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CHAPTER - |
INTRODUCTION

1.1 Background of the Study

Being the world is dynamic every moment can be a cause of change. The frame of the
change is being sketched in every moment and molding it in reality. In such
circumstances the business houses are facing a number of competitions as well as
challenges. To face the competitions and tackle the challenges the business houses
should make them strong in every sector and keep their houses in capable position.
Only then it becomes possible for the business houses to collect sufficient funds to
perform their any work. With the development of financial sector the corporate
business organization come front adopting various policies and strategies to enable

the investors to satisfy their diverse assets preference.

The state of efficient economy no doubt cannot be imagined without the support of
financial market of the respective nation .As per need the financial market creates
further capital and money market, and moreover tries to attain the co- ordination and

integration of them.

The development of capital market is very essential for the development of the
national economy. Development economy also demands the capital market
development, these two are interrelated. The development of the people living in the
society also depends upon the development of capital market. These three cannot be
separated from each other. So, there is essential of efficient capital markets. If that
country is to enjoy highest possible level of wealth, welfare and education for

population.

Capital market is the market place through which the entrepreneurs collect the long
term capital by mobilizing the individual and institutional savings either directly or
indirectly. It also plays the vital role in  mobilizing a constant flow of saving and
channeling their financial resources for expanding productive capacity in the
countries. It helps economic development by mobilizing long-term capital, which is

needed for productive sector. Therefore capital markets stands as skeleton of nations
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development activities and also can be indicated as fertile-land for money to grow

more.

Financial Market is the place where the financial instruments like share, bond and
debenture are traded. "A financial market is a market for creation and exchange of
financial assets if you buy or sell financial assets, you will participate in financial
market in some way or other" (Pradhan, 2002:24). There are different types of
financial markets. Each market serves a different set of customer or deal with
different types of security. Transfer of capital between savers and those who need
capital take place in different ways like direct transfer, indirect transfer through
investment banks and through financial intermediaries. Investment has significant role
for the well development into two categories, real investment and financial
investment. Keeping these views into consideration this study focuses on trend

analysis of stock market in Nepal.

1.1.1 Security Market

Security Market interchangeably known as the integral part of capital market is in fact
basis of the economy of country. The most effective use of idle and surplus resources
can be brought into practice only by means of market mechanism. Security market, a
structural network of savers and users of fund, is such a market mechanism which
mobilized the fund of savers to the users and thus this financialization boosts the
industrialization and trading activities, which will bring the positive result to the
economy as a whole. (Sharma, 2002:16) There are two important functions of
securities market, namely the raising of funds in form of shares and debentures and
trading in the securities already issued by companies. While the finest aspect is
obviously much more important from the point of view of economic growth, the
second aspects is also considerably important. In fact, if facilities for transferring of
existing securities are abundant, the raising of new capital is considered assisted as the
buyer of a new issue of security become confident that whenever he wants to get cash
he can find a buyer of the security without much difficulty. This aspect is called the
liquidity of the stock market. Thus the liquidity of the stock market affects the raising
of new capital from the market (Levine, 1992:33). Security market sets a price for the
securities it trades and makes it easy for people to trade them. Securities market

facilitates the sale and resale of transferable securities. The security market can be
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defined as a mechanism for bringing together buyer and sellers of financial assets to
facilitate trading. Securities market is classified into two: the market in which new
securities are sold is called the primary market and the market in which existing
securities are resold is called the secondary market. Secondary markets are created by
brokers, dealers and market makers. Brokers bring buyer and seller together with
themselves actually buying or selling: dealers set price at which they themselves are
ready to buy and sell (bid and ask price respectively). Broker and dealer come

together organized market or in stock exchange (Gitman, 1992: 457).

In simple sense, securities market is a place where people buy and sell financial
instruments. There, financial instruments may be in form of government bonds,
corporate bonds or debentures, ordinary share, preference shares etc. So far securities
market is concerned; it is an important constituent of capital market. It has a wide
term embracing the buyers and sellers and all the agencies and institutions that assist
the sale and resale of corporate securities. Although securities are concerned in few
locations, they refer more to mechanism rather than to pace designed to facilitate the
exchange of securities. This securities market can be defined as a mechanism for
bringing together buyers and sellers of financial assets in order to facilitate trading. In
order to allocate capital efficiently and maintain higher degree of liquidity in
securities, the securities market should be efficient enough in pricing the shares solely

by economic considerations based on publicly available information.

An efficient market is one where current price of the shares gives the best estimates of
its true transferred from one to another a fair price through the organized brokerage
system. The major functions of securities market is to provide ready and continuous
market for purchases and sales of securities at competitive price thereby, importing
future market ability and liquidity. It is a medium through which scattered savings and
scarce resources and transferred to productive areas that ultimately help in the

economic development and industrialization of the nation.

A. Primary Market
Primary Markets denote the market mechanism for the original sale of securities by an
issuer to the public. It is the marketing which the securities are sold at the time of their

initial issuance. In other words, a market for a newly issued securities time of their
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initial issuance is called primary market. Corporate bodies issue new securities in the
primary market. Securities available for the first time are offered through the primary
securities market. The issuer may be a brand new company or one that has been in
business for many years. The securities offered might be a new type for the issuer or
additional amount of security - used frequently in the past. The key is that these
securities absorb a new fund for the coffers of the issuers. All the securities whether in
the money market or capital market, are initially issued in the primary market. This is
the only market, in which the corporate or government issuer is directly involved in
the transaction and receives direct benefits from the issue, which is the company
actually receives the proceeds from the sale of securities.

B. Secondary Market

Secondary Market is the marketing which securities are traded that has been issued at
some previous point of time. In other words, where outstanding securities are traded is
referred to as the secondary market or more popularly known as the stock market.
Share or stock market is a major component of securities market. Stock market is a
medium through which corporate sector mobilizes funds to finance productive
projects by issuing shares in the market. The efficient collection of small amounts of
savings and transferring funds into the competitive and efficient uses requires a well
functioning capital market to facilitate the process. Thus, secondary market deals with
previously issued shares mainly traded through stock exchange, over the counter
market or direct sealing. Secondary market in simple sense, are markets in which
existing, already outstanding securities are traded between investors. It is the market
that creates the price and allow for liquidity. If secondary market did not exist, the
investors would have no place to sell their assets. Without liquidity many people
would not invest at all. The corporations whose securities are being traded are not
involve in secondary market transactions and thus do not receive any funds from such
a sale. The function of secondary market is to provide liquidity for the securities

purchased in the primary market.

1.1.1.1 Organized Securities Exchanges
Organized securities exchanges are the physical locations where trading of securities
is done under a set of rules and regulations. Investors usually purchase securities in

the secondary market by calling securities brokers. In the secondary market investors
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buy and sell securities themselves the issuer never gets any cash flow from the trade.
Nepal stock exchange (NEPSE) is an example of organized stock exchange and this is
the only stock exchange in Nepal (Francis, 1991:16).

The stock exchange provides market in a wide range of traded securities, generally of
medium to long-term maturities, issued by companies, government and public
organizations (Winfield, 1985: 22). Most of the investors are attracted to the equity
shares because of its marketability and liquidity. One may like to buy more shares or
selling existing shares from time to time when he is in need of money or when he
wants to shuffle his portfolio. Since the stock exchange is a place where a large
number of buyers and sellers congregate, one can, by and large, easily find his
counterpart for sale or purchase of shares. The investor can convert his shares into
cash at the prevailing market price readily. The existence of stock exchange facilitates
al these functions without which it is almost impossible to do so. The key function of
securities exchange is to create a continuous market for securities at a price that is not
very different from the price at which they were previously sold. The continuity of
securities market provides the liquidity necessary to attract investor's funds. Without
exchanges, investors might have to hold debt securities to maturity and equity
securities indefinitely. It is doubtful that many people would be willing to invest
under such conditions. A continuous market also reduces the volatility of security

prices further enhancing liquidity (Gitman, 1992: 458).

Main Function of Stock Exchange

Security is a legal representation of the right to receive future benefits under
conditions. Its value depends on expectation of the amount of those benefits and
evaluation of risk involved. Expectation and evaluation reflect both the information
available and conclusions people draw from that information. Since the market may
quite big, no single buyer or seller can influence the price of a share to any significant
extent. Price discovery is the process of arriving at fair prices for securities. Fair price
indicates the compromise between fair offer price (lowest price at which any well
informed trade willing to sell) and fair bid price (highest price any well informed
buyer is willing to pay). Different markets do this in different way and different ways
of organizing a market affect how closely the market approaches the ideal of fair

prices. However, a very important fact that should not be forgotten is the concept of
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ideal market or market efficiency, which also the necessary precondition for
approaching to the fair price. In an ideal market value of securities equal its price of
securities and prices reflects all available information about the market. In the
securities market there is a great importance of demand and supply for price fixation.
The price of a given stock is determined exclusively by the interacting forces of
supply and demand converting on such stock at a given time, that the price and
volumes of its past transaction are meaningful indications of the probable relationship
of the future and demand pressure it is likely to encounter in the market and that such
relationship is the most important element in determine the probable direction the
price movements (Ackerman, 1980: 85). The stock exchange produces through its
continuous process of evaluation, prices of securities as close as possible to
investment value based on present and future income yielding prospects of various
enterprises, capitalized at notional rate of Interest the rate which will prevail if and
when all the liquid savings are employed into productive purposes (Gupta, 1982:
148). An efficient market is one that allocates fund to most productive uses. Along
with this, there is lot of functions of security exchange such as ready market and
continuous market, evaluation of securities, safety of transactions, canalization of
savings and widening the share ownership etc. However, besides these functions,
there are three things as security exchange must do:

e Determine a fair price for the securities it trades or price discovery function

e Enable transaction to be made at as low cost as possible or minimization of

Transaction cost.
e Enable transaction to be made at this price quickly and easily or provision for

liquidity.

Over the Counter (OTC) Market

The term over the counter refers to all security transactions not taking place on the
organized exchanges. The OTC has no central location as the major & regional
exchanges do, instead it is a network of brokers; dealers who deal (negotiate) for their
30 own accounts with each other over the telephone or through computer terminals.
For this reason the OTC market is negotiated is a “negotiated market” in the contrast
to the auction markets of the organized exchanges. In an auction market the third

party, in this case a specialist facilitates the transaction Securities traded in the OTC
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market tend to be those of small regional business, banks, finance companies and
mutual funds. In addition most corporate and mutual fund stocks are traded in OTC.
All brokers and dealers in the OTC market must belong to the national association of
security dealers. NASDAQ is an example of OTC market. The over the counter
market is broader in scope than organized stock exchanges. OTC market handles both
securities already issued and new securities being sold to the public, whereas the stock
Exchanges are auction markets (Sharpe, Alexander & Bailey, 2006:57).

Third Market

The third market is an OTC market where securities listed in the organized securities
exchange are also traded. More generally the firm ‘third market' now refers to the
trading of any exchange listed security in the over the counter markets. The trading
hours are not fixed to the third market like organized stock exchange. In the third

market dealers provide only execution and record keeping services for their clients.

Fourth Market

The fourth market exists in the over the counter market and here trades occur directly
among investors. In this type of market the buyer and seller deal directly with each
other this deal occurs in the exchange listed securities Forth market participants

completely bypass normal dealer's services.

