Chapter-1

INTRODUCTION OF STOCK PRICE
BEHAVIOR THEORIES

1.1 BACKGROUND OF THE STUDY

In the present days of financial markets, investment activity has
become an art as well as science. Analysis of investment options always
looks into the maximum returns with minimum risk. A number of factors,
both internal and external to the business units can cause changes in the
returns of the securities. So study of these factors and their impact on
security returns generated considerable interest to all the stakeholders of
the capital market. Time is the most important factor to be considered for
making an investment decision. It doesn’t mean timing the market, but
time in the market. Prices of shares will fall or rise as time varies. The
success of an investment activity depends upon the knowledge and ability
of investors to invest the right amount, in the right type of investment
and at the right time. A well-planned investment alone can ensure regular
income, capital appreciation and can meet the financial requirements of
the investors. Forecasting of stock prices may benefit investors to invest
the right amount, in the right type of investment, and at the right time.
However, forecasting the prices of a stock, which requires study of price
and volume behavior of stocks has been a subject of controversy among
academicians and stock market professionals. Efficient Market Hypothesis
(EMH), Fundamental analysis, Behavioral Finance and Technical analysis
are the important school of thoughts which study stock price behavior.

1.1.1 Efficient Market Hypothesis

The concept of stock market efficiency acts as a central paradigm in
explaining the behavior of share prices, which is governed by rational,
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of other barriers to the internationg] Cquity in Vestments,

The 1erm Mmarket efﬁciency iIs used to depict the ability of the
Stock mark e [0 process informazion with Tespect to speeq and quality.
(Gupta o.p, 1989) As 4 result, it is the Speed of this price adjustment

emcicncy of the Mmarket as <A Mmarket, in Which prices alwaysg fully
reflect available infornmnon, is called Efficient> (Fama Eugene E,
1970) By virtye of this, sych efﬁcicncy would result jp, a price that js
appropriate i, terms of current availapje knowledgc. This theory js
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According to Weak EMH, prices of financial instruments which
e in trading (e.g., stocks, bonds, or property) already reflect publicly
yailable historical information. So only investors of new public
formation and inside information can develop strategies to eamn
itraordinary income. According to Semi-strong EMH, prices reflect
1blicly available all information and instantly change to reflect new
1blic information. So only the investors of inside information can
velop strategies to eamn extraordinary income. Strong EMH: prices
stantly reflect even hidden or insider information. So investors
ith privileged information also cannot use that information to develop
ategies to earn extraordinary income.

1.2 Fundamental Analysis

Fundamental analysis generally refers to the study of the economic
d non-economic factors relevant to the price movement of securities.
lishor Ravi 2002) It suggests that every stock has an intrinsic value,
hich should be equal to the present value of the future income to be earmned
1 the stock. Estimate of real worth of a stock is made by considering
e eamning potentials of a company. However, earning potentials of
company depends on the factors relating to a specific company like
mpetitiveness, quality of management, operational efficiency, profitability
d capital structure and dividend policy. Importance of fundamental
alysis is unchallengeable. Decisions based on fundamental analysis
n alert investors about the real value of shares, especially in case of
arket bubbles. (Indian Express 14™ February 2005)According to Dr.
asanna Chandra (Faculty of Indian institute of management, Bangalore),
~current market price of a security is less than its intrinsic value then
e should enter at the available market price, but if a current market
ce is greater than its intrinsic value then one should exit at available
yrket price.”(Chandra Prasanna, 2008) In short, fundamental analysts
dy the fundamentals to find out the best investment option among
Lilable corporate firms on the basis of judging potentials of a company.
ndamental analysts attempt to quantify the current value of a stock by
pering data relating to the general industry outlook, overall market
Lditions, corporate financial strength and historical patterns of sales,
nings. market share, dividends, etc. Thus fundamental analysis covers
erailed examination of the underlying forces which affect the well-
ng of the economy, industry group and companies.
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At the basjc leve] fundamenty; approach js concerned with ll:g
company (which Stock is Considered for investment). The analys

includes evaluation of COmpany’s pagt financia] performance a5 “./el}f
as the Credibility of jis accounts. This approach attempts to delermme{
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15153 Behavioral Finance

