffusion Indices
A diffusion index (as the name implies) is a measafrhow widespread (diffused) a phenomenon iscéfe
set up a diffusion index for leading indicatorsdmyinting the number of indicators that rise dudng
particular period and expressing it as a proporibtie total number of lead indicators and morsirdbly
in a percentage form. If five out of, say, ten iegdndicators rise during a particular month, tligusion
index for that month will be 50 percent. If, in thext month, seven rise (not necessarily includiththe
five which rose in the previous month), the indexthat month will be 70 percent. The user musritet
the diffusion index relative to the levels of tingléx in the past. Certainly a rise from 50% to 48%he
index is a stronger confirmation of a period ofmmic advance.
c. Econometric Model Building Approach
As far as short-term economic forecasting is came@ran approach based on econometric methodhdas t
advantage of providing a magnitude and directiotinéodependent variable (unlike the lead indicator
approach), say GNP. However, the user must undelsteat a precise estimate of the dependent variabl
(forecast value for GNP) obtained from the econoimetodel need not be an accurate one, because
accuracy of the forecast will ultimately depend miplee quality of data input, the validity of thesamptions
underlying the model, and above all upon the mbdéter’'s understanding of the underlying economic
theory.
Further, as stated in the Indian context it mushdted that, an econometric model for forecastihiPGn a
planned economy may not have much of a practitewaece because the planning priorities may change
significantly, besides the likely changes in govaemt regulation, fiscal policy, and the control ime&gisms
of money, credit, prices and wages. Econometricatsocan be meaningful for future projections if amdy
if the estimated co-efficients (like the interc&gdtand slope ‘b’ in a linear regression model) fmend to be acceptable
in respect of their stability over time.
d. GNP Model Building Approach
The GNP model building approach forecasts GNP érstiort-run by estimating the magnitudes of the
various components constituting GNP. If GNP ismedias C + 1 + G + X — M where C, |, G, X and Mnsta
for their standard definitions, then forecast f&WRsunder this approach is determined by estimatiag
likely values of C, I, G, X and M. To estimate taeomponents, the forecaster relies extensivethen
budget estimates of the Central and State Govertsyidie socio-economic surveys carried out by the
Government and private agencies, and the field datacted for this purpose.
Once the forecaster estimates these major commrenadds them together to come up with his estiofa
the GNP. He tests the forecast for internal coesst because of the interrelatedness of the GNeuats:
For example, a given level of consumption impliegeain level of savings, which affects business
investments which in turn affects production atiéd, and thus affects income and savings.
While these circular effects take place, otherdectike interest rates and inflation will also dféected. So,
the forecaster must ensure that his estimatesiéodifferent components take care of such intealjgk
Apart from testing the forecast for internal cotesigy, the forecaster also examines it for external
consistency by comparing it with forecasts obtaineder other methods like the econometric model
building approach.
The major advantage of this approach is its vdityatsince the GNP forecast is adjusted for aticipated
changes and tested for internal consistencyJikedy to be a reliable one. But the approach imda
demanding and calls for a vast deal of judgmentiagenuity. The approach has been succinctly desdri
by Lewis and Turner as “an effort to build a vielth® short-run business outlook that is compreivens
that is as quantitatively precise as the statauokaowledge permits, that is internally consistémat draws
upon rather than sidesteps all the pertinent insighmodern aggregative economics but, at the samae
does not make a fetish of the theoretical rigastdad, the technique seeks to exploit any andrialeaces of
business prospects that may come to hand. It teplarly distinguished from pure econometric model
building by its heavy use of data concerning theaade plans and commitments of certain spendingp;0o
and it retains a sizeable place for judgment a@e-frand adjustments’.
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