1.1.1.2 Constituent of Capital Market in Nepal

Securities Board, Nepal (SEBO/N)

Security Board, Nepal was established on 26" May 1993, under the provision of the
Securities Exchange Act, 1983. It was established with the objective of promoting and
protecting the interest of investors by regulating the securities market. It also assumes
the responsibility of development of securities market in the country, besides
regulatory role, Board has identified the policy development, legal and regulatory
reform, standardizing disclosures, bringing enforcement to ensure compliance and
promoting broad based market as a priority area to reform. The private sector has also
been participating equally in establishing sound system in securities exchange. In
private sector viz. investors, listed companies, financial and market intermediaries and
in government sectors Ministry of Finance, registrar of companies (Ministry of

Industry, commerce and Supply), Nepal Rastra Bank, Nepal Stock Exchange,
18



Federation of Nepalese Chamber of Commerce and Industries (FNCCI), Institute of
Chartered Accountants of Nepal (ICAN) and Association of Chartered Accountants

have been playing vital role in promoting the capital market of the country.

The objective of the board are to promote and protect the interest of the investors, by
regulating the issuance, sale and distribution of securities similarly purchase, sale or
exchange of securities, by supervising and monitoring the activities of the stock
exchange and other related firms on securities business, as well as it renders
contribution to the development of capital market by making securities transactions

fair, healthy, efficient and responsible.

Nepal Stock Exchange (NEPSE)

Nepal Stock Exchange was established on 1993 under Securities Exchange Act, 1983.
Previously it was known as Securities Exchange Centre. Initially Securities Exchange
Centre was established with an objective of facilitating and promoting the growth of
capital markets. To avoid the limited functioning of SEC NEPSE established under
the Securities Act (SEC) 1983.(first amendment) The major task undertaken by Nepal
Stock exchange is brokerage, undertaking, managing public issue, and making market
for government bonds and other financial services. Nepal Stock Exchange is a non-
profit organization operating under Securities Exchange Act 1983. It was established
with joint effort of Nepal Industrial Development Corporation and Nepal Rastra Bank
to mobilize the public saving for ensuring public ownership in the shares public
limited companies. In order to promote the stock exchange business, the centre made
a series of studies in the beginning regarding both the public limited companies and

undertaking the business of buying and selling of securities.

The board of directors (BOD), which will govern NEPSE, constitutes of members
representing different sectors. As per a recent revision, the BOD comprises seven
members — two including the chairman from the Nepal government, two from Nepal
Rastra Bank (NRB), one from NIDC and rest to be nominated by the BOD, will be

expert in the capital market. General Manager of NEPSE will serve as director.

NEPSE increased its authorized capital from Rs. 50 million to Rs. 160 million in May
2008 to meet the requirement of the Securities Market Operation Rule, 2064. Out of

this Rs. 50 million was issued and Rs. 34.915 million was paid up capital.
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Nepal government held the majority of shares of NEPSE (58.66%) Nepal Rastra Bank
(34.60%), NIDC (6.12%) and remain held by other Members (0.62%). At present,
there are 23 broker members. Besides this, it has licensed to dealers as primary and

secondary market. At present 163 companies are listed in NEPSE.

NEPSE replaced the Open-Out Cry System with a fully automated screen-based
trading system (ATS) 24August 2007, under the CFG project of the Nepal
government. The Asian Development Bank had provided US$ 300 thousand to
automate the system. The system helps eliminate all possible human errors of the
Open-Out Cry System. Several international practices have incorporated to make the
system internationally applicable and modifications made to customize the existing

rules and regulations of the country.

NEPSE started to circuit breakers to stop the price of share from rising or falling
sharply since august 2006. If price of a share changes more than 10 percent in its
trading in a single day, the trading of the share is halted by using circuit breaker. This
rule of halting the trade of an individual share was amended later and the trading
could be done within a range of 10 percent change on the previous day’s closing
price. Similarly, NEPSE has implemented the index-based circuit breaker system,
effective from 21 September 2007.

The index based circuit breaker or market halt system applies at three stages of the
NEPSE index movement on either way by 3 percent, 4 percent and 5 percent. These
circuit breakers when triggered bring about a halt in the trading of all equities.

e In case of 3% change in the index, there would be a market halt for 15 minutes
if the movement takes place before 13:00. In case this movement takes place
after 13:00 there will be no trading halt at this level and the market shall
continue trading.

e In case of 4% change in the index, there would be a market halt for 30 minutes
if the movement takes place before 14:00. In case this movement takes place
after 13:00 there will be no trading halt at this level and the market shall

continue trading.
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e In case of 5% change in the index either way, trading shall be halted for the
remainder of the day.

After automation NEPSE has continued T+3 for settlement but there is a little bit
change in the process. If the trading is done at “T” and T+1, buying brokers have to
submit bank vouchers for settlement along with a covering letter. At T+2 selling
brokers must submit share certificates with a covering letter. At T+3, NEPSE prepares
billing for payment and this will be forwarded to the bank.

The revised rate of brokerage commission on equity ranges from 0.70% to 1% on
government bonds ranges from 0.10% t00.50% and for all other stocks except equities
and government bonds from 0.40% to 0.75% depending on the traded amount.
Similarly, the basic objective of Nepal Stock Exchange is to impart free Marketability
and liquidity to the government and corporate securities by facilitation transactions on

its trading floor through market intermediaries such as brokers, market makers, etc.

1.2 Focus of the Study

Investors are attracted to the capital market to get the reasonable return from the
investment in securities. Development of capital market played important role in
economic development and growth of commercial, trading, manufacturing sector of
the country. Every investor should think and analyze the share price of the every
organization before investment. The investment in securities is important and risk
taking utilities also. To make investment profitable, there are different kinds of tools
and techniques available for the purpose analysis. Among them technical analysis is
one of the important tools. Technical analysis is market-oriented philosophy and it
concentrates on the force of supply and demand for shares as reflected in the action of

market rather than the intrinsic worth of share.

There are various approaches to predict the successive price movements of stocks.
Fundamental and technical analyses are the best approaches. Likewise efficient
market theory is also one of the best and effective approaches. However in Nepalese
context extensive study on efficient market theory and fundamental analysis has been

done but technical analysis has been always ignored. So, technical analysis tools are
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used to forecast the share price movement of sample companies using historical
financial data. Moreover this study tries to know the applicability of technical analysis
tools in Nepalese stock market, to test the efficiency level of Nepal's stock market, to
analyze the trends of sample companies during the study periods, to predict future
market trends on the basis of identified market trends.

1.3 Statement of the Problem

Although Nepal's stock market has a trend towards an organized stock market after
the restoration of democracy in  witnessed a large quantitative growth during past
199, there are still many challenges and complexities confronting by this sector.
Investors are losing confidence on the performance of share due to this experience of
fraudulent and scandalous activities undertaken by handful of market swindlers. The
large number of investor and general public are still unknown about financial market
which is the main problem in Nepalese capital market. Most of the investors are not
well known about what should be the price and what would be the price of stock. So,
investors are not rational and they are unable to get optimal benefit from their
investment. Due to greed for quick gain from the share market investors are becoming
more credulous and they are ready to follow even the wrong advice from the brokers.
At the same time there is no denial in the fact that investors too are responsible for not
having self control and self-judgment in the choice of securities for investment. Thus,
having lack of adequate knowledge to investors, market disorders, price manipulation,
fraudulent share market activities etc. are all taken over together standing as barrier to

the development of Nepalese stock market.

Nepalese stock market is also characterized by a low trading, volume, absence of
professional brokers, early stage of growth, limited movement of share prices, and
limited information available to investors. Beside these, political instability and
interference, anti government activities, economic imbalances, ineffective
implementation of liberal economic policy, lack of suitable laws etc. are the burning
issues in Nepalese stock market. Due to lack of various required information,
investors are confused which stocks are bad and which stocks are good. They are
haphazardly investing in shares i.e. they are failure to ‘beat’ the right ‘time’ to

purchase or sale the securities.
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The investment process is concerned with how an investor should go about making
decisions with regard to what marketable securities to invest in how extensive the
investment should be and when the investment should be made. The investors
whether they are small or professionals should analyze the securities in terms of price
and volume before investing on them. The main purpose of security analysis is to
examine whether the securities currently appear in the market to be mispriced.
Moreover, security analysis helps in forecasting future price movement in a way to

secure higher expected buy and hold return.

The technical analysis theory involves the study of past volume and price data of the
stocks to predict future price fluctuations. This approach numerical series generated
by market activity such as price and value are uses to predict share price trends. Thus
technical analysis does not try to analyze the financial data of a company such as cash
flow, dividends and projection of future dividends. That type of analysis id called
fundamental analysis. Nor does Technical analysis claim to be hundred percent

accurate, it attempts to give the “most likely “outcome.

The premises of technical analysis were derived from empirical observations of
financial markets over hundred years. Perhaps the oldest branch of technical analysis
is the use of candlestick techniques by Japanese traders at least as early as the 18™
century, and still very popular today. Thus the technical analysis theory of share price
behavior is based on past market information to predict future prices fluctuation This
approach studies various graph and charts of the past share prices and reduce from the
analysis about the future pattern. The chartists seek to predict future movement by
seeking to interpret past pattern on the assumptions that history tends to repeat itself.
It is believed that a knowledge of past patterns of share prices help to predict future
share prices under similar circumstances. Dow Theory, moving average analysis,
advanced decline index, client account position, oscillators, chart patterns etc. are the

tools uses to forecast the future share prices movement.

There are only limited researches on predictability of stock price in NEPSE using
technical analysis. Technical and fundamental analysis models are most appropriate
models to evaluate the prices of shares in our context. Therefore here researcher main

concern is about technical analysis and efficient market theory. This study also puts
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an effort to improve on shortcoming of limited past studies in the hope that the trends

of future share piece can be predicted using technical analysis.

The study mainly deals with following research questions:
e What is the state of technical analysis in Nepal’s stock market?
e Whether there possibility to predict future market trends on the basis of
identified market trends?
e Whether Technical Analysis of Nepalese helps investors to reach best
investment decision about common stock?

e Which one efficiency theory is adopted in Nepalese stock market?

1.4 Objective of the Study
The prime objective of this study is to analyze the trends in NEPSE using technical
tools. Within the periphery of above stated problems, the objective of the study is to
analyze ‘'technically' the movement in NEPSE. Furthermore, this study is proposed to
meet the following objective:

e To predict the trends and patterns of NEPSE movement.

e To explore the potentiality of technical analysis in Nepalese stock market.

e To examine the efficiency of Nepal’s stock market through qualitative test.

1.5 Significance of the Study
Technical analysis is one of the crucial factors for general investors. This research
will be significant for the following way:

e This study guided investor to get right decision for investment on right
Place at right time therefore it is expected to helpful for the general investor and
stakeholders.

e The study may draw the attraction from every corner of entrepreneurs and
investors and other academicians and also other interested parties.

e This study is extremely helpful to the financial managers of corporate firms to
know about the movement and price formation of stock price.

e This study is very useful to potential investors who are interested to know the
effect of price trend, volume of stock and impact of signaling factors in NEPSE

index.

24



1.6 Limitations of the Study

Research is the dynamic process of searching something to find out the solution of a
problem. The findings might not be equally applicable to all the problems, every
research has some limitations. A single research cannot be perfect in itself. The
present research too cannot be an exception. This study may face the following
limitations during the course of research.

e This research mainly based primary and secondary data which have been
collected from questioners, interviews, books, journals, financial statements,
report of Securities Board Nepal (SEBON) and Nepal Stock Exchange (NEPSE),
annual reports of companies, web sites and other publications.

e The study heavily focus on the technical analysis of Nepalese stock market

e Studies and reference were also extremely limited in the prospective of Nepalese
stock market.

e The market price of shares also get affected by happening on the political and
economic factors or fundamentals of the company, i.e. changes in an intrinsic

value of share, hence all the deviations cannot represent the market sentiments.