Behaviorg) finance integrates Psychology ang €Conomics jp finance
theory. It is a new exemplar of finance, Which Supplements the existing

Contrary the fung; mental analysis, technica] analysjs js a study
Of market actiops, Primari]y through the yge of charts, for the purpose of
t'orecasting future price trends. (Achelis Steven, 2005) It s 4 study of
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trend, its strength, its pattern, continuation, momentum and its reversal to
take profitable entry and exit positions on the basis of charts. Technical
analysis includes chart pattern study and study of technical indicators.
Chart Pattern study discovers numerous buying and selling opportunities
based on understanding of momentum of volume (market turnover) and
trend. (Arnold Curtis M., 2001) Additionally, technical indicators can
also be used to generate trading signals (recommendations for buying
and selling a particular stock). These signals are of crossover and
divergence in nature. Divergence signals show disagreement between
the indicator and the stock price. The divergence in uptrend occurs
when price makes a higher high, but the indicator does not make
a higher high which gives a signal of down trend. In a downturn,
divergence occurs when price makes a lower low, but the indicator
does not make a lower low which gives a signal of up movement in
future. However, the main problem of divergence indicators is that it
shows disagreement between the indicator and price, but the degree of
disagreement at which buy or sale signal should be assumed as confirmed
is at the sole discretion of the user. Thus, in a same situation, one user
may find trading opportunities whereas others may find need to wait
for confirmation. Whereas in case of crossover signals produced by
indicators, signals are generated when the indicator line crosses either
price line or other indicator line or a defined level ( like a zero line or
overbought or oversold line) to confirm the trading signals. Thus, in
crossover signals, scope for subjectivity is substantially reduced for
confirming the trading opportunities. This topic evaluates performance
of technical indicators which generate such crossover signals.

In this study, the results of the transactions which are based on such
crossover signals given by the technical indicators are compared with
each other to guide the readers for their indicators study and investment
decisions. This study is interdisciplinary in nature. It used investment
profitability ratios which are widely used in the field of accounting
and finance. Research is based on these measures for evaluation of
the transactions which are triggered by crossover signals of technical
indicators in S & P CNX Nifty Index stocks.

1.2 FOCUS OF THE STUDIES

EMH, behavioral finance, fundamental analysis and technical
analysis are the theories which include study of price behavior of
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1.3.2 lnvestment (Accounting Standarg 13)

Investmen, means the asger held for earning income by way of
dividend, interest Or rentals, for Capital appreciation o for other
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more than one year from the date of which such investment is made.
Long term investment is investment other than current investment.
Lastly, investment property is an investment in land or building that
is not intended to be occupied substantially for use by or in their
operation of the investing enterprise.

1.3.3 Technical Analysis (Murphy John, 1999)

Itis a study of market actions, primarily through the use of charts,
for the purpose of forecasting future price trends. It is a study of trend,
its strength, its pattern, continuation, momentum and its reversal to
take profitable entry and exit positions on the basis of charts.

1.3.4 Technical Indicators (www.investopedia.com)

These are calculations based on the price and the volume of an
underlying security that measure such things as money flow, trends,
volatility and momentum. Indicators are used as a secondary measure
to the actual price movements and add additional information to
the analysis of securities. Indicators are used in two key manners:
to endorse price change and the quality of chart pattern and to
give buy and sell signals. Indicators provide an extremely lucrative
information addition to price change. These indicators assist to
pinpoint momentum, trends, volatility and liquidity positions of
market.

1.3.5 Index (www.nseindia.com)

An Index shows how a specified portfolio of share prices is moving
in order to give an indication of market trends. It is a basket of securities
and the average price movement of the basket of securities indicates
the index movement, whether upwards or downwards.

1.3.6 S & P CNX Nifty Index (www.nseindia.com)

S&P CNX Nifty is a scientifically developed index on fifty stock
prices, reflecting accurately the market movement of the NSE. It
is currently known as CNX Nifty Index or simply Nifty Index. It
comprises of some of the largest and most liquid stocks traded on the
NSE. It is maintained by India Index Services & Products Ltd. (IISL),
which is a joint venture between NSE and CRISIL. The index has been
co-branded by Standard & Poor’s (S&P).
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