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ECONOMIC ANALYSIS: 
Market analysis: 
Market analysis has two components that need to be considered 
(1) Macro analysis of the relationship between aggregate securities markets and 
overall economic activity 
(2) Micro valuation of the stock market employing the valuation approaches 
Macro analysis: 
Macro analysis is in response to the belief that security markets reflect what is expected 
to go on in the economybecause the value of an investment is determined by its 
expected cash flows and its expected rate of returns (i.e., its discount rate).clearly both of these valuation factors are influenced by the aggregate economic environment. The 
objective is to consider what specific variables and economic series should be considered when attempting to project future market movements. 
Fluctuations in security markets are related to changes in expectations for the 
aggregate economy. Aggregate stock prices reflect investor expectations about 
corporate performance in terms of earnings, cash flows and the required rate of returns by investors. 
There are two possible reasons why stock prices lead the economy. One is that stock 
prices reflect expectations of earnings, dividends and interest rates. As investors 
attempt to estimate these future variables, their stock price decisions reflect 
expectations for future economic activity, not past or current activity. Second is that the 
stock market reacts to various leading indicator series, the most important being 
corporate earnings, corporate profit margins, interest rates and changes in the growth rate of money supply. Because these series tend to lead the economy, when investors adjust stock prices to reflect expectations for these leading economic series, it makes stock prices a leading series as well. 
Research has also documented that peaks and troughs in stock prices tend to occur prior to peaks and troughs in the economy. 

Microvalutation analysis: 
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Microanalysis builds on macro-insights by deriving a specific valuation for the market. 
To do a micro-analysis of the economy and the implications of this for the stock market, 
there are four set of valuation techniques 
1. Dividend discount model: 
It assumes that the value of a share of common tock is the present value of all 
the future dividends or which estimates the value of the stock assuming a constant growth rate of dividends for an infinite period. 
Vj=Do1+g1+k+Do1+g2(1+k)2+(+Do1+gn1+kn 
Where: 
Vj = the value of stock J 
Do = the dividend payment in the current period 
g = the constant growth rate of dividends K = the required rate of return on stock J 
n = the number of periods, which is assumed to be infinite 
This model, which has been used extensively for the fundamental analysis of common stock, can also be used to value a stock market series. But this model can also be 
simplified to reduced form expression 
Vj=Pj=D1k-g 
Where: 
Pj = the price of stock 
D1 = dividend in period 1, which is equal to D0 (1+g) 

2. 
Free cash flow to equity model (FCFE): 

Market valuation is done and an estimate is derived using this FCFE model under 
two scenarios: 
i. A constant growth rate from the present and then 
ii. A two stage growth assumption 
CONSTANT GROWTH ARET FCFE MODEL: 
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To begin, the FCFE is defined (measured) as follows: 
" Net Income + Depreciation Expense - Capital Expenditure - in working capital - 
Principal Debt Repayments + New Debt Issues " 
This technique attempts to determine the free cash flow that is available to the 
stockholders after payments to all other capital suppliers and after providing for the continued growth of the firm. 

3. 
Valuations using the earnings multiplier approach: 

We use earnings multiplier version of DDM to value stock market because it is 
theoretically correct model of value assuming a constant growth rate of dividends for an 
infinite period of time period. Recall that k and g are independent variables because k 
heavily on risk whereas g is a function of the retention rate and ROE. The following equations imply an estimate of this spread at a point in time equal to the prevailing 
dividend yield 
PJ = D1/ k-g 
PJ/D1 = 1/ k-g 
D1/PJ = k-g 
The ultimate objective of micro analysis is to estimate intrinsic market value for a major 
stock market prices. The estimation process has two equally important steps 
i. Estimating the future earnings per share for the stock market series 
ii. Estimating the appropriate earnings multiplier for the stock market series based 
on long run estimates of k and g 

i. 
ESTIMATING EXPECTED ERANINGS PER SHARE: 

This requires following steps 
a. Estimating sales per share for a stock market series: 
It involves a prior estimate of GDP because of the relationship between the sales of 
major industrial firms and this measure of aggregate economic activity. An estimate 
of sales for a stock market series can be done with a prediction of nominal GDP from any financial service firms that regularly publish such estimates. Using this 
estimate of nominal GDP, we can estimate corporate sales based on the relationship 
between any indexes sales per share and aggregate economic activity. Generally 
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there is a strong relationship between these two, whereby a large proportion of % 
changes in indexes sales per share can be explained by % change in nominal GDP. 
b. Estimate the operating profit margin for the series, which equals operating profit 
divided by sales. i.e., (EBITDA): 
Once sales per share for the series have been estimated, the difficult estimate is 
the profit margin. Three alternative procedures are possible depending on the 
desired level of aggregation: 

•
First is direct estimate of the net profit margin. But this is quite difficult series to 
estimate 
•
Second procedure would attempt to estimate net profit tax profit margin. Once 
the NBT margin is derived, a separate estimate of tax rate is obtained based on 
recent tax rates and current government tax pronouncements 
•
Third method estimates an operating profit margin, defined as EBITDA, as a % of 
sales. 