1.7 Organization of the Study

The study is divided and organized in the following chapters.

Chapter-I Introduction

Introductory framework of the study that contains general background,
statement of the problem, focus of the study, objective of the study and limitation

of the study, includes in this chapter.

1.1.1.1 Chapter-Il Review of Literature

It deals with the review and analysis of available relevant published materials
including unpublished thesis, journals, books, dissertations and government

publications.

Chapter -111 Research Methodology
This chapter includes the research design, data collection procedure, tools for analysis

and methods and procedure of data analysis and presentation.
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Chapter -1V Data Presentation and Analysis
The application of defined research method on the collected data and information are
organized in this chapter. The generated result then will be analyzed and interpreted.

This is very important part of the study.

Chapter -V Summary, Conclusions and Recommendations
This final chapter summarizes the findings in a ground of result obtained from data
presentation and analysis and further presents the concluding remarks with a

suggestive package as recommendation.
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CHAPTER - I
REVIEW OF LITERATURE

The basic concern of the study is to focus on an application of technical analysis tools
in Nepalese stock market. In this chapter some of theories related to technical analysis
of stock market will be reviewed. It includes literature regarding theories on the topic
and review of the empirical evidence of previous studies done before within and
outside the country. The first part of the review will be focused on description of the
theories of technical analysis and stock market behavior, which will be reviewed from
different books and articles. The theory will include fundamental analysis and
efficient market theories. The second part of the studies will be focused on reviewing
the past research and findings regarding the same topic. Better understanding of
technical analysis and its application in stock market may increase investor's
confidence in stock market and thereby enhance the effectiveness of corporate

resource allocation.

2.1 Conceptual Review

2.1.1 Technical Analysis Theory

Technical analysis of the security prices involves the study of market price in an
attempt to predict the future price movement. It is alternative theory of predicting the
market price of share in stock market it is market oriented theory based on force of
demand and supply. The share price is reflected in the action of market especially past
market rather than the intrinsic value of share. The analyses who analyze the security
behavior of past movement to predict the future price of share, is known as technical

analysis or technicians.

Technical analysts focus most of their attention on the charts of security market prices
and on related summary statistics about security transactions. Therefore technical
analysts are called chartists. Most technical analysts prepare and study the charts of

various financial variables in order to make forecasts about security prices

Technical analysis is the 90 percent psychological and 10 percent logical, which
means market is driven by psychology of investors in 90% of the times and in 10% of

the times logical factors affect the market.

27



It is based on the belief that history repeats itself, which means price patterns and
traded volume occurs again and again over a period of time. This repetition of price
and volume pattern helps in predicting near future price movements (Khatri, 2006:
156).

Technician analyzes the past data and then reach conclusion of coming future. The
technician believes the forces of supply and demand are reflected in patterns of price
and volume of trading. By examination of these patterns, he predicts whether prices
are moving higher or lower and even by how much Therefore, the past behavior in
market prices is the basic of technical analysis Trend analysis of past prices is major
focus of this analysis to determine whether prices are likely to rise or fall. Looking
backward is the false of technicians. The technician usually attempts to predict short-
term price movements and thus makes recommendations concerning the timing of
purchases and sales of either specific stock or groups of stocks (such as industries) or
stocks in general. It is sometimes said that fundamental analysis is designed to answer
the question "What?" and technical analysis to answer the question "When?" (Sharpe,
Alexander and Bailley, 2001: 844).

Past behavior of stock market, which may be self-repeat in future is main slogan of
technical analysis. Technicians recommend for short term on the basic of history for
profitable investment. "Technical analysis is the study of stock exchange information
as such. The world 'technical’ implies a study of market itself and not of those external
factors, which are reflecting in the market, relevant factors, whatever they may be,
can be reduced to the volume of stock exchange transactions and the level of share
prices; or more generally to the sum of the statistical information produced by the
market" (Rosenfield, 1975: 297). Statistical information is matter of technical

analysis.

"Technical analysts maintain that the price of a share at any time (Present price) is the
balance struck by buyers and sellers at a point in time. Price movements take place
because of changes in buying and selling pressures. This occurs in account of diverse
internal and external factors (profit, political environment, predictions and the likes).

Price stabilizes when equilibrium between buyers and sellers achieved.
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They believe that a record of price movements over a period depicts how investors
(both buyers and sellers) have acted and behaved over a period in the past as the
whole theory is based on the assumptions that history repeats itself. That human
nature doesn't change and that man is likely to repeat his pattern of past behavior in
the future, it is believed that this record of past movements call repeat themselves in

the future.

Estimation of price of stock is task of technical analysts rather than value. Technicians
totally ignored the fundamental facts of stock market such as risk and earnings growth
rates. Technical analysis focuses on demand and supply and determines the future
price on the basic of that behavior. "The methodology of technical analysis.... Rests
upon the assumption that history tends to repeat itself in the stock exchange. If a
certain pattern of activity has in the past produced certain results nine times out of ten,
one can assume a strong likelihood of the same outcome when ever this pattern
appears in the future™ (Palat, 1991: 172).

Basic Assumptions of Technical Analysis
Edwards and Magee has mentioned the following basic assumptions underlying
technical analysis are as under” (Edards and Magee, 1958: 86).
e Market value is determines solely by interaction of supply and demand.
e Supply and demand are governed by many rational and irrational factors.
e Indisregard of minor fluctuations in the stock market, share price tends to move
in trends, which persist for an applicable length of time.
e Change in trend is resulted by shifts in supply and demand.
e Shifts in supply and demand, no matter why they occur can be detected
eventually in charts of market action.

e Some chart patterns tend to repeat themselves.

In essence, technical analysis believe that past behavior of stock market will repeat in
future and can therefore be used for predictive purposes at last technical analysis
involves short-term predictions of security price movements based on past patterns of

price and trading volumes.
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2.1.1.1 Types of Charts
Technical analyst make the prediction about near future after making a study of price
and volume data as plotted on any of the following typed of charts:

e Line charts

e Bar diagrams

e Point and figure charts

e Candle charts

Line Chart

Line charts are charts in which various prices either of particular day or across the
days are plotted on the graph and then these are joined with the help of a line in the
chronological order. A simple line indicated the movement of price and volume over a
period of time. These are most commonly used charts. Various movements like

support, resistance, up-trend, downtrend, etc. can easily be identified in these.

Bar Diagrams
Bar diagrams are charts which provide details about the four prices prevailing for a

day for one particular share, i.e. highest, lowest, opening and closing price of a day.

Point and Figure Chart

In this type of chart each price of a particular day for the individual share is potted on
a graph. The upward price movements are shown by "*" and a downward movement
is shown by ‘0. Date for which prices have been shown is also placed at the end of all

the prices of the concerned day.

Candle Chart

In the candle chart a thick bar called a candle is drawn in the chart. The upper edge of
the candle indicates high price and lower edge of the candle indicates the low price of
the day. Candle is left blank to show an upward movement during the day, whereas it

is darkened when price have move downside.
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2.1.1.2 Uses of Technical Analysis
Technical analysis is used for different purposes like predicating overall market trend
as well as making prediction about individual shares. For both of these separate types
of tools are used (Khatri, 2006:159).

e Tools to predict overall market trends.

e Tools to predict for individual shares trends.

Tools to Predict Overall Market Trends

Prediction about the overall market is based on the movement of an index
representing the trend of the market. An index is considered to be representative of
the market because it is calculated by considering the shares which have the following

features.

Minimum Impact Cost
e High value representation in market capitalization
e Large number of traders per day.
e Large traded volume per day.

e Frequent trades on every day.

Following are the tools for the analysis of predicting overall market trends:
e Dow Theory
e Advance Decline Index.

e Client Account Position

Dow Theory

The Dow Theory is one of the oldest and most famous technical tools; it was
originated by Charles Dow, founder of the Dow Jones Company and editor of the wall
street Journal around 1900. Mr. Dow died in 1902, and the Dow Theory was
developed further and given its name by staff members at wall street journal. Today,
many versions of the theory exist and are used: it is the basis for much of the work

done by technical analysts.

31



The Dow Theory is used to delineate trends in the market as a whole or individuals
securities. According to Mr. Dow "The market is always considered as having three
movements, all going at the same time. The first is the narrow movements from day to
day. The second is the short swing, running from two weeks to a month or more, the
third is the main movements covering at least 4 years in duration.” According to Dow
that share prices show three kinds of price movements all moving at the same time:
daily movements Secondary movements and primary movements. Primary move last
from a few months to many years and represent the broad underlying trend of the
market. Secondary movements last from a few weeks to a few months and move
counter to the primary trend. Daily movements can move with or against the primary
trend and last a few hours to a few days, but usually not more than a week. They are
explained as follow s (Hamilton, 1929:114-120).

Daily Movements

Daily movements, while important when viewed as a group, can be dangerous and
unreliable individually. Due to the randomness of the movements from day to day, the
forecasting value of daily fluctuations is limited at best. The worst, too much
emphasis on daily fluctuation will lead to forecasting errors and possibly tossed.
Getting too caught up on the movement of one or two days can lead to nasty decisions
that based on emotion. It is vitally important to keep the whole picture in mind when
analyzing daily price movements. Think of the pieces of puzzle. Individually, a few
pieces are meaningless, yet at the same time they are essential to complete the picture.
Daily price movements are important, but only when grouped with other days to form
a pattern for analysis. The study of daily price action can add valuable insight, but
only when taken in context of the larger picture. There is little structure in one, two or
even three days "worth of price action. However, when a series of days is combined, a

structure will start to emerge and analysts became better grounded.

Secondary Movements
Secondary movements run counter to the primary trend and are reactionary in nature.
In a bull market a secondary move is considered a correlation. In a bear market,

secondary moves are sometimes called reaction rallies.
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Primary Movements

Primary movements represent the broad underlying trend of the market and can last
from a few months to many years. These movements are typically referred to a bull
and bear markets. Once the primary trend has been identified, it will remain in effect
until proved otherwise. According to the William Hamilton, refiner of Dow John
theory, length and the duration of the trend were largely indeterminable and he

warned against attempting to apply these as rules for forecasting.

The reality of the situation is that nobody knows where and when the primary trend
will end. But the objective of Dow John Theory is to utilize what we do know, not to
haphazardly guess about what we don't know. Through a set of guidelines Dow

Theory enables investors to identify the primary trend and invest accordingly.

Identification of the Trend
According to the Dow Theory, there are three main trends (Khatri, 2006:160-161).

Uptrend

Whenever, subsequent peak formation is at higher level as compared to the previous
peaks, coupled with the formation of subsequent trough at the higher level as
compared to the previous through, it is identified as uptrend. In normal circumstances
this trend continues for a period of 6-8 weeks barring intervening technical

corrections.

Downtrend

When subsequent peak is formed at a lower level as compared to the previous peak,
coupled with the formation of subsequent through at a lower level as compared to the
previous level, it is identified as downtrend. This type of trend also continues for

about 6-8 weeks barring intervening technical corrections.

Horizontal trend
A horizontal trend is identified when every peak is almost at the same level as the
previous level of peak, and similar pattern is for the formation of trough. Such

movement indicates indifferent market in the near future.
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Prediction about the near future for overall market can be made with the help of
primary movements; such prediction is like bullish or bearish trends, whereas daily
and secondary movements are used to predict very short period movements, technical
corrections likely to take place in a market during a day or week. With the help of
parallel movement of both of these averages the following signals can be generated
(Khatri, 2006:161).

