Understanding Equities & Investments


Introduction

Rakesh Jhunjhunwala, India’s foremost stocks investor (& trader) believes that markets cannot be taught, they need to be learnt. And he is very much correct in saying so. While one can teach you terms, transaction cycles, and operations of the stock markets, no one can really teach performance of the markets and its predictability. There is no full proof formula that will ensure success in the markets 100% of time. One learns the best with his/her own experience and viewing things from a personal perspective, taking cues from social, economical, political happenings around. Having said so, here is some basic information that may be useful for people looking forward to invest in the stock markets.
Looking at the kind of wealth generation that stock markets have catalyzed and the market’s tumultuous swings in the recent times, everyone wants to take part in the “Advantage – India” race. Students, housewives, executives, and even small time shopkeepers have flooded the gates of broking firms to open Demat and trading accounts.
Stock market is a vast topic if one were to learn everything about it. The more you read and understand, the more you will keep going deeper into it to explore and experiment. Before getting into basic, concepts, and strategies, let us look various points of view that people use for trading in stock markets.
· Gambling: When you use luck to trade and decide about your fortune. The invisible hand decides it all.

· Speculating: Very much similar to gambling, the only difference being that you are not sure of what you are doing and indulge in panic selling (sell all that you bought if the price falls suddenly).
· Investing: You are sure of what you are doing and understand it thoroughly. You are confident of your calls and don’t depend on luck entirely.
Whether you are a trader or an investor would depend on the time period for which you hold your positions in the markets. However, typically gambling and speculating are traders’ practices, and investors don’t really stand by it. An investor would preferably look at reaping benefits by being invested for some longer time. 

Ideally, three different time horizons can be defined. However, there are very few investors/traders that strictly follow these terms.
· Short Term: Any period upto one year.
· Medium Term: Anything from 1 year to 3 years.
· Long Term: Anything above 3 years.
Traders (and speculators) are involved in very short terms lasting for a single day (intraday trading) or upto a week.
Stock Market Terms
The stock market vocabulary is quite exhaustive and it is advisable for investors (at least beginners) to be familiar with some basic terms and concepts to be able to speak the stock market language. Given below are definitions of some basic terms. The list is just indicative and does not cover all the relevant terms. Readers can use other reference material (books, magazines, Internet) for explanations on specific terms.
· Stock Market – The market place where shares are traded through exchanges. It is also known as equity market or capital market. Capital markets are among the most important element of the economy.
· Shares – the entity that is traded on the stock exchanges. It denotes the share of your ownership in a company. Shares are also referred to as stocks or equities, and also sometimes as scrips.
· Face Value – It is a nominal value of the share quoted by the issuing company. Face value is the original cost of the share and is stated on the shares certificate. “Par Value” or just “Par” is the other term used for face value.

