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Introduction

Analyzing stocks for long term investing generally refers to the art of stock picking - selecting stocks based on a certain set of criteria, with the aim of achieving a rate of return that is greater than the market's overall average. Before exploring the vast world of stock-picking methodologies, we should address a few misconceptions. Many investors new to the stock-picking scene believe that there is some infallible strategy that, once followed, will guarantee success. But the fact is that there is no foolproof method of picking the stock. 

Basics of stock-picking

We need to know some “unforgettable basics” before we enter the world of investing in stocks. The stock market is a field dominated by savvy investors who know the ins-and-outs of the market. For people who are not “on the inside”, the stock market can be a VERY dangerous place. 

Don't even consider "tips" that tell  about "hot stocks". Consider the source: There are many people in the market who put in all their time and effort in promoting certain stocks. They do this because they have their money invested in those stocks. If they can get enough people to buy the stock and they can get the stock price to rise, they will sell the stock for a huge price, the stock price will crash and they will walk off to promote another stock.  It's extremely important that one must always use his own brain. Relying on the advice of others, no matter how well intentioned it may be, is almost always a complete disaster. Make sure one dig in and really examine the "facts about the companies" before he invest. Ignore press releases which have very little substance, and rely on "hype" to tell the company's story.

So, stock-picking is often viewed as an art rather than a science. There are a few reasons for this: 

1. So many factors affect a company's health that it is nearly impossible to construct a formula that will predict success. It is one thing to assemble data that we can work with, but quite another to determine which numbers are relevant. 

2. A lot of information is intangible and cannot be measured. The quantifiable aspects of a company, such as profits, are easy enough to find. But how do we measure the qualitative factors, such as the company's staff, its competitive advantages, and its reputation and so on? This combination of tangible and intangible aspects makes picking stocks a highly subjective, even intuitive process. 

3. Because of the human (often irrational) element inherent in the forces that move the stock market, stocks do not always do what we anticipate they'll do. Emotions can change quickly and unpredictably. And unfortunately, when confidence turns into fear, the stock market can be a dangerous place. 

                        Having understood all the basics of the stock market and the risk involved, now we will go into stock picking and how to pick the right stock. Before picking the right stock we need to do some analysis. 

There are two major types of analysis: 

A)    Fundamental Analysis

B)   Technical Analysis

A)  Fundamental analysis is an examination of future earning potential of a company, by looking into various factors that impact the performance of a company. The prime objective of a fundamental analysis is to value the stock and accordingly buy and sell the stock according to its valuation in the market. The fundamental analysis consists of economic, industry and company analysis. This approach is sometimes referred to as top-down method of analysis.

General Strategy 

To a fundamentalist, the market price of a stock tends to move towards its “real value” or “intrinsic value”. If the “intrinsic/real value” of a stock is above the current market price, the investor would purchase the stock because he knows that the stock price would rise and move towards its “intrinsic or real value”

If the intrinsic value of a stock was below the market price, the investor would sell the stock because he knows that the stock price is going to fall and come closer to its intrinsic value.

All this seems simple. Now the next obvious question is how do we find out what the intrinsic value of a company is? Once we know this, we will be able to compare this price to the market price of the company and decide whether we want to buy it (or sell it if we already own that stock).  

To start finding out the intrinsic value, the fundamentalist analyzer makes an examination of the current and future overall health of the economy as a whole. 

After we analyzed the overall economy, we have to analyze firm we are interested in. We should analyze factors that give the firm a competitive advantage in its sector such as management experience, history of performance, growth potential, low cost producer, brand name etc. Find out as much as possible about the company and their products. 

After we understand the company & what they do, how they relate to the market and their customers, we will be in a much better position to decide whether the price of the companies stock is going to go up or down.

Understanding the theory part of Fundamental analysis:-

A) Company Analysis---

Check list for company analysis—

1) Background :- when and where the company promoted? How long it has been in operation? This information helps to know whether it’s an established or new company.

2) Promoters and management:-- this is the most important criterion for selecting a company. In India we don’t have dearth of suckers and fly by night  operators, who siphon off funds, cheat investors and shareholders and manipulate annual report. A company backed by good promoters fetches a high p/e ratio. e.g.- Tatas and vice versa.

3) Capital history:- there are companies who are too liberal in declaring bonus (e.g.- Colgate pamolive) or right issue. Such companies are a good bargain. similarly some companies mismanage debts and approaches to capital market too often. These companies should be avoided.