After estimating this operating profit margin, we will multiply it by the sales estimate to derive a currency estimate of EBITDA. Subsequently we well derive separate estimates of depreciation and interest expenses, which are subtracted from EBITDA to arrive at earnings before taxes EBT. Finally we estimate the expected tax rate and multiply EBT times (1-t) to get our estimate of net income. 
The following four variables affect aggregate operating profit margin: 

•
Capacity utilization rate - There is a positive relationship between the capacity 
utilization rate and profit margin because if production increases as a proportion of total capacity, there is a decrease in per unit fixed costs. 
•
Unit labor cost - Because unit labor is the major variable cost of a firm, one would 
expect a negative relationship between operating profit margin and % changes in unit labor cost. 
•
Rate of inflation - Here we find contrasting expectations, so one needs to 
consider empirical evidence to determine relationship between them. I.e. it can 
be either positive or negative 
•
Foreign competition - Depending upon the structure of economic activity 
prevailing .i.e., whether economy is export oriented or domestic oriented 
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c. Estimate depreciation per share for the next year: 
Depreciation expense is an estimate of the fixed cost expense related to the total fixed 
assets that naturally increases over time. There are two suggestions for estimating 
depreciation expense: 

•
First, we can use time series analysis, which involves using the recent trend as a 
guide to the future increase 
•
Second, we can estimate depreciation expense by estimating property, plant and 
equipment (PPE) and then apply depreciation rate to PPE account. It requires 
two steps. First, estimate the PPE account based on the relationship between sales and PPE- that is, the expected PPE turnover. The second estimate is the ratio of depreciation to PPE. Therefore we can estimate depreciation expense from an estimate of PPE and the ratio of depreciation to PPE. 

After estimating the depreciation expense, we subtract it from operating profit margin to get an estimate of EBIT. 
d. Estimate interest expense per share for the next year : 
It should be based on estimate o debt outstanding and the level of interest rates. An 
estimate of debt outstanding requires two estimates 
• The amount of total assets for the firm based upon the firms expected total asset 
turnover 
• The expected capital structure based upon the average total debt to total asset 
ratio. 
After estimating interest expense, the value is subtracted from the EBIT per share to estimate EBT. 
e. Estimate the corporate tax rate for the next year: 
Final step is to estimating earnings per share which is EBT - tax component. But 
estimating future tax rate is difficult as it depends upon political action 

ii. 
ESTIMATING THE STOCK MARKET MULTIPLIER: 
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A combination of EPS estimates times the forward earnings multiplier provides an 
estimate of the intrinsic value for the stock market series. 
Determinants of the EARNINGS MULTIPLIER 
PE=D1E1k-g 
Where: 
D1 = dividends expected in period 1 which is equal to D0 (1+g) 
E1 = earnings expected in period 1 
D1E1 = the dividend-payout ratio expected in period 1 
k = the required rate return on the stock 
g = the expected growth rate of dividends for the stock 
The major variables that affect the earnings multiplier for common stocks are 

•
The composite dividend pay-out ratio for common stocks - Based on the P/E 
equation, there is a positive relationship between dividend pay-out ratio and the 
P/E ratio. Therefore, if the k-g spread is constant and the dividend pay-out ratio increases, there will be an increase in the earnings multiplier. 
•
The required rate of return on common stock - Earnings multiplier is inversely 
related to required rate of return. 
•
Expected growth rate of dividends for the stocks 

There are two ways to estimate the earnings multiplier. 

