Investment Analysis: Fundamental v. Technical

Investment analysis comprises of fundamental analysis and technical analysis. Fundamental analysis involves a three step examination which calls for:

1. Understanding of the macro-economic environment and developments
2. Analysing the prospects of the industry to which the firm belongs.
3. Assessing the projected performance of the company and intrinsic value of its shares.



Economic Analysis

The Government employs two broad classes of macroeconomic policies, viz. the demand side policies and the supply side policies. The former are meant to influence the demand for goods and services and the latter to influence the supply of goods and services. The Fiscal policy, part of the demand side policies, is concerned with the spending and tax initiatives of the Government. It is perhaps the most direct tool to stimulate or dampen the economy. An increase in government spending stimulates the demand for goods and services, whereas a decrease deflates the demand for goods and services. By the same token, a decrease in tax rates increases the consumption of goods and services and an increase in tax rates decreases the consumption of goods and services. A large deficit may stimulate the economy and a large surplus may dampen the economy.

Monetary, policy, another of the demand side policies, is concerned with the manipulation of money supply in the economy. It affects the economy mainly through its impact on interest rates. An expansionary monetary policy lowers short-term interest rates, thereby stimulating investment and consumption demand. A contractionary monetary policy has the opposite effect. Supply side policies, on the other hand, focus on creating an environment in which the productive potential of the economy is increased. 

Economic analysis would therefore include an analysis of all the key variables in the macroeconomy which are –


v Growth Rate or Gross Domestic Product (GDP)

v Industrial growth rate

v Agriculture and monsoons

v Savings and investments

v Government budget and deficit

v Price level and inflation

v Interest rates

v Balance of payment, forex reserves and exchange rate

v Infrastructural facilities and arrangements

v Sentiments





Technical Analysis



Whilst fundamental analysis believes that the market is 90 percent logical and 10 percent psychological, the technical analyst believes exactly the opposite, that the market is 90 percent psychological and 10 percent logical. Technical analysts do not evaluate a large number of fundamental factors relating to the company, the industry and the economy. Instead, they analyse internal market data with the help of charts and graphs. They view the investment game as an exercise in anticipating the behaviour of market participants. Technical analysis is an exploration of the charts and graphs to understand the historical behaviour of the market participants and use this as a basis for predicting the future behaviour.

It is a study of market generated data like prices and volumes to determine the future direction of price movement. The basic premises underlying technical analysis are as follows:

v Market prices are determined by the interaction of supply and demand forces.

v Supply and demand are influenced by a variety of factors, both rational and irrational. These include fundamental factors as well as psychological factors.

v Barring minor deviations, stocks prices tend to move in fairly persistent trends.

v Shifts in demand and supply bring about change in these trends.

v Irrespective of why they occur, shifts in demand and supply can be detected with the help of charts of market action.

v Because of the persistence of trends and patterns, analysis of past market data can be used to predict future price behaviour.


Technical analysis uses a variety of charting techniques. The most popular ones are apparently –


1. The Dow Theory

In the words of Charles Dow, the market is always considered as having three movements, all going at the same time. The first is the narrow movement from day to day. The second is the short swing, running from two weeks to a month or more; the third is the main movement covering at least four years in its duration. Proponents of this theory refer to these three as the daily fluctuations, the secondary movements and the primary trends respectively. An upward primary trend represents a bull market, whereas a downward primary trend represents a bear market. The secondary movement represents technical correction, i.e. adjustments to the excesses that may have occurred in the primary movements. The daily fluctuations are considered to be of minor significance.


2. The Bar and Line Charts

The bar chart depicts the daily price range along with the closing price graphically. It may also show the daily volume of transactions. A line chart shows the line connecting successive closing prices. Technical analysts believe that certain formations or patterns observed on the charts have predictive value. The important formations are Head and Shoulders Pattern, Inverse Head and Shoulders Pattern, Triangle or Coil Formation, Flags and Pennants Formation and Double Bottom Formation.


3. The Point and Figure Charts

More complex than a bar chart, it has the following features-

v Only significant price changes are recorded.

v The vertical scale represents the price of the stock, the horizontal scale does not represent the time scale in the usual sense.

v Each column on the horizontal scale represents a significant reversal of price movement and not a trading day.

By eliminating time scale and small changes, the Point and Figure Chart (PFC) condenses the recording of price changes. It helps in identifying patterns and changes more easily. Technical analysts focus their attention on 'congestion' areas on a PFC. A breakout from the top of a congestion area means an upward price movement. On the other hand, a penetration through the bottom of a congestion area signals a downward price movement.


4. The Moving Average Line

A moving average is calculated by taking into account the most recent n observations. To identify trends, technical analysts use moving average analysis and determine the buy and sell signals. For eg one buy signal is when the stock price line rises through the moving average line when the graph of the moving average line is flattening out.


5. The Relative Strength Line

The relative strength analysis is based on the assumption that the prices of some securities rise rapidly during the bull phase but fall slowly during the bear phase in relation to the market as a whole. Such securities possess greater relative strength and hence, outperform the market. A simple approach is to calculate the rate of return and classify securities that have earned superior historical returns as having greater relative strength. In general, technical analysts look at certain ratios to judge whether a security or an industry has relative strength.

Apart from the above commonly used technical analysis, there also exist the Elliot Wave Theory, Candlestick Charting, the Advance/Decline Line Method, the Fibonancci Numbers Method, the Open Interest Method, etc.