· Market Capitalization – It is the total value of company’s shares in the market. Market capitalization is the product of shares current market price and total number of shares in the market.
· Index – It is a statistical measure of the state of the stock market, based on the performance of stocks. Sensex and Nifty are two indices that are primarily used in India.
· Sensex – An index that represents the performance of stocks of companies listed on the Bombay Stock Exchange (BSE). Note that only 30 selected companies out of all the listed companies are used to compute Sensex. There are various parameters that are considered when including companies for index calculation.
· Nifty – Similar to Sensex, Nifty is the performance of selected companies on the National Stock Exchange (NSE). However, in this case 50 companies are selected for index calculation.
· Beta – This factor helps in determining the volatility of the stock price when compared with the index i.e. by what ratio does the stock price fluctuate when the index rises or falls. The stock is said to be more volatile when it has a high beta.
A negative beta means the stock prices move in inverse proportion when compared to index i.e. the stock prices will go up when the index is falling and vice versa.
· SEBI – Securities Exchange Board of India (SEBI) is the market regulator in India for capital markets and investments. SEBI was formed in 1992 that looks after market stability and quality of markets by creating and enforcing regulations.
· Demat – Demat simply means Dematerialization. It is an electronic form of physical shares certificate. With the advent of computers and Internet technology, shares can be registered and transferred electronically.
· Broker or Brokerage Firm – An agent that acts as a link between the investors/traders and the stock market. A broker (or a brokerage firm) facilitates shares trading and does not actually own the shares. A fee is charged for various types of transactions and is termed as brokerage for the services it offers.
· Bonus Issue – A company may sometimes issue bonus shares to all its shareholders. Announcing a bonus issue and proportion of bonus shares to be given depends on the various parameters decided by the company. The company may issue 1 bonus share for every 5 shares held, for example.
· Stock Split – The stocks are divided into multiple shares such that number of shares with each holder increases but the percentage of holding remains the same. Also the stock price is reduced proportionately. For example, if the company decides two-for-one split, each stockholder receives two shares for every share held. The worth of new shares becomes half that of the old shares (price before split). Thus the overall market capitalization of the company remains the same.
· Dividend – Companies sometimes distribute their profits to their shareholders by way of dividend. Dividend is usually issued on face value. For example, if the face value of company’s share is Rs. 10 and it announces dividend payout of 20%, then shareholders receive Rs. 2 for every share held. 
· Technical Analysis – It is an analysis that involves future predictions and performance of a share price depending on its earlier price movements, trends, and chart patterns.
· Fundamental Analysis – This analysis takes into account the financial strength of the company, its performance in terms of its products, services, management, and economy upto a certain extent.
· Earnings Per Share (EPS) – This ratio gives a view about the company is earning for every share and is among the most important determinant of your buying decision. It simply means the ratio of the company’s net earnings in last 12 months to the total number of shares in the market. For e.g. if company’s earnings are Rs. 4 crores and the number of shares is 2 crores then, the EPS is 2.
EPS is a helpful indicator when comparing two companies in the same sector. Higher the EPS better is the company to buy.
· Price / Earnings Ration (P/E) – An EPS of a company may not be a sufficient indicator all by itself. P/E ratio also, along with EPS, can help significantly in making a buying decision. P/E is ratio of share price to EPS. Usually companies with lower P/E are considered to be a good value buy. However, it does not rule out the possibility of a company with a higher P/E could be a bad investment. The company could have a promising future and could undergo metamorphic growth over a long term, and hence may command a high P/E. Blue chip companies will generally have a higher P/E.
· Rally – The upward movement of the stock market (stock prices and/or index) is generally referred to as rally. It usually happens when lot of buying action (increase in demand) takes place in the market. 
· Correction – The downward movement of the markets is termed as correction. After a big rally when the markets start a reverse trend, it is called a correction. This typically happens when there is a selling pressure (increase in supply) in the markets.
· Circuit – Most of the companies have an upper and lower limit on their stock prices upto which it can rise or fall respectively. When the stock price hits its lower level it is called ‘Lower Circuit’ and when it goes to upper level it is called ‘Upper Circuit’. The circuit limits are usually 5%, 10%, and 20% on either side. Note that certain companies do not have such price movement restrictions. Indices are also governed by circuit filter of 10% on either side. The exchanges are temporarily closed and trading is halted for about an hour when such a condition arises.
· Intraday – As the name suggests, it conveys the happenings that take place within a single day from opening to closing of the markets (trading session). Intraday details are important for day traders, who settle their buy and sell positions in a single trading session.
· 52-Week Highs & Lows – The high and low prices that a stock has touched in 12 months (52 weeks) of a given financial year. These are important indicators for investors that may help in buying or selling of stocks. 