•
Direction of change approach: 
Begins with the current earnings multiplier and estimate the direction and extent 
of change for the dividend payout and the variables that influence k and g. The direction of change is more important than its size. The variables that must be 
estimated are: 

✔
Changes in the dividend pay-out ratio 
✔
Changes in the real RFR 
✔
Changes in the rate of inflation 
✔
Changes in the risk premium for common stock ✔
Changes in the earnings retention rate 
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✔ Changes in the return on equity 
•
Specific estimate approach : 
Derives specific estimates for the earnings multiplier based on range of 
estimates for the three variables: dividend pay-out, required rate of return and 
growth 

4. 
Using other relative valuation ratios: 

The specific relative valuation ratios considered are 

•
Price to book-value ratio (P/BV) - It is equal to the current price divided by the 
equity book value per share of the entity. 
•
Price to cash flow ratio(P/CF) - It is equal to the average stock price for year T 
divided by estimated cash flow per share of the entity. 
•
Price to sales ratio (P/S) - It is equal to the average stock price for year T divided 
by net sales per share during year T 

INDUSTRY ANALYSIS: 
Why do industry analysis? 
Investment practitioners perform industry analysis because they believe it helps them 
isolate investment opportunities that have favorable return-risk characteristics. 
Summary of research on industry analysis: 
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•
During any time period, the returns for different industries vary within a wide 
range, which means that industry analysis is an important part of the investment process. 
•
The rates of return for individual industries vary over time, so we cannot simply 
extrapolate past industry performance into the future. 
•
The rates of return of firms within industries also vary, so analysis of individual 
companies in an industry is a necessary follow-up to industry analysis. 
•
During any time periods, different industries' risk levels vary within wide ranges, 
so we must examine and estimate the risk factors for alternative industries. 
•
Risk measures for different industries remain fairly constant over time, so the 
historical risk analysis is useful when estimating future risk. 

Industry analysis process: 
The specific microanalysis topics are: 

1. 
The business cycle and industry sectors 
2. 
Structural economic changes and alternative industries 3. 
Evaluating an industry's life cycle 
4. 
Analysis of the competitive environment in an industry 

1. The business cycle and industry sectors: 
Economic trends can take two basic forms: cyclical changes that arise from the ups and 
downs of the business cycle, and structural changes that occur when the economy is undergoing a major change in how it functions. 
What makes industry analysis challenging is that every business cycle is different and 
those who look only at history miss the evolving trends that will determine future market performance. 
Switching from one industry group to another over the course of a business cycle is known as a rotation strategy. 
Traditionally, toward the business cycle peak, the rate of inflation increases as demand 
starts to outstrip supply. Basic materials industries such as oil, metals, and timber, which 
transform raw materials into finished products, become investor favorites. Because 
inflation has little influence on the cost of extracting these products and they can 

increase prices, these industries experience higher profit margins. 
During a 
recession, some industries do better than others. Consumer staples, such as 

pharmaceuticals, food, and beverages, outperform other sectors during a recession 
because, although overall spending may decline, people still spend money on 
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necessities so these "defensive" industries generally maintain their values. Similarly, if a 
weak domestic economy causes a weak currency, industries with large export 
components to growing economies may benefit because their goods become more cost competitive in overseas markets. 
INFLATION: 
Higher inflation is generally negative for the stock market, because it causes higher 
market interest rates, it increases uncertainty about future prices and costs, and it harms firms that cannot pass through their cost increases. Although these adverse 
effects are true for most industries, some industries benefit from inflation. Natural 
resource industries benefit if their production costs do not rise with inflation, because 
their output will likely sell at higher prices. Industries that have high operating leverage 
may benefit because many of their costs are fixed in nominal (current dollar) terms 
whereas revenues increase with inflation. Industries with high financial leverage may also gain, because their debts are repaid in cheaper dollars. 
INTEREST RATES: 
Financial institutions, including banks, are typically adversely impacted by higher rates 
because they find it difficult to pass on these higher rates to customers (i.e., lagged 
adjustment). High interest rates clearly harm the housing and the construction industry, 
but they might benefit that supply the do-it-yourselfer. High interest rates also benefit retirees whose income is dependent on interest income. 
INTERNATIONAL ECONOMIES: 
Both domestic and overseas events may cause the value of the U.S dollar to fluctuate. 
A weaker U.S dollar helps U.S industries because their exports become comparatively 
cheaper in overseas markets while the goods of foreign competitors become more expensive in the United States. 
CONSUMER SENTIMENT: 
Because it comprises about two-thirds of GD, consumption spending has a large impact 
on the economy. Optimistic consumers are more willing to spend and borrow money for 
expensive goods, such as houses, cars, new clothes, and furniture. Therefore, the 
performance of consumer cyclical industries will be affected by changes in consumer sentiment and by consumers' willingness and ability to borrow and spend money. 