4) Growth:- Check the past growth in terms of sales, assets and profits. A high growth oriented company always has potential to be a blue chip.

5) Market share:- it has been observed that companies with high market share generally have higher profitability and vice versa.

6) Marketing capabilities:- for this ,one may consider, how is the company’s product faring in the market? How good is its brand image? How is the distribution network?

7) Resource  availability:- availability of resource has a big influence on industries. A plant set up in  a location away from its raw materials sources can prove erroneous.

8) Profitability:- the past trend of profitability is one of the easy ways to judge the ability of a company.

9) Capital structure:- how sound is company in debt management? Is there a chance of default of repayment/ will the future EPS and profits be eroded by rising interest cost? For answer one must study the capital structure ratio.

10) Liquidity:- apply liquidity ratios to know if the company has enough liquidity for making payments for day to day operation.

11) Turnaround company:- If one come across a company that is turning around after years of loss making operations, be sure  its prices would shoot up. The best time to make such evaluation is half yearly results.

B) Industry Analysis:--

                  For the analyst industry analysis calls for insight into 1) the key sectors or subdivisions of overall economic activity that influence particular industries and 2) the relative strength or weakness of particular industry or other grouping of economic activity.

Major classifications:-

The industry can be classified by product and services in the categories like basic industries, capital goods, consumer durables, consumer non-durables, consumer service, energy, financial services, health care, public utilities, technology and transportation etc. 

Classification based on business cycles:- Industry can be classified to its reaction to upswings and downswings of the economy which is known as business cycles. General classification of the industry based on the business cycles are—

1) growth industry:- the major characteristics of a growth industry are higher rate of expansion, growth  in earnings and independent of the business cycle. Often associated with technological changes or innovative means of carrying out things. Between 40’s and 60’s industries like photography , colour television, computers, pharmaceuticals, office equipments were growth industries

2) cyclic industries:- it is most likely to benefit from a period of economic prosperity and suffer from economic recession. Consumer durables are the major cyclic industry.

3) Defensive industry:- it is likely to get least affected during the periods of economic downswing as consists of items necessary for existence. The demand for these products  is considered to be counter cyclical. Food processing industry, consumers non durables fall in the category of defensive industry.

Other factors:- past sales and earnings performance, govt policy and regulation towards industry, labour condition, competitive condition, industry life cycle, international investing community attitude,  industry share price etc.

C) Economic Analysis:-

It is important to analyze the economic activity in which all the companies operate. The economic activity affects profits of the company, investors attitude as well as expectation and value of a security.

Economic indicators:-

Global economy:- the top down analysis of a company starts with global and domestic economy. The globalization affects the companies prospects of exports , price competition and exchange rates.

Domestic economy:-

1) GDP:- is the measure of the total goods and services in an economy. Growing GDP indicates an expanding economy. An Indian economy is affected by agricultural productions as well as industrial production and services. The good and normal monsoon indicates a good and normal agricultural production and increasing income of farmers and agricultural labour. Industrial production statistics reveal that status of industrial activity in the country

2) Employment:- unemployment rate is the percentage of total labour force in the country. the unemployment rate indicates how the economy operates at full capacity.

3) Inflation:- it is the rate at which the general level of prices are rising. High rate of inflation indicates economy is operating with full associated with demand for goods and services  exceeds production capacity. The govt should try to trade of between inflation rate and unemployment rate to increase the employment as well as decrease the inflation rate.

4) Interest rates:-  an interest rate determines the present value of cash flows, high interest rate affect the demand for housing and high value consumer durables. The real interest rate is an important factor for business activity.

5) Budget deficit:- it is the difference between the govt revenues and spendings. Higher budget deficit indicates higher govt borrowings which pressures up interest rates. The excessive govt. borrowing will crowd out private borrowing if the borrowing is unchecked. Fiscal deficit is the budget deficit plus borrowing. Higher fiscal deficit indicates higher govt spending or unproductive spending.

Other factors:- money supply, fiscal policy, monetary policy, manufacturing and trade sales, labour productivity, index of consumer expectations, new acquisition of plant and machinery by corporate, stock prices , personal income , tax collection by the govt,FII investments, FDI investments, credit off takes etc.

Digging into the details:-

                      Having understood the basics of fundamental analysis, let us go into some more details. 

When investing in the stocks, we want the price of our stock to rise. Not only do we want our stock price to rise, we want it to rise FAST! So the challenge is to figure out which stock prices are going to rise fast? 