Advance Decline Index
By 'advance decline’ we mean a difference between the number of shares whose
prices have increase and the number of shares whose prices have declined on a
particular day. This is also called as a net advance. A series of such values over a
period of time is called as "Advance Decline Index". The movement of this index can
be used to confirm the signals generated by the general price index of the market.
'‘Advance Decline Line' is plotted along the general price index and a combined
movement of both these indices helps in confirming signals about the market, like
(Khatri, 2006: 161).
e |If price index is raising and advance decline index is also rising, it indicates
continuation of upward trend in the market.
e |If price index is failing and advance decline index is also failing, it indicates
continuation of down trend in the market.
e |If price index is rising but advance decline index is falling, or vice versa, it

indicates divergence in the price trend in the near future.

Client Account Position

As per the requirement of market regulator every broker is required to maintain a
separate bank account for keeping client money. The balance position of this account
can be used to indicate expected market movement. Like, if clients have sold the
shares but not claimed the payment from their brokers, it indicates, they will buy the
shares with this money in the near future- an indication of bullish market (Khatri
2006: 161).
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Tools to Predict for Individual Shares Trends
Predication about the individual shares trends is done to identify buying and selling
signals. These signals help of such technique in advance of the actual movement
following tools are used for this;

e Moving Average Analysis

e Elliot Wave Theory

e Oscillators

e Chart Patterns

Moving Average Analysis

Moving average analysis is important tool of technical analysis. The moving average
used to provide a smoothed stable reference point against which the daily fluctuations
can be measure exactly moving average analysis provide buy and sell signals of
securities. Moving average analysis used for individual securities or market indexes
with the help of moving average the following signals can be generated (Khatri,
2006:162).

e Buying signals

e Selling signals

Buying Signals

e Whenever price line is above the moving average lines it moves towards the
average line but fails to penetrate it, instead starts rising upward supported by an
upward movement of the average line, it is a buy signal.

e When price line is below the moving average line and it penetrates towards the
upside and continues to move upward, supported by an upward movement of the
average line, it is a buy a signal.

e When price line is above the moving average line and is moving upward
continuously, supported by similar movement of the average line, it is also a buy

signal.

Selling Signals
e When price line is below the moving average line, it moves towards the average
line but fails to penetrate it, instead, starts declining, supported by a downward

movement of the average line, it is a sell signal.

35



e When price line is above the moving average line, and it penetrates towards the
downside and continues to move downward, supported by a downward
movement of the average line, it is a sell signal.

e When price line is below the moving average line and moving downward
continuously, supported by similar movement of the average line, it is also a sell
signal.

Moving average smooth out a data series and makes it easier to identify the direction
of the trend, because past price data is used to form moving averages, they are
considered lagging, or trend following, indicators. Moving averages will not predict a
change in trend, but rather follow behind the current trend. Therefore, they are best
suited for trend identification and trend following purposes, not for predication
(Hrust, 1972:65-67).

Elliott Wave Theory

R.N. Elliot believes market had well-defined waves that could be used to predict
market direction. In 1939, Elliot detailed the Elliott Wave Theory, which states that
stock prices are governed by cycles founded upon the Fibonacci series (1-2-3- 5 -8-
13- 21...) (Wilder, 1978: 72-73).

According to the Elliott Wave Theory, stock prices trend to move in a predetermined
number of waves consistent with the Fibonacci series. Specifically, Elliott believed
the market moved in five district waves on the upside and three distinct on the down

side.

Waves one, three and five represent the 'impulse’, or minor up- waves in a major bull
move. Waves two and four represent the corrective', or minor down-waves in the
major bull move. The waves lettered A and C represent the minor down-waves in a

major bear move, while B represents the one up- wave in a minor bear wave.
Oscillators
Oscillators are the fine tools to predict future movement much before such movement

take place, and thus leave a sufficient time gap to take decisions; by word "oscillation'
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we mean a movement of certain item again on path with the same frequency, like that
of a pendulum in a wall clock. On this basis certain oscillators have been developed
shares (Khatri, 2006: 163).

e Moving Average convergence and divergence (MACD)

e Rate of change (ROC)

e Relative Strength Index (RSI)

Moving Average Convergence and Divergence (MACD)

MACD is used to predict movements in the market. An analyst is generally in a
dilemma whether to use long term moving average or short term moving average. The
solution for such dilemma is to use MACD. MACD is the difference between short
term moving average and long term moving average. The difference helps in
identifying whether price in the recent past have moved upward or downward as
compared to longer movement with the help of MACD line various signals can be
generated. When MACD is in a positive zone it indicates buying as share price are
likely to move upward in the future; on the contrary, when MACD is in negative zone
it indicates south-ward movement of the market in the near future and one should sell
the shares. The following signals can be generated with the help of MACD (Khatri,
2006:163).

Buying Signals

e Whenever MACD line is above the moving average line of MACD, it moves
towards the average line but fails to penetrate it, and instead starts rising
upward, supported by an upward movement of the average line, it is a buy
signal.

e When MACD line is below the moving average line of MACD, and it penetrates
towards the upside and continues to move upward, supported by and upward
movement of the average line, it is a buy signal.

e When MACD line is above the moving average line of MACD and moving
upward continuously, supported by similar movement of the average line, it is

also a buy signal.
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Selling Signals

e When, MACD line is below the moving average line of MACD, it moves
towards the average line but fails to penetrate it, instead, starts declining
supported by a downward movement of the average line, it is a sell signal.

e When, MACD line is above the moving average line of MACD, and it
penetrates towards the downside and continues to over downward movement of
the average lien, it is a sell signal.

e When MACD line is below the moving average line of MACD and moving
downward continuously, supported by similar movement of the average line, it

is also a sell signal.

Rate of Changes (ROC)

ROC measures the percentage price change over a given time period with the help of
ROC market can be identified as 'Over Bought' or 'Over Sold'. This identification
helps in generating buying and selling signals. ROC value is plotted on a graph and
this move above or below a central value, that is one '1'. Here ROC value one 1" is the
benchmark value. Buying and selling signals are generated as follows (Khatri, 2006:
164).

e When ROC is more than one (ROC >1) and moving upward continuously, it
indicates that market is likely to move upward.

e When ROC line is less than one (ROC < 1) and moving upward continuously, it
indicates that market has come out of the red and in the near future it is expected
to have a northward (upward) movement.

e When ROC is moving downside but the pace of decline has decreased, it
indicates that market is likely to reach over sold level and after that it will start

rising. An opportunist who can take a risk can buy at this level.

Selling Signals
e When ROC line is increasing but the pace of increase has decline, it indicates
that market is about to reach the overbought zone, after which it is likely to
decline. One should take precaution or a risk adverse investor can sell at this

moment.
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e When ROC line has made a peak it is the identification of 'Over Bought 'market,
and market is likely to move towards southward (down ward direction, one
should sell.

e When ROC is more than one (ROC > 1) but declining, it indicates that market

will enter in south zone, i.e, declining zone, and one should sell at this level.

Chart Patterns

Technical analysts employ different charting techniques such as line chart, bar
diagram, point and figure charts. When price of individual shares plotted on a line
chart, these indicate several patterns like head and shoulder movement, inverse head
and shoulder, flag and triangles etc. these patterns are used to generate signals about
the expected movement of the market. This chart patterns can be used to predict about
the near future price movement, but these are not strong as oscillators and moving
average. These chart patterns can be generated for the index value as well ad for the
prices individual shares, these help in identifying the support level and Resistance
level (Khatri, 165: 166).

Type of Chart Patterns
Mainly there are following types of chart patterns
e Head and shoulders

e Inverse Head and Shoulders

e Triangle
o Flat
e Flag

Head and Shoulders

The head and shoulders pattern can be either head and shoulders top, or head and
shoulders bottom. This pattern is observed in an upward moving market. It is
believed, if, one cycle of head and shoulders has been created and market has again
started upward then again a set of head and shoulders will be generate. It is based on

the principle that history repeats itself.
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Inverse Head and Shoulders

This reflects resistance and support level in a downward moving market to identify
expected movement in the market. This pattern is observed in a downward moving
market, it is believed, it one cycle of inverse head and shoulders has been created and
market has again started moving downward then again a set of inverse head and
shoulders will be generated. It is based on the principal that history repeats itself.

Triangle

Triangle is one of the most popular chart patterns and is quite close to flags and
pennants. These are the price patterns which show the movement of shifting
resistance and support level. Whenever in a declining market resistance line tends to
shift towards support level at a faster rate, it will form a triangle indicating a further
decline in the near future. Similarly in an upward moving market support line tends to
shift towards the resistance line at a faster rate, it indicates an improvement in the

market in the near future and market is likely to advance in the future.

Whenever support and resistance lines are shifting towards each other at a normal
place at equal distance it indicates a horizontal trend in the market and market may be

side way.

Flag

These are patterns which look like flags and pennants on a chart. A flag is identified
as a narrow movement of the market either after an uptrend or a downtrend. This
means market has taken a pause after the previous trend and after a short while market
is likely to continue in the same direction as previously. With the help of this uptrend
and downtrend can be identified. If a flag has been created after an uptrend, it
indicates an uptrend in the future; however this needs to be confirmed with the help of

traded volume.

If a traded volumes are very high at the support level as compared to the resistance
level it confirms the uptrend. If a flag has been created after a downtrend, it indicates
a downtrend in the future; this also needs to be confirmed with the help of traded
volume. If traded volumes are higher at resistance level as compared to the support

level, this confirms downtrend in the future.
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In conclusion, technical analysis is the study of past price pattern and the traded
volume. In this it is believed that market is driven more by the psychological factors
as compared to the logical factors. It is the psychology and the past experience of the
investors /operators, which derive the market and accordingly price formation, take
place. The predication about price patterns is supported by the traded volumes.
Technical analysis is an art form and the eye grows keener with practice. Thus, John
Murphy stated that "Technical Analysis is a skill that improves with experience and
study always be a student and keep learning.” In the technical analysis support and
resistance level are identified to take buy and sell decision.

In fact, many technical analysts would agree with fundamental analysts that security
prices do fluctuate around their true intrinsic values. Technicians assert the superiority
of their methods over fundamental analysis by pointing out that technical analysis is
easier and faster, and can be applied to more stocks simultaneously than can
fundamental analysis. Many technical analysts would say that fundamental analysis
has some value but that it is just too complex and troublesome to bother with.
Consider the criticisms that some of the more thoughtful technical analysts have
aimed at fundamental analysts. First, some technicians have correctly pointed out that
even when fundamental analyst do find an under priced security, they must wait and
hope that other investors in the market agree with them about the security's value and
seek to buy it and bid up its price. Second, technical analysts can correctly assert that
fundamental analysis is hard, time consuming work. Very few people would disagree
with the fact it is easier to draw graphs than it is to study economic and accounting.
Third, technical analysts can criticize the income statements produced by accountants,
which form the basis for much fundamental analysis. Finally, technical analysts point
out the highly subjective way in which the earnings multipliers used by fundamental
analysis, some people conclude that they prefer the ease and simplicity of technical
analysis over the hard work and education needed to be a competent fundamental

analyst.

2.1.2 Fundamental Analysis Theory
Fundamental analysis, the first approach to security analysis, tries to identify the real
or true value of financial assets. The real value of any kind of financial assets is the

present value of the future cash flow to forecast the timing and size of these cash
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flows, and then converts them into their equivalent present value by using an
appropriate discount rate. Once the real value is calculated, it is, thereby, compared
with the current market price per share to identify whether the security is under-priced

or over-prices. If

Current Market Price > Real Value (Price)- Overpriced or Overvalued

Current Market Price < Real Value (Price) - Underpriced or Undervalued

These unusual cases of miss-pricing will be corrected in the future the under- priced
security's price increases to meet the real price. The person utilizing this technique is
called a fundamentalist or a fundamental analyst (Bhattrari, 2005:4).