2. Structural economic changes and alternative industries: 
DEMOGRAPHICS: 
The study of demographics includes much more than population growth and age 
distribution. Demographics also include the geographic distribution of people, the changing ethnic mix in a society, and changes in income distribution. Wall Street 
industry analysts carefully study demographic trends and attempt to project their effect on different industries and firms. 
LIFESTYLES: 
Lifestyles deal with how people live, work, form households, consume, enjoy leisure, 
and educate themselves. Consumer behavior is affected by trends and fads. The rise and fall of designer jeans, chinos, and other styles in clothes illustrate the sensitivity of 
some markets to changes in consumer tastes. The increase in divorce rates, dual- 
career families, population shifts away from cities, and computer-based education and 
entertainment have influenced numerous industries, including housing, restaurants, automobiles, convenience and catalog shopping, services, and home entertainment. 
TECHNOLOGY: 
Trends in technology can affect numerous industry factors including the product or 
service and how it is produced and delivered. There are dozens of examples of changes 
that have taken or are taking place due to technological innovations. Innovations in 
process technology allowed steel minimills to grow at the expense of large steel producers. The information superhighway is becoming a reality and encouraging linkages between telecommunications and cable television systems. Changes in 
technology have spurred capital spending in technological equipment as a way for firms to gain competitive advantages. The future effect of the internet is astronomical. 
POLITICS AND REGULATIONS: 
Because political change reflects social values, today's social trend may be tomorrow's 
law, regulation, or tax. The industry analyst needs to project and assess political changes relevant to the industry under study. 
Regulations and laws affect international commerce. International tax laws, tariffs, quotas, embargoes, and other trade barriers affect different industries and global commerce in various ways. 

3. Evaluating the industry life cycle: 
An insightful analysis when predicting industry sales and trends in profitability is to view 
the industry over time and divide its development into stages similar to those that 
humans progress through birth, adolescence, adulthood, middle age, old age. The 
number of stages in this industry life cycle analysis can vary based on how much detail 
you want. A five-stage model would include: 
I. PIONEERING DEVELOPMENT -- during this start-up stage, the industry 
experiences modest sales growth and very small or negative profit margins and profits. The market for the industry's product or service during this time period is small, and the firms involved incur major development costs. 
II. RAPID ACCELERATING GROWTH - during this rapid growth stage, a market 
develops for the product or service and demand becomes substantial. The 
limited numbers of firms in the industry face little competition, and individual firms 
can experience substantial backlogs. The profit margins are very high. During 
this phase, profits can grow at over 100 percent a year as a result of the low earnings base and the rapid growth of sales and net profit margins. 
III. MATURE GROWTH - the rapid growth of sales and the high profit margins 
attract competitors to the industry, which causes an increase in supply and lower prices, which means that the profit margins begin to decline to normal levels. 
IV. STABILIZATION AND MARKET MATURITY - competition produces tight profit 
margins, and the rates of return on capital (e.g., return on assets, return on equity) eventually become equal to or slightly below the competitive level. 
V. DECELARATION OF GROWTH AND DECLINE - at this stage of maturity, the 
industry's sales growth declines because of shifts in demand or growth of 
substitutes. Finally, investors begin thinking about alternative uses for the capital tied up in this industry. 
Comparing the sales and earnings growth of an industry to similar growth in the 
economy should help you identify the industry's stage within the industrial life cycle. 
4. Analysis of industry competition: 

Similar to the sales forecast that can be enhanced by the analysis of the industrial life 
cycle, an industry earnings forecast should be preceded by the analyses of the 
competitive structure for the industry. Specifically, a critical factor affecting the profit 
potential of an industry is the intensity of competition in the industry, as Porter had discussed. 
PORTER'S FIVE FORCES MODEL: 

I. 


RIVALRY AMONG THE EXISTING COMPETITORS - for each industry 
analyzed, you must judge if the rivalry among firms is currently intense and 
growing, or if it is polite and stable. When estimating the number of size of firms, 
be sure to include foreign competitors. Finally, look for exit barriers, such as 
specialized facilities or labor agreements. These can keep firms in the industry despite below- average or negative rates of return. 