Some stocks are cheap and some are costly. Some are worth Rs.500 and some are even worth 50paise. But the price of the stock is not important. The price of the stock does not make a stock good to buy. What is important is how much the price of the stock is likely to rise.  

If we invest Rs.500 in one stock of Rs.500 and the price goes up to Rs.540 we will make Rs.40. However, if we invest Rs.500 in a 50paise stock, we will have 1000 stocks. If the price of the stock goes up from 50paise to Rs.1, then the Rs.500 we invested is now Rs.1000. We made a profit of Rs.500. 

If we understand this, we can see that the price of the stock is not important. What is important is the rise in the stock’s price. More specifically the “percentage” rise in the stock price is important. 

If the Rs.500 stock becomes worth Rs.540, then that is an 8% rise. This 8% rise only makes us Rs.40. On the other hand when we invest the same Rs.500 in the 50paise stock and the stock price goes up to Rs.1, it is a 100% rise as the stock price has doubled. This 100% rise makes us Rs.500. 

The point is that when picking a company, we are interested in a company whose stock price will rise by a large percentage. 

Please note: Looking at the above paragraphs, it may seem like a good idea to buy all the really cheap 50paise and Rs.1 stocks hoping that their price will rise by 100% or more. This sounds good, but it can also be really  bad some times! These really small stocks are very volatile and unless we know what we are doing, never get into them. 

However, the point to be noted is that we are interested in stocks that will have the highest % rise in the stock price. Now the question is, how we compare stocks. How do we compare a stock worth Rs.500 to a stock worth 50paise and figure out which one will have a higher percentage rise. 

How do we compare two companies that are in different fields and different industries? How do we know which one is fundamentally strong and which one is week? 

If we try to compare two companies in different industries and different customers it is like comparing apples and elephants. There is no way to compare them! 

So fundamental analysts use different tools and ratios to compare all sorts of companies no matter what business they are in or what they do!

Understanding Earnings per share (EPS) ratio 

Even comparing the earnings of one company to another really doesn’t make any sense, if we think about it. Earnings will tell us nothing about how many shares the company has. Because we do not know how many shares a company has, we do not know how many parts that companies earnings have to be divided into. If the company has more shares, the earnings will be divided into more parts.

For example, companies A and B both earn Rs.100, but company A has 10 shares outstanding, so each share holder has in effect earned Rs.10.

On the other hand, if company B has 50 shares outstanding and they too have earned Rs.100 then each shareholder has earned Rs.2. So we see it is important to know what is the total number of outstanding shares are as well as the earnings.

Thus it makes more sense to look at earnings per share (EPS), as a comparison tool. We calculate earnings per share by taking the net earnings and divide by the outstanding shares. 

EPS = Net Earnings / Outstanding Shares 

So looking at the EPS ratio, we should go buy Company A with an EPS of 10, right? EPS is not the only basis of comparing two companies, but it is one of the methods used. 

Note that there are three types of EPS numbers: 

•
Trailing EPS – last year’s numbers and the only actual EPS 

•
Current EPS – this year’s numbers, which are still projections 

•
Forward EPS – future numbers, which are obviously projections  

EPS doesn’t tell we whether it’s a good stock to buy or what the market thinks of it. For that information, we need to look at some other ratios ….

 Understanding Price to earning (P/E) ratio 

If there is one number that people look at than more any other number, it is the “Price to Earning Ratio (P/E)”. The P/E is a ratio that investors throw around with confidence as if it told the complete story. Of course, it doesn’t tell the whole story (if it did, we wouldn’t need all the other numbers.) 

The P/E looks at the relationship between the stock price and the company’s earnings. The P/E is the most popular stock analysis ratio, although it is not the only one we should consider. 

We calculate the P/E by taking the share price and dividing it by the company’s EPS (Earnings Per Share that we saw above)

P/E = Stock Price / EPS 

For example: A company with a share price of Rs.40 and an EPS of 8 would have a P/E of: (40 / 8) = 5

 What does P/E tell us ? 
Some investors read a high P/E as an “overpriced stock”.

However, it can also indicate the market has high hopes for this stock’s future and has bid up the price. 

Conversely, a low P/E may indicate a “vote of no confidence” by the market or it could mean that the market has just overlooked the stock. Many investors made their fortunes spotting these overlooked but fundamentally strong stocks before the rest of the market discovered their true worth. 