Fundamental analysis requires following assumptions (Raymond, 1987:324).
e A business has an intrinsic value.
e Intrinsic value can be determined by analyzing company- generated information
e Intrinsic value may go unrecognized by the market in the short term.

e The market will eventually recognize the intrinsic value in the long run.

Fundamental Analysis Concern estimates of the basic determinants of security values,
such as future sales, expenses and earning for firms. This approach studies to analyze
different action, firm's financial statement etc. for calculation of intrinsic value for
firm's securities. The fundamental analyst or fundamentalist believes on fundamental

facts to determine the intrinsic value of stock.

"Fundamental analyst forecast, among other things future levels of the economy's
gross domestic product, future sales and earnings for a number of industries and
future sales and earnings for an even larger number of firms" (Sharp, Gorden,
Alexander, Jeffery and Bailey, 2001: 853). Especially economic industry and
company statistic is the basis of fundamentalists. The principal decision variable
ultimate take form of earning and value with a risk-return framework based upon
earning power and the economic environment. "Fundamental analysts delve into
company's earnings, their management, economic outlook, firm's competitor's market

conditions and many other factors (Francis, 1986: 398).
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The objective of fundamental security analysis is to appraise the intrinsic value of a
security. The actual economic worth of financial asset is the intrinsic value. "the
fundamentalists maintain that any points of time every stock has an intrinsic value
which should, in principle, be equal to the present value of the future stream of
income from that stock discounted at an appropriate risk related rate of interest
(Bhalla, 1983:380). Therefore, the actual price of security is determined by an
appropriate interest rate of the future stream of income. Price changes as anticipation
changes, which in turn change, because of new information. In other words, a new
price of news is releases securities intrinsic values will change and regarding to new

information the securities market price will adjust.

Fundamental analysis uses earnings and dividend prospects of the firm, expectations
of further interest rates, and risk evaluation of the firm to determine proper stock
prices. "The value of common stock is simply the present value of all the future
income which the owner of the share will recent (Jack Clarc's op. Cite.:398)
Ultimately, it represents an attempt to determine the present discounted value of all
the payments of stockholder will receive from each share of stock. Therefore,
fundamentalists estimate their intrinsic value by studying in details all matters that are
relevant to the company. "The study would involve examining its sales, earnings,
profit margins, dividends, management proficiency, industrial and business outlook,
labor competence and factor that would have a hearing in its performance in the
future™ (Palat, 1991:167).

Fundamental analysis usually starts with a study of earnings and an examination of
company balance sheets. They supplement this analysis with future detailed economic
analysis ordinarily including an evaluation of the equity of the firm's management.
The firm's standing within its industry, and the prospects for the industry as a whole
on the basis of such a study, fundamentalists projects a company's future profits and
earning capacity with reasonable accuracy what the price of a company's share ought
to be. This estimated price is termed as intrinsic value. If the intrinsic value is higher
than the market value, fundamentalist will acquire shares as this difference present
them with an opportunity to make a profit and on other hand if the intrinsic value is
lower than the market value, the share is over price and is an indication to the

fundamentalists to sell.
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Therefore the fundamentalists argues that key role of intrinsic value of share in any
common stock market with compare to present market price and take appropriate

decision of investment or sell the common stock.

Some investment organizations that employ financial analysis follow a sequential top-
down forecasting approach with this approach the financial analysts are first involved
in making forecasts for the economy there for industries, and finally for companies
other investment organization begin with estimates of the prospects for and ultimately
the economy. Such Bottom-up forecasting may unknowingly involve inconsistent
assumptions. Therefore, to reach investment decision fundamental analysis uses such

different analytical tools.

Fundamental analysis uses different models like Top-Down versus Bottom-up
forecasting, probabilities forecasting, econometric models, and financial statement
analysis etc. to estimate the value of security (Sharnse, Gorden, Alexander, Baile,
2001: 853).

Fundamental analysis is much more difficult than merely identifying well run firms
with good prospects. Though many security analysis or prospective investors to make
use fundamental analysis approach a judgment of the stock’s value with a risk return
framework based upon earning power and the economic environment, it is hard and

time consuming work.

2.1.2.1 Limitations of Fundamental Analysis

Though fundamental analysis approach is used by many security analysts or
prospective investors to make a judgment of the stock's value with a risk return
framework based upon earning power and the economic environment, it is hard and
times consuming work. As stated by Raghu Palat, some of the limitation of
fundamental analysis approach is as follows: (Palat, 1991:168)

e The approach though sound and based a basic financial figures does suffer from
drawbacks and to make this approach work effectively one must be aware of
them.

e |t tends to ignore market behavior and assumes that the market will act

rationally. The market seldom does.
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e The entire fundamental approach is based on rationales scientific analysis of
data. The market is rarely rational.

e The information and analysis use may be incorrect.

e Many companies, with the help of creative innovative accountings and
accounting cosmetics disguise real earnings.

e The fundamentalist's estimate of intrinsic value may be incorrect. This is not
only; possible but also more probable than not as he has to often forecast
growth, profit and other factors without having in his grasp all the facts.

e The fundamentalists may not fully understand the economy or the industry, as
there are several external factors.

e There is also the possibility always that the market may not move in the manner
a fundamentalist expects and conversely towards the intrinsic value.

e Itisalso difficult to determine corporate action.

Fundamental analysis can suggest only a range of price rather than a specific value
opposition to the fundamental or security analysis. Approach come from followers of
the technical or chartist school, who maintain that all financial data and market
information of a given security is already reflected in the market price of the security
fundamental analysis is not effective tool in deterring future price movements and

hence it is not very dependable for short-term profits.

"By natures the fundamentalist is conservative in approach and is generally unwilling
to take a quick loss, he would rather adopt a buy-and-hold-policy (Yasaswy,
1992:155). Therefore, the conservative analysis may not always effective. The
fundamentalist argue that in case there is something less than complete information
the actual price of the stock is generally away from its intrinsic value. Thus, they
believe that market can often be wrong in appraising the value of a share of a

company.

2.1.3 Efficient Market Theories

Efficient Market

An efficient market is one where, shares are always correctly priced and where it is
not possible to outperform the market consistently. In other words security prices

fully reflect available information in an efficient market.
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In efficient market, the new information plays vital role of changing the price of
stock. In such market the only price changes that would occur, are those, which result
from new information. So, if efficient market it uses all available information to
determine stock price, the efficient market reflected from the perfect competition
market where all information is available without cost and rational investor with no
taxes or transaction cost. The following are the basic requirement for a securities
market to be efficient market is (Valla, 1983:309).

e Prices must be efficient so that new inventions and better products will cause a
firm's securities price to rise and cause investors willing to supply capital to the
firm (i.e., buy its stock).

e Information must be discussed freely and quickly across the nation, so all
investors can react to new information.

e Transactions cost such as sales commissions on securities are ignored.

e Taxes are assumed to have no noticeable effect on investment policy.

e Every investor is allowed to borrow or lend at the same rate.

e Investors must be rational and able to recognize efficient assets so that they will
want to invest money where it is needed most (i.e., in the assists with relatively

high returns)

"In an efficient market, competition among many intelligent participant leads to
situation where at any point is time, actual prices of individual securities already
reflect the effects of information based both on events that have already accrued and
on events which, as of new, the market aspects to take place in the
future™(www.investorhome.com/emh.htm)  In other words, in an efficient market,
current stock price at any point in time the actual price of the security will be good

estimate of its intrinsic values

2.1.3.1 Efficient Market Hypothesis

Efficient market hypothesis based on the fundamental that markets are efficient and
prices make an independent movement in these markets. Each price of an individual
share is independent of the previous price, the implication of this is that price of a
moment does not affect the price of another moment, this type of movement of price
is called random walk of prices, and therefore, this hypothesis is also called 'Random

Walk Hypothesis." According to this hypothesis prices get affected by the demand and
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supply position. Price reflect equilibrium position of the demand and supply, these
show a wide fluctuation, only on account of disequilibrium in the demand and supply
position (Khatri, 2006: 147).

2.1.3.2 Principle of Efficient Market Hypothesis
Efficient market hypothesis believes that markets are efficient and every kind of price
sensitive information is available to all the investors, who are capable to interpret it
efficiently. It is based on the following (Khatri, 2005:147-148).

e Full disclosure and transparency.

e Free flow of information.

e Large number of investors.

e Price reflects information effect.

e No one can influence the market unduly.

Full Disclosure and Transparency

It is assumed that companies, government and the regulator maintain a high degree of
transparency. All the information is disseminated immediately and widely. The effect
of this is that the information is disclosed properly in the prices. Therefore,

subsequent study of the prices cannot help an investor to gain from such information.

Free Flow of Information

Everyone who is associated with the market or affected by the market is provided a
free access to the information on about companies, government policies or stock
market activities. The information may be about the financial performance of
companies, government policies, traded volume, etc. This free flow makes all the

investors at par with respect to the accessibility of the information.

Large Number of Investors
An efficient market should have a large number of buyers and sellers in all the
securities available in the market. This helps in creating proper demand and supply for

the securities. It is like perfect competition.
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Price Reflect Information Effect
All the price sensitive information is reflected in the price immediately, price move
only on account of the information about companies, government policies, demand

and supply facts, and other market related information.

No one can Influence the Market Unduly
In an efficient market none of the investors, whether big or small, can influence the
prices in his/her favor. Market has a system of transparency and full disclosure due to

which none of the investors is at an advantageous position.

2.1.3.3 Levels of Market Efficiency

There are three levels of market efficiency information regarding to past prices, other
public information and inside information. In an efficient market, it is impossible to
make average return regardless of the information available, unless abnormal risk
taken. Tests of market efficiency have also, been turned as week form, semi strong
from and strong from. It is common to distinguish among three level of efficiency.

These levels differ by their term all available information.

Weak form Efficiency
It is dependent upon past records, the stock price reflects all information that is
explain by history of past prices, trading volume or short interest, and this state is

considered as weak form of efficiency.

Semi strong form Efficiency

All publicly available information as well as records of past prices is reflected to the
current prices of stock is considered semi strong form efficiency. If investors have
access to such information from publicly available sources, one would expect it to
reflect in stock prices.

In that market, even fundamental analysis of published accounting information has no
value, because participants would have discounted it accurately and instantaneously
when they cleared so in this form all publicly available information and past

information is considered.
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Strong form Efficiency

Above two form we have studied that one is reflected by past information and another
is all publicly information as well as past information but strong form efficiency
reflected all relevant information that are publicly and also privately. In this version is
extreme. In addition, in this market insider information does not consider to determine

stock price.

These three levels of efficiency described above are different to each other, but they
are serially higher order in degrees of market efficiency. The above three market
quantitatively stronger than earlier. Weak market consider in weak sense because the
past price data is one form of published information. In addition, if the market is semi
strong future price is determine based on past data but concerning the other publicly
available information. For the market to be strongly efficient relevant information that
are important information than previous two market, are consider to determine stock
price for the market to be strongly efficient it must be consider at semi strong and

weak levels.

2.1.3.4 Limitations of Efficient Market Theory

Market efficiency has been issue of study for the academicians and researchers.
Especially for the good investors of stock market has been needed vast knowledge of
market efficiency The advocates of the efficiency market theory are matched by an
equally eloguent opposing camp which argues that the stock market is neither
competitive nor efficient. The cities contend that one or more of the following factors
cost their shadow over the efficiency and competitiveness of the stock markets
(Chandra, 1994:589).