II. THREAT OF NEW ENTRANTS - although an industry may have few 
competitors, you must determine the likelihood of firms entering the industry and increasing competition. high barriers to entry, such as low current prices relative 
to costs, keep the threat of new entrants low. Without some of the barriers, it 
might be very easy for competitors to enter an industry, increasing the competition and driving down potential rates of return. 
III. THREAT OF SUBSTITUTE PRODUCTS - substitute products limit the profit 
potential of an industry because they limit the prices firms in an industry can 
charge. Although almost everything has a substitute, you must determine how close the substitute is in price and function to the product in your industry. The more commodity like the product, the greater the competition and the lower the profit margins. 
IV. BARGAINING POWER OF BUYERS - buyers can influence the profitability of an 
industry because they can bid down prices or demand higher quality or more 
services by bargaining among competitors. Buyers become powerful when they purchase a large volume relative to the sales of a supplier. 
V. BARGAINING POWER OF SUPPLIERS - suppliers can alter future industry 
returns if they increase prices or reduce the quality of the product or the services 
they provide. The suppliers are more powerful if they are few and if they are 
more concentrated than the industry to which they sell and if they supply critical 
inputs to several industries for which few, if any, substitute exist. When analyzing 
supplier bargaining power, be sure to consider labor's power within each industry. 

Estimating the required rate of return (k): 
Because the required rate of return (k) on all investments is influenced by the risk-free 
rate and the expected inflation rate, the differentiating factor in this case is the risk premium for the retailing industry versus the market. 
FORMULA: 
K = RFR + Beta (Rm - RFR) 
Where: 
K = required rate of return 
RFR = risk free return 
Rm = market return 
Estimating the expected growth rate (g): 
FORMULA: 
g = f (Retention rate and Return on equity) 
Where: 
g = expected growth rate 
f = function 
Earnings retention rate: The higher the retention rate, higher would be the growth rate, all else being the same. 
Return on equity: the return on equity is a function of the net profit margin, total asset 
turnover, and a measure of financial leverage, these three variables are examined individually. 
The constant growth rate FCFE model: 
FORMULA: 

V = FCFE 
k-g 
Where: 
FCFE = free cash flow to equity 
k = required rate of return 
g = growth rate 
Global industry analysis: 

•
The macro environment is the major producing and consuming countries for this 
industry. This will impact demand from these countries. 
•
An overall analysis of the significant global companies in the industry, the 
products they produce, and how successful they are in terms of the DuPont three component analysis. 
•
As part of the company analysis, what are the accounting differences by country 
and how these differences impact the relative valuation ratios? Because of the accounting differences, it is typically not possible to directly compare such ratios across countries but only examine them over time within a country. This problem should be reduced as the use of international accounting standards grows. 
•
What is the effect of currency exchange rate trends for the major countries? 
Significant changes can affect the demand for U.S chemicals from specific 
countries and also costs assuming U.S firms receive inputs from foreign firms. 

COMPANY ANALYSIS: 
This section groups various analyses. The first subsection continues the porter discussion of an industry's competitive environment. The basic swot analysis is 
intended to articulate a firm's strengths, weaknesses, opportunities and threats. These 
two analyses should provide a complete understanding of the firm's overall strategic 
approach. Given this background we review and demonstrate the two valuation 

approaches (1) the present value of cash flows, and (2) relative valuation ratio 
techniques. 
Firm competitive strategies: 
A company's competitive strategy can either be offensive or defensive .A defensive 
competitive strategy involves positioning the firm to deflect the effect of the competitive 
forces in the industry. An offensive competitive strategy is one in which the firm attempts 

to use its strengths to affect the competitive forces in the industry. 
Porter 

(1980a, 1985) suggests two major competitive strategies: low cost leadership and 
differentiation. The two competitive strategies dictate how a firm has decided to cope with the five competitive conditions that define an industry's environment. 
LOW-COST STRATEGY: the firm that pursues the low cost strategy is determined to 
become the low cost producer and hence the cost leader in its industry. 
DIFFERENTIATION STRATEGY: a firm seeks to identify itself as unique in its industry 
in an area that is important to buyers. when you analyze a firm using this strategy ,you 
must determine whether the differentiating factor is truly unique, whether it is 
sustainable, its cost and if the price premium derived from the uniqueness is greater than its cost. 
Focusing a strategy: 
Whichever strategy it selects, a firm must determine where it will focus this strategy. 
Specifically a firm must select segments in the industry and tailor its strategy to serve 
these specific groups. Through the analysis process, the analyst identifies what the company does well, what it doesn't do well, and where the firm is vulnerable to five competitive forces, an estimate of the firm's long-run cash flows and its risks. 
Some lessons from Lynch: 
1. The firm's product is not faddish. 
2. The company has a sustainable comparative competitive advantage over its rivals. 3. The firm's industry or product has market stability. 4. The firm can benefit from cost reductions. 
5. The firm buys back its shares or management purchases shares which indicate that 
its insiders are putting their money into the firm. 