· Support Level – It is a price level below which the stock price may not fall. After a continued downfall, the stock price may rest in some price zone for some time; this is usually called a support level. A lot of buyers are seen to enter the stock when the price reaches support level.
· Resistance Level – It is the price level at which a stock is trading but will take some time to exceed that level. It is believed that the prices rally up after it breaks the resistance level. When the prices rise higher and higher after breaking the resistance level, it is called a ‘Breakout’. After the breakout happens, the resistance level becomes the new support level.
· Stop Loss – Stock market prices are full of uncertainties. The prices may sometimes tend to behave in an opposite manner to you expected. In such a case when you want to minimize your losses, a stop loss order is of utmost importance. Stock price touching the stop loss level should be considered as an exit point. It is typically useful and important for traders who have a very short term view.
Consider for example you bought some shares of company XYZ at 100 expecting it to go up by 20% in 2 days. However, suppose the markets go reverse and price starts going down. In this case a stop loss order proves to be beneficial. You can decide an exit point depending on your risk appetite and sell off your position, say at 90 taking just 10% loss.
· Averaging – The process of accumulating more number of shares of the same company depending on its stock prices is called averaging. There are two methods in averaging – ‘Averaging Up’ (accumulating when the stock prices move up) and ‘Averaging Down’ (accumulating when the stock prices move down). Averaging down is always not advisable as it is better to exit a beaten down unless it is a value company.
Consider a case where you bought a stock for Rs.20 and you added one stock every time its price went up, for example at Rs. 24, Rs. 28, and Rs. 32. Thus you have 4 stocks at an average cost price of Rs. 26 [(20+24+28+32)/4]. This is called Averaging Up.
On the contrary if suppose, the stock prices were to fall and you buy on every significant dip, for example at Rs. 16, Rs. 12, and Rs. 8. Thus you have 4 stocks at an average cost price of Rs. 14 [(20+16+12+8)/4]. This is called Averaging Down.
· Hedging* – It is a practice usually adopted by traders (very short term investors) to minimize their losses in the trades. Hedging is offsetting your positions in a volatile market to eliminate future potential loss on the investment. For example, if you have bought some shares of a particular company in cash market, you can hedge your position by selling shares of same company in derivatives market.
· Arbitrage* – A simultaneous purchase of a security on one stock market and the sale of the same security on another stock market at prices which yield a profit, also called as riskless profit. For example, you can purchase some shares of a company on BSE (Bombay Stock Exchange) and sell the same number of shares of the same company on NSE (National Stock Exchange).
· Short Selling* – This is a reverse kind of trade done during an intraday session. The trader first sells the stocks that he does not actually hold. When the prices go down the trader executes a buy order, and makes a profit that is the difference between sell and buy prices. Consider, for example, that you are expecting the price of a stock to go down. You execute a ‘sell order’ for that stock at Rs. 100. As per your expectation, the price goes down and you execute a ‘buy order’ at Rs. 40. Thus you have made a profit of Rs. 60 (100-40) without actually holding any positions in the stock.
*Note: Hedging, Arbitrage, and Short Selling techniques are not advised for beginners and long term investors. It needs expert study to trade using these techniques.
Taking The First Step
Since a past few years there has been an exponential rise in average person’s interest in stock markets. However, many are confused with the process to be adopted. I still come across many people who are confused with a Demat account and a trading account. Following are some pointers that will help in preparing you to take a plunge in stock market investing/trading.
Find a good broker

Shares need to be bought through representative members of the stock exchange called brokers. Thus finding a good broker is an important step. It is mandatory for all brokers to be registered with SEBI. BSE and NSE provide details of all registered brokers. When selecting a broker or a brokerage firm, it is important to consider factors like its reputation, account opening charges, annual charges, brokerage, channels of trading (through telephone, website or software), refresh rate of stock prices, type of customer support.
Open a Demat and a Trading Account

Shares are not longer held in physical share certificates as they used to until a few years ago. They are now transferred into electronic form and the process is called dematerialization of shares. Shares are held in a DEMAT Account, which can opened through a Depository Participant (DP). A place where investor’s stocks are held in electronic form is called a depository. NSDL (National Securities Depository Ltd) and CDSL (Central Depository Services) are two DPs in India. These DPs have many agents who can open a Demat account for you. Many a times, the DP agent may be same as your brokerage firm. However, it is worthwhile to note that a DP is different from a Broker. A broker buys and sells shares on your behalf while a DP provides you with a place (called account) to hold those transacted shares. For example ICICIDirect provides services of opening a Demat account and a trading account, thus acting as a DP as well as a broker.
PAN Card
PAN has now been made compulsory for all types of financial transactions. It is important to have your PAN quoted in all the documentation when opening a Demat and a trading account. Form 49A is the application form for PAN, which can be downloaded from Income Tax department (www.incometaxindia.gov.in/PAN/Overview.asp) or UTI Investor Services Ltd (www.utiisl.co.in) or National Securities Depository Limited (https://tin.tin.nsdl.com/pan/index.html) websites. Fill-up the form, attach the necessary documents and follow the instructions. A PAN card is usually posted to you in a time of 3-4 weeks.