Inadequacy of Information
Information is not available easily and there is the problem for transmitted of

information to all the participants in the stock market.

No Availability of Information
According to Nobel Laureate Herbert Simon: "Every human organism lives in an
environment which generates millions of new bits of information every second, but

the bottleneck of perceptual apparatus certainly does not admit more than a thousand
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bits per second and possible much less." The experts of information processing
abilities, David Dreman argues: "under conditions of anxiety and uncertainty, with a
vast interacting information grid the market can become a grant Rorschach test,
allowing the investor to see any pattern he wishes: expert can not only analyze
information incorrectly, they can also find relationships that aren't there a
phenomenon called illusory correlation” (Dreman, 1984: 147).

Problems of Rationality

Generally, theory explains that investor's behave rationally with respect to ensure a
close correspondence between market prices and intrinsic value but practically this
may not be true. To prove that fact J.M. Keynes explains: In fact, all sorts of
consideration enter into the market valuation, which is in no way relevant to the

prospective yield.

Monopolistic Influence

Theory argues that market is always highly competitive. In competitive market, no
single buyer or seller can influence but in practice, powerful institution has highly
influence over the market. The monopolistic power enjoyed by than diminishes the

competitiveness of the market.

Finally, in term of lot of challenges faced by the critics of efficient market theory,
there are other many factors to point the finger at its reality, validity and authenticity.
In context of Nepal, our capital market is not efficient regarding to information as

well as operations.

Theory of Weakly Efficient Market or Random Walk Hypothesis

The weak form of efficient market theory states that current prices fully reflect in
information contained in the historical price movements. According to Kean
(1983)“The market is efficient in the weak sense if share prices fully reflect the
information implied by all prior price movements. Price movements in effects are
totally independent of previous movements implying the absence of any price patterns
with prophetic significance”. So the past prices have no meaningful information to
predict future course of price fluctuations, which can be used to earn abnormal return.

The movements of future prices are independent from previous prices or the series of
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price changes are random phenomenon. Actually, the weak form of EMH is referred
to as random walk theory of share price behavior. “Weak form efficient market
hypothesis is popularly known as the random walk theory”. Random walk theory
implies the future path of price level of a security is no more predictable than the path

of a series of cumulated random numbers.

The series of price margins has no memory, that is past can’t be used to predict the
future in any meaningful way. It means that current size and direction of price
changes independent an unbiased outcome of previous price changes. The random
walk models in pristine form on two main hypothesis states that
I. Successive price change is independent and
ii. The price changes confirm some probability distribution (Fama, 1995:45).
Statistically independent form the sequence of price change during previous
time period ‘t” is independent from the sequence of price changes during

previous time periods.

Proponents of random walk recognize that in general, perfect independence
assumption doesn’t exist in real world. So, they argue that for practical purpose small
degree of dependence does not isolate random walk hypothesis as long as it cannot be
used to forecast future to earn more than average market return. Random walk model
is valid as long as knowledge of past behavior of the series of Price changes cannot be
used to increase expected gains. That is for practical purpose, independence
hypothesis is accepted as long as the degree of dependence considered in the series of
price changes is not sufficient to forecast the future from the historical price
movement in a way it makes higher profit than they would be under the naive to buy

and hold policy.

Actually market mechanism establishes the existence of random walk theory that the
successive price changes to be independent. The stock market poses steady inflow of
information that influences the set of anticipation of the individuals. There are some
information that have whole market wide impact such as change in monetary and
fiscal policy on security prices and other information have an effect on industry wide
impact such as changes in government tax policy on specific industry. There is other

information such as announcement of earnings and dividend that affect price of the
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particular security. The change in the set of anticipation resulted from either of the
above information is unique to each individual and may be cause by psychological
and other factors, which motivate them to bid on prices of the securities in the market.
There are other groups of participants who estimate the intrinsic value of individual
securities from the received information. As Fama advocates, “the existence of
intrinsic value for individual securities is not consistent with random walk

hypothesis”.

The intrinsic value of security is calculated on the basis of future prospective of the
company which in turn is related to economic, industrial and company specific
factors. At many point of time, there exists implicitly an intrinsic value of each share
but in the world of uncertainty the intrinsic value are not known exactly. Therefore
there can be disagreement among the participants about the estimated intrinsic value
of shares and actual price differ from its intrinsic value. Over the time, the intrinsic
value itself changes, as new information appears that affects the prospects of
company. New information may be about deregulation in the quota system on the
efficiency licensing, a change in management, success in research and development
and tariff imposed in the raw materials etc. it studies inflow of various types of
information i.e. pessimistic, optimistic and so on) arise independently across the time
and it participants do not show dependent tendency about intrinsic value, the
subsequent prices in stocks will be independent. However in the real world these
conditions always do not hold true. True may be dependencies in the reaction of
participants toward the estimation of new intrinsic value. For exchange certain
individuals or institutions action on new anticipation of value may induce many other
people. This reinforcing behavior leads to deviate the anticipation value below or
above from the true values which result unhindered dependencies in subsequent price
changes. In this situation we can assume that there exist many sophisticated traders of
two type (1) traders having much better capacity to predict the appearance of new
information and estimation of its effects on intrinsic values than others, generally
named superior intrinsic value analysis. (2) Trader having much better skill at doing
statistical analysis of price behavior named technical analysis. The sophisticated
traders can recognize the situation where the price of the stock is beginning to run up
or down from its intrinsic value because of inappropriately under or over discounting

of information and its adjustment in the securities prices. This situation provides them
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incentive for speculation in the market because the price is expected to move
eventually to its intrinsic value. Thus the existence of profit maximization strategy of
these sophisticated traders’ lead to neutralize the dependence in the price changes and

the price changes follow to independence of successive price change.

Bullish and Bearish Market

A market trend is a putative tendency of a financial market to move in a particular
direction over time. These trends are classified as secular trends for long time frames,
primary trends for medium time frames, and secondary trends lasting short times.
Traders identify market trends using technical analysis, a framework which
characterizes market trends as a predictable price response of the market at levels of

price support and price resistance, varying over time.

The terms bull market and bear market describe upward and downward market trends,
respectively, and can be used to describe either the market as a whole or specific
sectors and securities. A secular market trend is a long-term trend that lasts 5 to 25
years and consists of a series of sequential primary trends. A secular bear market
consists of smaller bull markets and larger bear markets; a secular bull market

consists of larger bull markets and smaller bear markets.

In a secular bull market the prevailing trend is "bullish” or upward moving. In a

secular bear market, the prevailing trend is "bearish” or downward moving.

Bull Market
A bull market is associated with increasing investor confidence, and increased

investing in anticipation of future price increases (capital gains).

A bullish trend in the stock market often begins before the general economy shows

clear signs of recovery. It is a win-win situation for the investors.
A bullish investor is someone who invests with an expectation that stock prices will

rise. Conversely, a bearish investor believes financial market conditions are not

conducive to gains and therefore trades stocks accordingly.
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Bear Market
A bear market is a general decline in the stock market over a period of time. It is a

transition from high investor optimism to widespread investor fear and pessimism.

According to The Vanguard Group, "While there’s no agreed-upon definition of a
bear market, one generally accepted measure is a price decline of 20% or more over at
least a two-month period.

An investor with bearish sentiment views increases in stock market value as an
opportunity to sell stocks and exit the market. Bullish investors hunt opportunities to
enter the stock market at bargain prices and ideally to be rewarded with future profits.

Investors can profit in both bullish and bearish market periods. When the stock market
is expected to rise, bullish investors go long or buy stocks. Investors may also "short"
a stock, which is to bet on its decline. Mostly, traders and institutional money

managers including hedge funds participate in shorting stocks

2.2 Review of Evidential Research

In least development country research and development activities are done less them
the developed country. There is few research studies conducted on stock market
prices of Nepal as compared to the capital market elsewhere in the world. The
Nepalese stock market is just coming of age is therefore, possible for a few
individuals to manipulate the prices of securities and engage in undesirable practices.
Specially focusing the studies of technical analysis very little thesis and article related
to stock market behavior are available. So, in order to make this study more
comprehensive and meaningful some studies, journals thesis, periodicals, case study
etc. related to Nepalese stock market behavior are consulted and reviewed in this

section.

2.2.1 Review of National and International Researches
Regarding this various empirical studies have been conducting related area of
technical analysis. Some empirical studies that try to highlight about the subject

matter are discussed below.
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Roberts (1959) in his article paper entitled "stock market patterns” and financial
analysis sating that, "a common and convenient name for analysis of stock market
patterns is technical analysis. Perhaps no one in the financial world completely
ignores technical analysis indeed, its terminology is ingrained in market reporting and
some rely intensively on it. Technical analysis includes many different approaches,
most requiring a good deal of subjective judgment in application. In part they are
based on analogy with physical processes, such as tides and waves. Roberts further
argued that "the history of the market itself contains "patterns” that give clues to the
future, if only these patterns can be properly understood. Technical analysis theories
maintain that only the pattern of the past need to be studied since the effect of
everything else is 'reflected on the tape".

Agreeing with the usefulness of technical analysis to forecast the future price, Fama
(1991) in his journal "Efficient Capital Market: 11" pointed out that, "Many proofs of
the ability of technical analysis "to beat the mark" were offered, but most committed
at least one of the errors described earlier. However, several recent studies have

indicated that technical analysis may be useful to investors.”

Pistoles (1992) based on his research studies of over more than 25 years on stock
market investment published 'a self teaching guide for the stock market investor using
technical analysis' book stated that, "A thorough understanding of technical analysis
can mean the difference between handsome profit or only mediocre returns from
investment in the stock market chart and correctly interpret past and present share
price movements and trading volumes. Once you understand what is happening to a
shares' price you greatly increase your chance of taking the right action at the right
time- thus making higher profits in the stock market". In this way Pistoles argued that
technical analysis is one of the profitable approaches to stock market strategy.
According to him, "the forces of supply and demand result from two powerful
emotions, demand results from the hope for profits, and supply results from the fear of
loss. When these two opposing forces are not in balance, stock price move up if the
demand side is greater and down if the supply side is greater. A chart showing the
recent history of how these forces have interacted to change the price of the stock is a
tool for analyzing what has been happening to the stock price recently and what

happen to it in the future™.
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Bhattarai on "New Business Age", September 2004, in title "History repeats" has
mentioned that; History tends to tends to repeat itself. The securities analysis, who
analyze securities presenting the past data on the charts, graphs, figures etc. and
forecast whether the price will fall or rise, agree to this theory and say the share prices
once turned bearish definitely turn to be bullish sometime in the future." He further
discussed about demand and supply about stock market and he continued that history
may repeats own self in future market because of many reasons. He argue that "These
analysis assume that the market price is a function of demand and supply of stocks
and the commanding forces behind the demand might be various factors like political,
economic, financial, national, international events as well as the information disclosed
by the companies. The various factors make the people either invest in the securities
or disinvest. These decisions eventually result in the demand and supply of the stocks

to go up or down.

Paudel (2006) in his article concluded that current Nepal's stock market is inefficient
and there is critical boom. He mentioned that "the recent boom is difficult to
rationalize in the absence of improved status of informed decisions of investors since
there is no sign of improvements in disseminating true financial status, among others,
of listed companies. NEPSE should enquire immediately with concerned companies
for possible reasons for extreme ups and downs in prices and make them public.
Commercial banks are advancing loan against shares, which may help professional
speculators to gain at the cost of small investors' ignorance. Thus, major stakeholders
of capital market like NRB, SEBO and NEPSE should diagnose speculators' behavior
and artificial crash. Otherwise, there is no reason to appreciate sudden bubble and
boom in an unsustainable manner without any supporting opportunity of informed

decisions™" (The Himalyan Times, December 4).