Tenets of Warren Buffet: 
Business tenets 

•
Is the business simple and understandable? 
•
Does the business have a consistent operating history? 
•
Does the business have favorable long-term prospects? 

Management tenets 

•
Is management rational? 
•
Is management candid with its stakeholders? 
•
Does management resist the institutional imperative? 

Financial tenets 

•
Focus on return on equity, not earnings per share 
•
Calculate owner earnings 
•
Look for a company with relatively high profit margins for its industry 
•
Make sure the company has created at least one dollar of market value for every 
dollar retained. 

Market tenets 

•
What is the intrinsic value of the business? 
•
Can the business be purchased at a significant discount to its fundamental 
intrinsic value? 

The point is to make use of research on the competitive forces in an industry, a firm's 
responses to those forces, swot analysis, lynch's suggestions and buffets tenets. 
Estimating intrinsic value: 
If the intrinsic value estimate exceeds the stock's current market price, the stock should 
be purchased. In contrast if the current market price exceeds our intrinsic value estimate, we should avoid the stock. 
The analysts use two general approaches to valuation and the following techniques. 

Present value of cash flows (pvcf) 
1. Present value of dividends (ddm) 
2. Present value of free cash flow to equity (fcfe) 
3. Present value of free operating cash flow to the firm (fcff) 
Relative valuation techniques 
1. Price /earnings ratio(P/E)) 
2. Price/cash flow ratio(P/CF) 
3. Price/book value ratio(P/BV) 
4. Price/sales ratio(P/S) 
Required rate of return estimate: 
We know an investor's required rate of return has two basic components: the nominal 
risk-free interest rate and a risk premium. 
For a market-based risk estimate, the firm's characteristic line is estimated by 
regressing market returns on the stock's returns. The slope of this regression line is the stock's measure of systematic risk. Estimate of the economy's risk-free rate, the future 
long-run market return, and an estimate of the stock's beta help estimate next year's 
required rate o return: 
E (Rstock) =E (RFR) +BETA stock [E (Rmarket)-E (RFR)] 
Growth companies and growth stocks: 
Observers have clearly defined growth companies as those that consistently experience 
above-average increase in sales and earnings. In contrast financial theorists such as Salomon (1963) and Miller Modigliani (1961) define a growth company as a firm with the management ability and the opportunities to make investments that yield rates of return greater than the firm's required rate of return. This required rate of return is the firm's weighted average cost of capital (WACC). 
A growth stock is a stock with a higher rate of return than other stocks in the market with 
similar risk characteristics. The stock achieves this superior risk-adjusted rate of return because at some point in time the market undervalued it compared to other stocks. 
Defensive companies and stocks: 
Defensive companies are those whose future earnings are likely to withstand an 
economic downturn. One would expect them to have relatively low business risk and 

not excessive financial risk. Typical examples are public utilities or grocery chains-firms 
that supply basic consumer necessities. 
There are two closely related concepts of a defensive stock. First, a defensive stock's 
rate of return is not expected to decline during an overall market decline, or decline less 
than the overall market. Second, a stock with low or negative systematic risk (a small 
positive or negative beta) may be considered a defensive stock according to this theory because its returns are unlikely to be harmed significantly in a bear market. 
Cyclical companies and stocks: 
A cyclical company's sales and earnings will be heavily influenced by aggregate 
business activity. Examples would be firms in the steel, auto, or heavy machinery 
industries. Such companies will do well during economic expansions and poorly doing economic contractions. This volatile earnings pattern is typically a function of the firm's business risk and can be compounded by financial risk. 
A cyclical stock will experience changes in rates of return greater than changes in 
overall market rates of return. In terms of CAPM these would be stocks that have high betas cyclical stock is the stock of any company that has returns that are more volatile 
than the overall market-that is high beta stocks that have high correlation with the aggregate market and greater volatility. 
Speculative companies and stocks: 
A speculative company is one whose assets involve great risk but that also has a 
possibility of great gain. A good example of a speculative firm is one involved in oil exploration. 
A speculative stock possesses a high probability of low or negative rates of return and a 
low probability of normal or high rates of return. Specifically a speculative stock is one 
that is overpriced, leading to a high probability that during the future period when the 
market adjusts the stock price to its true value ,it will experience either low or possibly negative rates of return. 
When to sell: 
The answer to the question of when to sell a stock is contained in the research that 
convinced the analyst to purchase the stock in the first place. The analyst should have identified the key assumptions and variables driving the expectations of the stocks. Analysis of the stock doesn't end when intrinsic value is computed and the research 
report is written. Once the key value drivers are identified, the analyst must continually 