In conclusion, the P/E tells we what the market thinks of a stock. It tells we whether the market likes or dislikes the stock. If things are vague and unclear to us, do not worry. The next ratio will make everything we read till now make sense……

 Understanding PEG (Price to future growth ratio!)

The market is usually more concerned about the future than the present, it is always looking for some way to figure out what is going to happen in the companies future. 

A ratio that will help we look at future earnings growth is called the PEG ratio. 

We calculate the PEG by taking the P/E and dividing it by the projected growth in earnings. 

PEG = (P/E) / (projected growth in earnings) 

For example, a stock with a P/E of 30 and projected earning growth next year of 15% would have a PEG of 30 / 15 = 2. 

What does the “2” mean?

Technically speaking the lower the PEG number, the less we pay for each unit of future earnings growth. So even a stock with a high P/E, but high projected earnings growth may be a good value.

So, to put it very simply, we are interested in stocks with a low PEG value. 

Just for the sake of understanding, consider this situation, we have a stock with a low P/E. Since the stock is has a low P/E, we start do wonder why the stock has a low P/E. Is it that the stock market does not like the stock? Or is it that the stock market has overlooked a stock that is actually fundamentally very strong and of good value? 

To figure this out, we look at the PEG ratio. Now, if the PEG ratio is big (or close to the P/E ratio), we can understand that this is probably because the “projected growth earnings” are low. This is the kind of stock that the stock market thinks is of not much value.

On the other hand, if the PEG ratio is small (or very small as compared to the P/E ratio, then we know that it is a valuable stock) we know that the projected earnings must be high. We know that this is the kind of fundamentally strong stock that the market has overlooked for some reason.

Important note: We must understand that the PEG ratio relies on the projected % earnings. These earnings are not always accurate and so the PEG ratio is not always accurate. 

Understanding other important Ratios for fundamental analysis:-

There are various other ratios which we can use for our analysis, which are listed here along with their brief interpretation. All these ratios can help in carrying out an efficient analysis of a firm. However, it is always prudent to this comparative analysis for a particular firm for different years or for a particular year, with respect to its competitors within the industry. It will not be wise to compare the performance of two companies from different industries as there will be variations in their composition of assets and liabilities and cost structure because of the difference in their nature of business.
 1. Liquidity ratios 

a. Current ratio = Current Assets
                            Current Liabilities

Indicates:

* Short term solvency of a firm
* Its ability to pay-off its Current Liabilities
* Rupee of Current Assets available for each rupee of Current Liabilities
* Should not be very high, as that may indicate that the funds are blocked in Current Assets which do not earn any return

b. Quick (Liquid) ratio =   Current Assets-Inventories
                                                    Current Liabilities

Indicates:

* Short term solvency of a firm
* It is a comparatively rigorous test as huge amount may be blocked in inventories which may have inflated the current ratio
* Inventories are considered as the least liquid among the current assets

2. Profitability ratios 

a. Gross Profit ratio = Gross Profit * 100
                                             Sales

where,

Gross Profit = Sales – Cost of Goods Sold 

* Higher Gross Profit ratio indicates lower Cost of Goods sold and vice-versa 

b. Net Profit ratio = Profit after Tax * 100
                                            Sales

* Higher Net Profit ratio indicates lower Cost of Good Sold, operating expenses like administrative, selling and distribution expenses and financing expenses and vice-versa

c. Return on Investment = Operating Profit * 100
                                                   Total Assets 
where,

Operating Profit = Gross Profit – Operating Expenses

Indicates:

* Profitability of investment made by creditors and shareholders
* Operating Profits are the profits available to pay interest, taxes and dividends

d. Return on Equity = Profit after Tax – Preference Dividend * 100
                                                               Net Worth 
where,

Net Worth = Equity Share Capital + Reserves and Surplus

Indicates:

* Whether equity shareholders are earning satisfactory return on their investment

3. Turnover ratios

a. Asset Turnover ratio = Sales * 100
                                    Total Assets 

Indicates:

* Sales earned per rupee of investment
* Higher the ratio, more efficient the company is in utilizing its assets

b. Average Inventory Age (in months) = _____12________* Avg. Inventory 
                                                                    Cost of Goods Sold 

where,

Avg. Inventory = Opening Inventory + Closing Inventory
                                             2 

Indicates:

* How quickly inventory is disposed
* Lower the ratio, it is good as it indicates lesser amount of funds blocked in the inventory
* Excessive lower ratio may indicate underinvestment in the inventory which may result in not meeting customer demand

c. Average Collection Period (in months) =  _____12______* Avg. Debtors 
                                                                               Credit Sales 
where,