Ghimire (2006) in his article stated that NEPSE is operating in unhealthy way. His
logic behind this is that artificial boom of share price, less numbers of brokers, lack of
institutional investors, and limited supply of shares i.e. only 3% of shares are on

trading (Kantipur Daily, December 13).

Ghimire (2007) in his article mentioned that Nepal's stock market is humor driven. He

stressed upon the need of effective role of regulating body, SEBO & NEPSE for the
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balance of stock market. In order to protect the investors from the crash of market,
regulating body should bring courage to interfere the market (Kantipur Daily,
November 21).

Nepal (2007) in his article stated that in Nepal's share market there is less trading of
volume compare to its market price, which is against the general norms of stock
market. He also claimed that there is large number of speculative investors who are
manipulating the stock market. Most of the new faces are entering the market and he
also predicted that whatever be the economic condition tomorrow, crash of market is
most (Himal Khabar Patrika July 17-31).

Sthapit (2007) stated about the current bullish market that capital market should not
be a gambling places but a rational and calculative business. A well functioning
mechanism for monitoring and evaluation under the aegis of securities board and
NEPSE is essential. So is the compliance with global trends and practices. Efforts to
promote real sector industry and funds are imperative. He also added that these steps
shall enable Nepal to prepare its capital market for liberalization after 2010 as
compiled at the WTO (The Rising Nepal, July 29).

Pandey (2007) in his article mentioned that while investing in IPO one should care to
the overall political and economic indicators of the country as capital market behaves
in direct proportionate to the eco-political situation of the country. He also added that
market trend (bearish, bullish, trend reversal etc.), technical should be beneficial in

short term investment (The Kathmandu Post, January 17).

Adhikari (2007) in his article mentioned that increase in size of market,
modernization, decrease of financial institution dominance in stock market, reduction
of capital gain tax, elimination of lengthy process of settlement, are the challenges of

Nepalese share market (Gorkhapatra Daily, April 19).
Shrestha (2008), In his article stated that due to lack of institutional investors and

mutual funds Nepal's share market is not able gain the trust of overall investors and

potential investors. He recommended in the need of institutional investors,
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transparency of all the listed companies, consultants and portfolio managers for the
systematic development of stock market (Rajdhani Daily, April).

Pokhrel (2008) former president of Nepal Brokers Association, in the case of under
subscription of Nepal Telecom share expressed his view in Kantipur daily that in
Nepal’s share market general investors psychology is more important than
fundamental financial statement. His opinion clears the importance of technical

analysis in Nepalese stock market.

Gupta (2008) an investor, in his interview on Arthik Abhiyan stated that most of the
prediction from technical analysis will be true in Nepal’s share market. He also
answered that his base of investment is technical analysis. Fundamental analysis is

second priority for him.

Technical analysis played the vital role an investment management which provides
the guideline for the investment decision. Various studies have been conducted for the
behavior of share price. "Historically, there have been essentially two theories
concerning valuation of securities and price behavior; technical analysis, intrinsic

value analysis theory (Timilsina, 2001:1-33).

Shrestha (1991) conducted A Study On Stock Price Behavior in Nepal using random
walk analysis or weekly efficient market hypothesis to determine whether stock
market of Nepal is efficient in pricing shares or not. The conclusion drawn in the
study was that the random walk theory is not a suitable description for the stock
market price behavior in Nepal. Further Shrestha concluded the dependence in the
series of price changes implies that the price changes in the future market will not be

independent from the price changes on previous days.

Pradhan (1993) conducted a research in “Stock Market Behavior in a Small Capital
Market: A Case of Nepal” to examine the relationship of market equity, market value
to book value, price-earning, and dividends with liquidity, leverage, profitability,
assets turnover, and interest coverage. He concluded that market equity is positively
related to leverage, and profitability; and negatively related to liquidity, assets

turnover, and interest coverage. Market value to book value is negatively related to
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liquidity, profitability, assets turnover, and interest coverage; and positively related to
leverages. Price earning is negatively related to liquidity, profitability, assets turnover
sand interest coverage; and is positively related to leverage. Similarly, positive
relationship of dividend per share to earnings per share with liquidity, profitability,

assets turnover and interest coverage; and negative relationship with leverage.

Aryal (1995) on his study on the general behavior of stock market prices based on the
efficient random walk model concluded that the assumption of the independence, as
predicted by random walk model of security price behavior, has been refuted at least
for the Nepalese context as the first approximation even in the rough way for early
days of stock market operation. The study made the clear that the knowledge of past
and now becomes useful in predicting the future movement of stock market prices.
The investor on the floor of stock exchange for securities can make higher expected
profits in the future based on the historical price series. The dependence nature of
price series produced by general market fluctuation statistically implied, today’s price

change is positively depending upon yesterday’s price changed.

Bhatta (1997) in his unpublished dissertation on “Dynamics of Stock Market in
Nepal” using random walk hypothesis or weakly efficient market hypothesis tried to
determine whether stock market of Nepal is efficient in pricing shares or not . The
conclusion drawn in the study was that the random walk theory is not a suitable
description for the stock market behavior in Nepal. Further Mr. Bhatt concluded the
dependence in the series of the price changes implies that the price changes in the

future market will not be independent from the price changes on previous days.

Shrestha (1999) carried out a study on stock price behavior in Nepal by examining
daily closing prices of 30 companies by using serial correlation and run tests found
that successive price changes are dependent. He also concluded that the Nepalese

stock market is not efficient in pricing shares even in its weak form.

Timilisina (2001) conducted a research on “Capital Market Development and Stock
Price Behavior in Nepal” to find out the fair market prices of equities and observe the
variations of the actual market prices from the computed fair prices to test whether the

present behavior of prices will remain stable. He founded that the market price of
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share depends on EPS as well as on DPS, but DPS is more price sensitive and it will
have direct and immediate response in the market. However market values of shares
computed on the basis of EPS are near to the observed values. Therefore the observed

market prices of equity share reveal that the stock market is not consistent.

Paudel (2001) has also conducted the research on “A Study on Share Price
Movements of Joint Venture Commercial Banks in Nepal”. He concluded that the
ordinary least square equation of book value per share an market value per share
reveals that the independent variable(i.e. BVPS). It obviously implies that Nepal
Stock Exchange operates in a weak form of hypothesis, indicating that the market
price of sample companies’ move randomly. In the words of Poudel, from the study it
is revealed that the publicly available information does not fully support the share
price movement. Another issue in this regard in the transparency of facts and figures
reflected in the financial return. In this regard Poudel has rightly concluded that
financial statement prepared by the most companies lacks transparency. Since the
financial statement prepared by Nepalese commercial banks is yet to be meet the

international accounting standard.

Sigdel (2002) conducted a research on “Technical Analysis on Common Stock of
Listed Joint Venture Commercial Banks”. The main objective of his research was to
analyze the common stocks of five joint venture commercial banks through technical
approach. The specific objectives were to analyze the investment behavior of
investors, predicts the movements of market index, examine the performance of
individual securities and to recommend the timing of purchase or sell. The research
relied on both primary and secondary sources of data. This data are analyzed in
various useful tabular formats, graphs, charts, moving average etc. On the basis of
technical analysis and other tools, Sigdel concluded that investors have no idea about
technical analysis approach to take investment decision, they also have less
confidence in Nepalese stock market, weak relationship between the stock activity
and the economic growth, analyzing the sales with technical tools, increase the
chances of taking right actions at the right time but it largely depends on the skills or
expertise of analyst and market index reflects markets trends and it takes all issues

listed on the exchange on account.
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Pradhan and Upadhaya (2004) on their research on “The Efficient Market Hypothesis
and the Behavior of the Share Price in Nepal” concluded that the Nepalese stock
market might not be termed as weakly efficient in pricing shares where market
efficiency is defined as the historical information is reflected in security price. The
main factors affecting share prices perceived by the respondents are dividend, retain
earnings, bonus shares and right issue. The share prices have been found more volatile
than expected dividends. Similarly publicly available information is useful for
identifying over or under priced securities. Nepalese investors are not really
indifferent towards making or non-making information public. The respondents
slightly accepted the weak form of efficient market hypothesis. The study also found
that the share holders in high tax brackets did not prefer retain earning instead of

dividends.

Ghimire (2005) in his study on “Stock Price Behavior in Nepal” concluded that the
information concerning the market and the implications involved are not disseminated
efficiently and quickly to all potential investors. As a result, chartists and superior
fundamental analysts should be able to make greater gains than those of the market.
He also added that the implication of the non-random behavior of share prices is that

[3

the Nepalese stock market may not be termed as “weekly efficient” in pricing of
shares where market efficiency is defined as all historical information is reflected in

security prices.

Gautam (2005) in her research on “A Study on the Behavior of Stock Prices”
concluded that NEPSE is not providing facilities for investors such as general
awareness about investment, investment procedure for general public and movement
of stock trend in different periods and their cause. Market makers, brokers, and
NEPSE staffs are making coalition for fraudulent activities towards investors. She

also concluded that signaling factors play major role for fluctuating NEPSE index.

Lamichhane (2005) on his study on “Technical Analysis of Common Stock Listed
Companies in Nepal” analyzing through technical tools like line chart, bar chart, Dow
Theory, moving average concluded that the Nepalese stock market is in growing
trend, market is totally dominated by banking sector and the NEPSE index pushed by

the increase in the price of banks shares. He also claimed that the Nepali stock market
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is primarily guided by whims and not by new information that is a sign of market

inefficiency.

Bhattarai (2006) in her study on “Stock Price Behavior of Financial Institutions and
Commercial Banks” concluded that there is not a single financial indicator that has
dominated role to determine MPS & EPS. The degree of interrelationship of
MPS&EPS with different financial indicators varies from one company to another.
There is uniformity in the relationship between MPS & EPS of various financial

indicators of the sampled companies.

Shrestha (2006) in his study on “Share Price Behavior of Commercial Banks Listed in
NEPSE” concluded that the dependence in the series of price changes implies that the
price changes in the future will be dependent with the historical price. Thus, the
information of historical price is helpful to predict future prices of the shares.
Nepalese stock market may not be defined as weakly efficient in pricing the shares
where market efficiency is defined as all past information is reflected in share prices.
Also Mr. Shrestha concluded that the share price movements are caused by flow of

several kinds of information in the market.

Mainalee (2006) on his study on “Technical Analysis of Common Stock of Joint
Venture Bank” concluded that investors in the stock exchange are not well aware
about their investment decision. He also concluded that in all cases it is not possible to

forecast the future price movements through technical analysis.

Karki (2008) on his study of “Trend Analysis of Share Price in NEPSE's” concluded
that most of the theories and assumptions of technical analysis matches with the
Nepal’s stock market. Although mostly fundamental factors influence the share price
in NEPSE but one cannot also ignore the past price and traded volume of the
company. Investors were found that they were eager to learn and apply the technical
tools. He also concluded on his study that three oscillators (i.e. MACD, ROC and
RSI) are very helpful tools of technical analysis, which help in depicting the future

market.
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2.3 Research Gap

Many researchers have studies stock market behavior of Nepal through fundamental
and efficient market theory, but only few researchers have studied about technical
analysis, tools in stock market. Thus, the current study is a supplement to overcome
the different of past works and fill up the research gap, the investigator claims that
following points will be justifiable to the study conducted on Application of Technical
Analysis Tools in Nepalese Stock Market.

Some researchers have concluded that most of the share prices of companies are
overpriced. Despite of overpriced, none of them are arriving at their intrinsic price.
This concludes that the fundamental analysis seems to be failure in Nepalese stock

market. Thus, analyzing security technically became most essential.

