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MB FC 01: Security Analysis & Portfolio Management

Unit – III (Security Analysis and Fundamental Analysis)

Security Analysis
Security is an instrument of promissory note or a method of borrowing or lending, or a source of
contributing to the funds needed by the corporate body or non-corporate body.
Portfolio is a combination of securities with different risk-return characteristics will constitute portfolio
of the investor.
Security analysis is the first part of investment decision process involving the valuation and analysis of
individual securities. Security Analysis is primarily concerned with the analysis of a security with a view
to determine the value of the security, so that appropriate decisions may be made based on such
valuation as compared with the value placed on the security in the market.
Two basic approaches of security analysis are fundamental analysis and technical analysis.
The analysis may be on the following lines:
Security Analysis is based on the following parameters:-
(i) Fundamental Analysis: This involves the determination of the intrinsic value of the Share based on
the Company’s profits and dividend expectations.
Economic Analysis: It is concerned with the analysis of the overall economy, of which the entity is a
part. Economic analysis is used to forecast National Income with its various components that have a
bearing on the concerned industry and the company in particular.
Industry Analysis: It involves analysis of the specific industry to which the company belongs as against
analysis of the economy as a whole.
Company Analysis: Economic and industry framework provides the investor with proper background
against which shares of a particular company are purchased. Company Analysis requires the assessment
of the particular company in which the investment is sought to be made. This requires careful
examination of the company’s quantitative and qualitative fundamentals.
(ii) Technical Analysis: Technical Analysis is concerned with the fundamental strength or weakness of a
company or an industry; as reflected by investor and price behaviour. It is the study and analysis of
Security Price movements on the following assumptions —

 There is a basic trend in the share price movements
 Such trend is repetitive.
 Share prices have little relationship with Intrinsic Value and based more on investor psychology

and perception.
The purpose is to make an in-depth analysis of the company and its relative strength with reference to
other companies in the industry, the investor decides whether he should buy or sell the securities of the
company.
A detailed explanation is made hereunder:
Fundamental Analysis
Fundamental analysis is used to determine the intrinsic value of the share by examining the underlying
forces that affect the well being of the economy, industry groups and companies. Fundamental analysis
is to first analyze the economy, then the Industry and finally individual companies. This is called as top
down approach.
The actual value of a security, as opposed to its market price or book value is called intrinsic value. The
intrinsic value includes other variables such as brand name, trademarks, and copyrights that are often
difficult to calculate and sometimes not accurately reflected in the market price. One way to look at it is
that the market capitalization is the price (i.e. what investors are willing to pay for the company) and
intrinsic value is the value (i.e. what the company is really worth).
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Bottom-up approach, where investors focus directly on a company’s basic. Analysis of such information
as the company’s products, its competitive position and its financial status leads to an estimate of the
company’s earnings potential and ultimately its value in the market. The emphasis in this approach is on
finding companies with good growth prospect, and making accurate earnings estimates. Thus bottom-up
fundamental research is broken in two categories: growth investing and value investing
 Growth Stock: It carries investor expectation of above average future growth in earnings and

above average valuations as a result of high price/earnings ratios. Investors expect these stocks
to perform well in future and they are willing to pay high multiples for this expected growth.

 Value Stock: Features cheap assets and strong balance sheets. In many cases, bottom-up
investing does not attempt to make a clear distinction between growth and value stocks. Top-
down approach is better approach

At the economy level, fundamental analysis focus on economic data (such as GDP, Foreign exchange
and Inflation etc.) to assess the present and future growth of the economy.
At the industry level, fundamental analysis examines the supply and demand forces for the products
offered.
At the company level, fundamental analysis examines the financial data (such as balance sheet, income
statement and cash flow statement etc.), management, business concept and competition.
In order to forecast the future share price, fundamental analysts combines the economic, industry and
company analysis. If the intrinsic value is lower than the current value, fundamental analysis
recommends to buy the share and the vice versa is also true.
Economic analysis
Economic analysis occupies the first place in the financial analysis top down approach. When the
economy is having sustainable growth, then the industry group (Sectors) and companies will get benefit
and grow faster. The analysis of macroeconomic environment is essential to understand the behavior of
the stock prices.
The commonly analysed macro economic factors are as follows:-
 Gross domestic product (GDP): GDP indicates the rate of growth of the economy. GDP

represents the value of all the goods and services produced by a country in one year. The higher
the growth rate is more favorable to the share market.

 Savings and investment: The economic growth results in substantial amount of domestic
savings. Stock market is a channel through which the savings of the investors are made available
to the industries. The savings and investment pattern of the public affect stock market.

 Inflation: Along with the growth of GDP, if the inflation rate also increases, then the real rate of
growth would be very little. The decreasing inflation is good for corporate sector.

 Interest rates: The interest rate affects the cost of financing to the firms. A decrease in interest
rate implies lower cost of finance for firms and more profitability.

 Budget: Budget is the annual financial statement of the government, which deals with expected
revenues and expenditures. A deficit budget may lead to high rate of inflation and adversely
affect the cost of production. Surplus budget may result in deflation. Hence, balanced budget is
highly favorable to the stock market.

 The tax structure: The tax structure which provides incentives for savings and investments.
 The balance of payment: The balance of payment is the systematic record of all money transfer

between India and the rest of the world. The difference between receipts and payments may be
surplus or deficit. If the deficit increases, the rupee may depreciate against other currencies.
This would affect the industries, which are dealing with foreign exchange.

 Monsoon and agriculture: India is primarily an agricultural country. The importance of
agricultural in Indian economy is evident. Agriculture is directly and indirectly linked with the
industries. For example, Sugar, Textile and Food processing industries depend upon agriculture



Prepared by: Mr. R A Khan, Visiting Faculty Page 3

for raw material. Fertilizer and Tractor industries are supplying input to the agriculture. A good
monsoon leads better harvesting; this in turn improves the performance of Indian economy.

 Infrastructure: Infrastructure facilities are essential for growth of Industrial and agricultural
sector. Infrastructure facilities include transport, energy, banking and communication. In India
even though Infrastructure facilities have been developed, still they are not adequate.

 Demographic factors: The demographic data provides details about the population by age,
occupation, literacy and geographic location. This is needed to forecast the demand for the
consumer goods.

 Political stability: A stable political system would also be necessary for a good performance of
the economy. Political uncertainties and adverse change in government policy affect the
industrial growth.