UIN/MAPIN Requirements

These details are required when you need to invest more than Rs. 1 Lac in one single transaction. UIN/MAPIN is not compulsory for all, however, should be considered as an important factor. The UIN (Unique Identification Number) is a unique number given to each investor who transacts on shares/mutual funds. The purpose of this is to maintain a central database of all people related to stock market transactions. The UIN becomes a part of MAPIN (Market Participant and Investors - https://mapin.nsdl.com) database.
BSE & NSE
Bombay Stock Exchange is the foremost and widely used stock market index in India. It is also called as Sensex (Sensitive Index). BSE has over 7000 companies listed on it. However for calculation of Sensex, 30 actively traded companies are selected based their market capitalization, trading history, industry representation, track record among some other factors. The value of the index is computed using a formula that is applied to the market capitalization of all the 30 stocks. The base value of the index for computation purpose is taken as 100 and the base year considered is 1978-79.
Following is the list of BSE 30 stocks (as of Oct 2007)
	ACC

Ambuja Cements Ltd

Bajaj Auto

BHEL

Bharti Airtel

Cipla

DLF Ltd
Grasim Industries

HDFC

HDFC Bank
	Hindalco Industries

Hindustan Lever Limited

ICICI Bank

Infosys

ITC Limited

Larsen & Toubro

Mahindra & Mahindra Limited

Maruti Udyog

NTPC

ONGC
	Ranbaxy Laboratories

Reliance Communications

Reliance Energy

Reliance Industries

Satyam Computer Services

State Bank of India

Tata Consultancy Services

Tata Motors

Tata Steel

Wipro


National Stock Exchange (NSE) is another significant exchange in India and uses Nifty as its index. There are around 1200 companies listed on NSE. It has 50 (NSE Fifty) selected stocks based on their market capitalization and liquidity. Similar to Sensex, Nifty is also calculated using the market value formulae with a base value of 1000. The base period considered for Nifty is 1995.
Following is the list of Nifty stocks
	ABB

ACC

Ambuja Cements

Bharat Heavy Electricals

Bharat Petroleum Corporation

Bharti Airtel

Cairn India

Cipla

DLF

Dr. Reddy's Laboratories

GAIL (India)

Grasim Industries

HCL Technologies

HDFC Bank

Hero Honda Motors

Hindalco Industries

Hindustan Unilever

HDFC
ITC

ICICI Bank

Idea Cellular

Infosys Technologies

Larsen & Toubro

Mahindra & Mahindra

Maruti Suzuki India
	NTPC

National Aluminium Co.

ONGC.

Power Grid Corporation of India

Punjab National Bank

Ranbaxy Laboratories

Reliance Communications

Reliance Energy

Reliance Industries

Reliance Petroleum

Satyam Computer Services

Siemens

State Bank of India

Steel Authority of India

Sterlite Industries (India)

Sun Pharmaceutical Industries

Suzlon Energy

Tata Communications

Tata Consultancy Services

Tata Motors

Tata Power

Tata Steel

Unitech

Wipro

Zee Entertainment Enterprises


For complete list of stocks listed on BSE and NSE, visit their respective websites – www.bseindia.com for BSE and www.nseindia.com for NSE.
Understanding Stock Prices
Demand and supply are the two most basic functions that solely drive the stock market prices. When the demand increases i.e. when more and more people are buying the stock, its price goes up. On the other hand, when people are more on selling side, the quantity of the shares in the markets increases, which cause the prices to fall.
Though demand and supply equations look easy, it is usually difficult to interpret why or how investors pick up a particular stock. What makes investors buy some stocks while dislike some other can be rarely be figured out. The reasons could be anything from news about the company’s management, growth, its earnings, strategies, and so on. Remember that it’s the demand and supply that influence the stock prices and not the other way round.
A stock price not only denotes the current value of the company but also the future expectations from the company. It also comprises the earnings of the company and the profit it is going to make in long earn. Sensibly, no investor would like to invest in any business that does not focus on profit and if no profits are made the company would soon become non existent. Also involved with the above factors is the sentiment of the market and/or the investors. It largely depends on what the investors feel about the company and its business.
Though it may seem that stock prices are non predictable, there are few theories that explain price movements and trends. Many analysts and experts believe that trends and patterns get repeated, and that it may be possible to predict the movement of stock prices. This is a part of technical analysis and will need lot of practice to gain command over. However, fundamental analysis is most suited for long term investors, the core audience of this document.
Stock market comprise various other data like previous closing, high, low, and so on. Being able to read stock market quotes is considered to be an important aspect when investing. Given below is an illustrative example of a stock market quote. The format may differ from source to source; however, the date included will more or less be the same.
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· Symbol/Code – the stock exchanges allot a unique identifier to each tradable company on the exchange. It is a numeric code. However, ticker code is also used to identify the company. For e.g. Reliance Petroleum is denoted as REL PET. 
· Company – name of the tradable company listed on the stock exchange.
· Close – is the price of that share when stock market session closed the previous day. For e.g. if you are viewing the quote table on 5th Jan, the closing price will indicate the price when trading closed on 4th Jan. For Indian markets the closing price is taken at 3.30pm (4.15pm during sun outage period).
· Open – is the price of the share when trading session started on that particular day. The opening price is taken at 9.55am for Indian markets.
· High – the maximum value that the share price touched during a single trading session on that particular day, taken as 9.55am to 3.30pm.
· Low – the minimum value that the share price touched during a single trading session on that particular day, taken as 9.55am to 3.30pm.