monitor and update his or her knowledge base about the firm. 
When the stock becomes fairly priced (the undervaluation has been corrected), it may 
be time to sell it and reinvest the funds in other underpriced stocks. In short, if the 
"story" for buying the stock still appears to be true, continue to hold it if it has not 
become fully priced (i.e., market price equal to intrinsic value).if the story changes, it 
may be time to sell the stock. If you know why you bought the stock, you will be able to recognize when to sell it. 
Global company and stock analysis: 
While investing globally, the valuation process is the same around the world, and the 
investment decision in terms of the ultimate comparison of intrinsic value and price is 
similar-the difference in the practice of valuation that requires attention to these 
additional factors that must be considered by the global investor when valuing an 
international stock. The additional factors being availability of data, differential 
accounting conventions, currency differences (exchange rate risk), political (country) risk, transaction costs and valuation differences. 
GLOSSARY: 
EBIT - Earnings before interest and taxes. 
EBITDA - Earnings before interest, taxes, depreciation, and amortization. 
Discount Rate -A rate of return used to convert a monetary sum, payment or receivable 
in the future into present value. 
Free Cash Flow -Cash available for distribution after taxes but before the effects of 
financing. Calculated as debt-free net income plus depreciation less expenditures 
required for working capital and capital items adjusted to remove effects of financing. 
Book Value - With respect to assets, the capitalized cost of an asset less accumulated 
depreciation, depletion or amortization as it appears on the books of account of the 
enterprise. With respect to a business enterprise, the difference between total assets (net of depreciation, depletion and amortization) and total liabilities of an enterprise as they appear on the balance sheet. It is synonymous with net book value, net worth and shareholder's equity. 
P/E ratio- A valuation ratio of a company's current share price compared to its per- 
share earnings. 
Calculated as: 

Earning per share - The portion of a company's profit allocated to each outstanding 
share of common stock. Earnings per share serve as an indicator of a company's profitability. 
Calculated as: 

Business cycle - The business cycle is the periodic but irregular up-and-down 
movements in economic activity, measured by fluctuations in real GDP and other 
macroeconomic variables. The four stages of a business cycle are: 

•
Contraction (A slowdown in the pace of economic activity) 
•
Trough (The lower turning point of a business cycle, where a contraction turns 
into an expansion) 
•
Expansion (A speedup in the pace of economic activity) 
•
Peak (The upper turning of a business cycle) 

Inflation - Inflation is an increase in the price of a basket of goods and services that is representative of the economy as a whole. 
Industrial life cycle includes five stages: 

•
Pioneering development 
•
Rapid accelerating growth 
•
Mature growth 
•
Stabilization and market maturity 
•
Deceleration of growth and decline 

Porter's five forces model: 

•
Rivalry among the existing competitors 
•
Threat of new entrants 
•
Threat of substitute products 

•
Bargaining power of buyers 
•
Bargaining power of suppliers 

K = RFR + Beta (Rm - RFR) 
Where: 
K = required rate of return 
RFR = risk free return 
Rm = market return 
g = f (Retention rate and Return on equity) 
Where: 
g = expected growth rate 
f = function 
V = FCFE 
k-g 
Where: 
FCFE = free cash flow to equity 
k = required rate of return 
g = growth rate 

Tenets of Warren Buffet - 

•
Business tenets 
•
Management tenets •
Financial tenets 
•
Market tenets 

The analysts use two general approaches to valuation and the following 
techniques: 
Present value of cash flows (pvcf) 
4. Present value of dividends (ddm) 
5. Present value of free cash flow to equity (fcfe) 
6. Present value of free operating cash flow to the firm (fcff) 
Relative valuation techniques 
5. Price /earnings ratio(P/E)) 
6. Price/cash flow ratio(P/CF) 
7. Price/book value ratio(P/BV) 
8. Price/sales ratio(P/S) 
E (Rstock) =E (RFR) +BETA stock [E (Rmarket)-E (RFR)] 
Where: 
E (Rstock) = estimated rate of return 
RFR = risk free return 
R market = market return 

FILL IN THE BLANKS: 
1. Equity analysis employs 2 kinds of analysis viz., fundamental analysis and technical 
analysis. 
2. High dividend yield and low price-earnings ratio imply limited growth prospects. 
3. The free cash flow model involves determining the value of the firm as a whole by 
discounting the free cash flow to investors and then subtracting the value of preference and debt to obtain the value of equity. 
4. Investors who subscribe to the view that the market is efficient, typically adopt a 
passive strategy. 
5. Stock markets returns are determined by the interaction of two factors, investment 
returns and speculative returns. 