Avg. Debtors = Opening Debtors + Closing Debtors
                                            2 

Indicates:

* How quickly cash is received from the debtors for the good sold
* Lower the ratio, better the collection efforts and quality of debtors

d. Average Payment Period (in months) =  _____12______* Avg. Creditors 
                                                                         Credit Purchases 

where,

Avg. Creditors = Opening Creditors + Closing Creditors
                                              2 

Indicates:

* How quickly cash is paid to the creditors for the raw material purchased
* Lower the ratio, better the credit standing and reputation of the firm

4. Solvency ratios 

a. Debt-Equity ratio = Total Debt
                                 Equity 

Indicates: 

* Higher the ratio, greater the dependence on the borrowed funds and greater the interest payments
* Implies higher risk for the lenders as the amount contributed by the equity shareholders is comparatively less

b. Interest Coverage ratio = Operating Profit 
                                                       Interest 

Indicates:

* Higher the ratio, more are the profits available to pay interest to the lenders
* Excessive high ratio may indicate conservative approach of the firm by using equity which results in higher cost of capital 

5. Other ratios

c. Dividend Payout ratio = Dividend per Share * 100
                                  Earning per Share 

Indicates:

* The percentage of earnings paid to the equity shareholders as dividends

d. Price to Book Value ratio = Market Price per Share
                                        Book Value per Share 

where,

Book Value per Share = _________Net Worth________
                              No. of Outstanding Equity Shares 

Indicates:

* Higher the ratio, better the growth prospects for the firm.

B) Technical Analysis:-

In fundamental analysis, a value of a stock is predicted with risk-return framework based on economic environment. An alternative approach to predict the stock price behavior is known as technical analysis. It is frequently used as a supplement rather than a substitute to fundamental analysis. Technical analysis is based on notion that security prices are determined by the supply of and demand for securities. It uses historical financial data on charts to find meaningful patterns, and using the pattern to predict the future prices.
Edward and Magee formulate the basic assumptions underlying technical analysis:-

· The interaction of supply and demand determine the market value of security

· Various factors both rational and irrational factors, govern the supply and demand of securities

· Stock price tend to move in trend which persist for an appreciable length of time

· Changes in trend are caused by shifts in supply and demand

· Shift in supply and demand can be detected sooner or later in charts of market action.

· Some chart pattern tend to repeat themselves

          However the fundamental analysis estimates the intrinsic value of a security while technical analysis seeks to estimate security prices rather than values.

Tools in technical Analysis:-

1) Dow’s theory 2) Moving average method 3) price versus volume change 4) the advance decline line 4) the Rate of Change(ROC) analysis 5) New high and new low indicator 6) the Elliot ware theory 7) trending 8) Channels 9) Patterns

Is Technical Analysis a Long-Term Strategy? 
                             The answer to the question above is no. Definitely not. Technical analysts are usually very active in their trades, holding positions for short periods in order to capitalize on fluctuations in price, whether up or down. A technical analyst may go short or long on a stock, depending on what direction the data is saying the price will move. If a stock does not perform the way a technician thought it would, he or she wastes little time deciding whether to exit his or her position, using stop-loss orders to mitigate losses. Whereas a value investor must exercise a lot of patience and wait for the market to correct its undervaluation of a company, the technician must possess a great deal of trading agility and know how to get in and out of positions with speed.  

Following are some of the points in favour of fundamental analysis as compared to technical analysis while  analyzing stocks for long term investment:-

1) Technical analysts seek to forecast short, medium term security prices ( and short term movement of market) rather than long run values of the securities, unlike the fundamentalists.

2) Technical analysts also try to forecast short term shifts in supply and demand that will affect the market price of one or more securities and ignore any firm related, industry related, economy related information as fundamentalists do.

3) A fundamentalist believe that long term security values can be gauged by studying the main factors relating to the firm, the industry and the economy. A technical analysts work on the premise that short term price movements can be predicted on the basis of price-volume study, chart pattern of individual stocks, and other technical market indicators.

                                         So to conclude, we can say that technical analysis useful for short term investors, while fundamental analysis is for long term investor. As a long term investors, one should be confident that his estimation of share value in the long run will be achieved. Yet, many a time despite one’s value judgment timing is crucial as far as buying and selling is concern. In those cases technical analysis may prove useful though we cannot predict the volatility of market with confidence.