· Volume – total number of shares that were traded during a single trading session on that particular day.
· Group – all companies are categorized into various groups depending on their market capitalization and businesses. The groups on BSE are A, B, S, T, TS, and Z. The group detail may not always be included in the stock quote table.
· 52Wk H/L – the high and low that a stock price has touched within previous year (52 weeks).
· % change – it is the change in stock price from previous day’s closing price to current market price or closing price of the current day.
· LTP/CMP – if you are viewing the quote table during the trading hours, you can view this data also. It is the price at which the stock is currently trading at. LTP denotes “Last Traded Price” while CMP is “Current Market Price”.

Apart from the above details, a stock quote table can also include details like P/E, market capitalization, total cash turnover, and others as relevant.

Stock Picking & Buying
It has been discussed repeatedly that it is almost impossible to construct a formula that will accurately predict stock prices and help you in your buying decisions. How does then one select stocks to invest? Well, the answer is simple. You alone can decide what and when to buy. It is because that you know the best what to do with your money and the kind of risk appetite you have. However, some guidance from expert financial planners does help in certain cases. Also you can make your own decisions based on the principles that some of the investment gurus followed.
Even before you start stock evaluation and make buying decisions, there is one thing that you must decide, practice, and strictly abide by – “BE DISCIPLINED”. This could mean:
· Staying informed about the markets, make it a mandatory habit to go through news related to stock markets.

· Defining your investment objective in terms of capital appreciation and time horizon.
· Learning not take impulsive decisions based on news or other market sentiments. We are here to generate wealth not gamble.

· Taking informed decisions, using experts’ advice if required.

· Learning not to fall in love with your stocks.

· Overcoming the misconception the investing in stock market is gambling. Over a long term period you will notice and learn that stock investing is not a matter of luck.
Being in touch with news related to finance, economics, and about the corporate happenings is of utmost importance. Being updated on these topics will help you lay a good foundation for your buying decisions.
Once you have learnt to be informed, be disciplined, and understood your investment objectives, you can take advanced steps for stocks investing:
· Fundamental & Technical Analysis – study the past performance of the company, sector, economy, and the operations of the company.
· Learn to differentiate the stocks are growth stocks, value stocks, income stocks.
· A growth stock is one which has excellent potential for growth, sales, and earnings. These stocks will usually grow faster than other companies in the same sector during the up swing.
· A value stock is one which not many investors may know and has a great hidden value. There could be some companies whose prices could have got hammered due to some irrational event but have all chances of regaining the fame eventually. It may be very difficult to locate such a stock, as it will need in-depth study and analysis. Also, there is a very thin line to distinguish between a growth stock and a value stock.
· An income stock is one which may show a very slow or sluggish growth but regularly pays dividend. An investor may not get a significant capital appreciation in such stocks.
Other important aspects of stock picking and buying could include:

· Always keep a level upto which you can suffer loss, if you are investing for a short to medium term. This is called a stop loss. For e.g. if this stock price falls by 15% in 3 months then I will exit. Always guide yourself with some strict rules. For long term investors this criteria can be overruled
· Don’t panic when the markets are volatile. Many investors are a victim of panic selling. Focus on some other investment during falling times than worrying about your profits getting washed away. However, check if you are following any stop loss rules and act accordingly.
· Don’t get tied with emotional swings of fear and greed. Don’t get greedy when the markets are positive and fear when markets are in a downslide.
· Always check for latest news and find out the reasons for up move or downfall.
· Always go for QUALITY than QUANTITY. Having lesser number of good stocks will keep you free from minor downfalls and also you will be able to keep track of that minimum number of stocks.
If you can learn to practice the above techniques, you can surely end up with significant amount of wealth over a long term. The term “wealth” will make you take care of it, just like you do for your home. If you just consider it to be money you will be casual about it and spend it irrationally, investing without any vision.
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