6. The most commonly followed passive strategies are buy and hold strategy and 
indexing strategy. 
7. The four principle vectors of an active strategy are market timing, sector rotation, 
security selection, and use of a specialized concept. 
8. The most commonly used valuation multiples are price-to-earnings ratio and price-to- 
book value ratio. 
9. The PE ratio may be derived from the constant growth dividend model. Or cross- 
sectional analysis, or historical analysis. 
10. Three main obstacles in the way of successful fundamental analysis are 
incorrectness of data, future uncertainties, and irrational market behavior. 
11.The multiplier equation indicates that the earnings multiplier is inversely related to 
the required rate of return. 
12. Defensive companies are those whose future earnings are likely to withstand an 
economic downturn. 
13. Growth companies are those that consistently experience above-average increases 
in sales and earnings. 
14. A growth stock is a stock with a higher rate of return than other stocks in the market 
with similar risk characteristics. 
15. A cyclical company's sales and earnings will be heavily influenced by aggregate 
business activity. 
16. A speculative company is one whose assets involve great risk but that also has a 
possibility of great gain. 
17. Value stocks are those that appear to be undervalued for reasons other than 
earnings growth potential. 
18. Economic trends can take two basic forms: cyclical changes and structural changes. 19. Switching from one industry group to another over the course of a business cycle is 
known as rotation strategy. 
20. Toward the business cycle peak, the rate of inflation increases as demand starts to 
outstrip supply. 
21. Higher inflation is generally negative for the stock market. 
22. High interest rates harm the housing and the construction industry. 23. Mature growth causes the profit margins to decline. 

24. High barriers to entry keep the threat of new entrants low. 
25. k = RFR + Beta (Rm - RFR) 
26. The following four variables affect aggregate operating profit margin: 
Capacity utilization rate, unit labor cost, rate of inflation and foreign competition. 
27. Price to book-value ratio is equal to the current price divided by the equity book 
value per share of the entity. 
28. The two competitive strategies are: low cost strategy and differentiation strategy. 29. The required rate of return is the firms weighted average cost of capital. 30. Cyclical companies do well during economic expansion. 
31. A speculative stock possesses a high probability of low or negative rates of return. 
32. A cyclical stock will experience changes in rates of return greater than changes in 
overall market rates of return. 
33. An investor's required rate of return has two basic components: the nominal risk- 
free interest rate and a risk premium. 
34. Macro analysis is the relationship between aggregate securities markets and overall 
economic activity. 
35. FCFE stands for free cash flow to equity. 
PROBLEMS: 

(1) Currently the dividend pay-out ratio (D/E) for the aggregate market is 60%, the 
required rate of return (k) is 11% and the expected growth rate for dividends (g) 
is 5% 
(a) Compute the current earnings multiplier 
Sol. Dividend pay-out ratio (D/E) = 60% = 0.60 
Required rate of return (k) = 11% = 0.11 
Expected growth rate for dividends (g) = 5% = 0.05 
Earnings multiplier = 

PE=D1E1k-g 

= 0.600.11*0.05 
= 0.600.06 
= 10 times 
The current earnings multiplier = 10 times 
(b) You expect the D/E to decline to 50%, but you assume no other changes. 
What will be the P/E? 
Sol. 
PE=D1E1k-g 
= 0.500.06 
= 8.33 times 

(2) You are given the following estimated per share data related to an index for the 
year 2007 

sales 
$1020 
Depreciation 
$45 
Interest expense 
$18 

Also given operating profit margin is 0.152 and the tax rate is 32 %. Compute the 
estimated EPS for 2007? 
Sol. Given sales = $1020 
Depreciation= $45 
Interest expense= $18 
Operating profit margin= 0.152 
Tax rate= 32% 
Step 1 
Operating profit margin * sales estimate)= to arrive at a dollar 
estimate of operating earnings or EBITDA 

1020*0.152 = 155.040 

Step 2 

EBITDA-Depreciation = EBIT 
155.040-45 = 105.040 

Step 3 

EBIT-Interest = EBT 105.040-18 = 92.040 

Step 4 

EBT*(1-0.32) 
(tax rate = 32 %) 

92.040*0.68 = 62.5872 = 63 
Estimated EPS = 63 