Technically analysis is easier to apply to more stocks than fundamental analysis. In
Nepalese stock market, most of the investors are investing based on rumors. But, they
can analyze the stock using technical tools. None of previous studies shows
considerable potentiality of technical analysis tools in Nepal's stock market. None of
the previous studies tried to test the efficiency of Nepal's stock market related to

issues related to NEPSE through qualitative test.
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CHAPTER - 111
RESEARCH METHODOLOGY

Research methodology describes the methods and process applied in the entire aspect
of the study .In other words research methodology is a systematize way to solve the
research problem. Research methodology refers to the various sequential steps (along
with a rational, of each step) to be adopted by a researcher in studying a problem with
certain object in view (Kothari, 1994). A focus is given to research design, sample
selection and size, data collection procedure, data processing, definition of variables,
meaning and definition of statistical tools used. This chapter highlights the research
methodology used for the study. In order to draw inference on security analysis
especially through the technical analysis approach in Nepal Stock Exchange, the
different measures have been adopted while collecting and interpreting the relevant
data, facts and figures.

3.1 Research Design

A research design is a plan, structure, and strategy to obtain the objectives of the
study. The research is based on the secondary as well as primary data and
information. Hence, the explanatory or descriptive as well as analytical research
design has been used. As the title of the study connotes the analysis of common stock,
it is carried on to get the empirical results of stock price movements. Therefore, while
conducting this study, descriptive as well as analytical approach is followed. The
variables related with the performance of the company, market information and
relevant subjects are included in the study. Descriptive approach is utilized for
conceptualization, problem identification conclusion and recommendation of the
research. On the other hand, analytical approach is adopted for the parametric and

non- parametric test of the data.

3.2 Population and Sample

There are altogether 248 listed companies from 9 different sectors at the end of the
fiscal year 2009/2010. Commercial banks, development banks, finance companies,
manufacturing and processing companies, hotels, trading, insurances, hydropower,

others. The research period is undertaken in this study is of 280 days daily sub index
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data. The share transaction of commercial banks usually controls over 70% of the
total transaction at NEPSE, any fluctuation in its price easily reflects the behavior of
market.

Greater samples are closer to actual result so in order to reflect real pictures from the
analysis this study tries to take more than 50 percent samples from population. Thus
out of population these 5 major sectors are selected as sample of the study.

1. Banking

2. Development bank

3. Finance companies

4. Insurance companies

5. Others

3.3 Data Collection

In Nepalese context, due to the lack of information and poor knowledge, potential
investor is manipulated or exploited by the brokers, financial institution, company and
other market intermediaries. Actually the research study, technical analysis related
with share price movements. All the information related to the stock prices are taken
from NEPSE. Thus, in order to make the study more reliable coherent and
convenience both primary and secondary sources have been applied here while
collecting data, facts and statistics. So brokers, investors, experts are taken as a
population and from the population brokers, experts and investors as well as the

official of the companies are taken as sample.

Source and Collection of Data
e Primary source of data

e Secondary source of data

Primary and Secondary Source of Data

The major sources of secondary data are trading reports, official records and other
relevant publications of Nepal Stock Exchange and Security Board of Nepal and web
site of this organization. The main sources of primary data are questionnaire and

interview and discussion. Interviews are making with a number of potential investors
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whose shares investment available in different companies to obtain their opinion and
views regarding the present and future situation of stock market. Other related
different statistical and financial tools are used.

3.4 Data Analysis Tools

To analyze the collected data many statistical and non- statistical tools can be used.
Among the different tools in the field of technical analysis, some of the commonly
used tools chart diagrams, high & lows, confidence index, Breath of market, trading
volume, and moving average are used. Since all of these tools are not very relevant to
the Nepalese context due to lack of sophisticated computer software packages and
complexity of applications. So the study focused only simple type tools moving

average and bar diagrams are used for the presenting and analyzing data.

Moving Average Analysis

Moving Average is one of the most popular and easy to use tools available to the
technical analyst. They smooth a data series and make it easier to spot trends,
something that is especially helpful in volatile markets. They also form the buildings
blocks for many other technical indicators and overlays. There are mainly two most
popular types moving averages: Simple Moving Average (SMA) and the Exponential

Moving Average (EMA). This study is heavily dependent upon moving average.

Bar- diagrams

Diagrams are visual aids which give a bird’s eye view of a set of numerical data
which show the information in a way that enables us to make comparison between
two or more than two sets of data. Diagrams are in different types. Out of these
various types of diagram one of the most important forms of diagrammatic
presentation of data is simple bar diagram which is used in cases where single

characteristics of the set of data have to be presented and compared.
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CHAPTER - IV
DATA PRESENTATION AND ANALYSIS

This chapter deals with presentation, analysis, and expression of data as per the
research design to fulfill the objective of study. This section is fully devoted to
analysis and interpretation of primary and secondary data. Among various technical
tools, moving average is used to analyze and interpretation of data. Here moving
average were selected to interpret the market trends. All the calculated values
presented in the annex (including detailed calculation of Sample) are calculated using
excel sheet. So the calculated values of all the sample companies are analyzed and
interpreted below.

4.1 Analysis of Primary Data

Annex-1 reveals important information as to outlook of primary data collection. In
order to represent real situation of Nepal’s share market in research individuals and
organization that are directly or indirectly related with the Nepal’s share market were
included for data collection. Based on data the following results being presented

reported.

Questionnaire Analysis
In order to meet the objectives of the study various questions were developed and
distributed to the various individual and organization that are directly or indirectly
related with the Nepal’s share market. Out of distributed total 100 questions, only 70
questions were collected during the study period. Questionnaires were divided into
four sections. Responses which were given by Respondents have been presented and
analyzed section wise as follows.

1. General Information

2. Technical Analysis

3. Efficient Market Theory

4

Other Information

4.1.1 Presentation and Analysis of Background of Respondents
In this section researcher tried to know the general information of respondents

relating with the Nepal’s share market.
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4.1.1.1 Respondents Relation with the Nepal’s Share Market

Out of total respondents most of them are investors i.e. 50% of total respondents.
Similarly 5.71% were share brokers, 21.43% were independent share analysts, 8.57
were members or NRB and regulating body, 11.43% were financial reporter and
remaining of 2.86% were others.

Table 4.1

Respondents Relation with the Nepal’s Share Market

Research variables No. of Respondents | % of Respondents
General Investors 35 50

Share Brokers 4 571
Independent Share Analysis 15 21.43
Members of NRB Regulating body 6 8.57
Financial Reporter 8 11.43
Others 2 2.86

No Response 0

Total 70 100

Source: Field Survey

4.1.1.2 Time Period Respondents in Relation with the Nepal’s stock Market
Most of the respondents were involving in share market from one to five years and
more than 5years, which holds 41.43% of total respondents. Only little portion of
respondents were involving from less than one year period.
Table 4.2
Time Period Respondents in Relation with the Nepal’s Stock Market

Research variables No. of Respondents % of Respondents
Less than One Year 12 17.14

One to Five year 29 41.43

More than Five Year 29 41.43

No Response 0 0

Total 70 100

Source: Field Survey

4.1.2. Presentation and Analysis of State and Potentiality of Technical Analysis
In this section researcher tried to know the state and potentiality of technical analysis
in Nepal’s share market. For this based on theory and assumptions of technical

analysis various questions were developed and asked to the respondents.
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4.1.2.1 Opinion towards status of Technical Analysis in Nepal’s Stock Market
In order to know whether the technical analysis matches of not with the Nepal’s share
market various sub questions related to the technical analysis were developed and

were asked to the respondents, which are presented below.

Respondents were asked whether the trend of share price can be predicted of not in
NEPSE by studying the historical price and volume data with the help of charts. Most
of them were agreed i.e. 54.29% of respondents agreed but 34.29% of them were
disagreed with this statement.

Majority of the respondents believe that in NEPSE all the possible information that
might influence the share price will automatically reflect tn the share price but some
of them did not agreed with statement. Similarly, majority of the respondents i.e. 48%
did not agree with the statement that share market moves in trend. They mean that
movement of share price in NEPSE is in random not orderly. But 35% respondents
replied that this is true in NEPSE.

When asked, they believe in repeats if history in NEPSE. Out of total respondents
50% of respondents believed in this one of the assumption of technical analysis,
28.57% of respondents answered that they don’t believe that assumption of technical

analysis be true in NEPSE.

In the same way, out of total respondents equal numbers i.e. 48.57% agreed in favor
and against towards the belief of technical analysis relating with NEPSE i.e. share
price is determined by its supply and demand despite of fundamental factors. But

remaining 2.86% of respondents remained response less.
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Table 4.3

Status of Technical Analysis in Nepal’s Stock Market

Research Yes No Don’t No. Resp. Total
Variable Know
No.| % No. | % No. % | No. | % | No. %

Theory of TA
Predication of Trend 38 | 5429 | 24 [3429| 5 7.14 3 [4.28| 70 100
Reflection of all 40 | 56.71 | 23 34 4 5 3 |429| 70 100
information in share
price
Market Moves in 25 35 34 48 8 12 3 5 70 100
Trend
Repetition of History | 35 50 20 [ 2857 9 |1286| 6 |857| 70 | 100
Supply and Demand 34 | 4857 | 34 |4857| O 0 2 |286| 70 | 100
Determines Share Price

Source: Field Survey

4.1.2.2 Factors Influences Share Price in NEPSE

Other question, respondents were asked basic factors that influence share price in

NEPSE. 42% of respondents replied fundamental factors influence share price in

NEPSE. In this regard most if the respondents specified their right share and bonus

share mostly influence the share price and also these factors takes in consideration for

analyzing share price. 17.14% of respondents replied past price and traded volume,

and 10% respondents believed share brokers advice influence the share price.

Similarly 11.43% of respondents agreed share market related news that comes in

media influences the share price, 11.43% of respondents claimed signaling factors

(rumors) influences the share price in NEPSE. But 4.29% of respondents claim beside

above other factors mostly influences the share price in NEPSE and 2.86% of

respondents remained response less.
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Table 4.4
Factors Influences Share Price in NEPSE

Research variables No. of Respondents | % of Respondents
Earning, Dividend and Future prospects 30 42.85

Past Price and Traded VVolume 12 17.14
Shares Brokers Advice 7 10

Media 8 11.43
Signaling Factors(rumors) 8 11.43

Other Factors 3 4.29

No Response 2 2.86

Total 70 100

Source: Field Survey

4.1.2.3 Respondents Action at Various Market Movements/Trends

In order to know the respondents action at different trends of NEPSE, researcher
asked them on three different trends of market. 17.71% of the total respondents
replied they buy the shares, 55.71% of the respondents replied they sell the shares,
4.29% of the respondents remain transaction less when the market is increasing in

trend.

60% of respondents replied they buy the shares, 15.71% of the respondents replied
they sell the shares when the market is decreasing in trend. 14.29% respondents
replied they buy the shares, 10% of the respondents resell the shares, and 44.28% of

the respondents remain transaction less when the market is steady.

Table 4.5
Action at Various Market Movements/Trends
esearch Variable Buy Sell Wait No Total
Response
Market Trends No. % No. % No.| % ([No.| % |[No. | %

When the market is in | 12 | 17.14 | 39 | 55.71 | 3 | 429 | 16 | 22.86 | 70 | 100
increasing trend

When the market is in | 42 60 11 | 1571 | 0 0 17 | 24.29 | 70 | 100
decreasing trend

When the Market is | 10 | 14.29 | 7 10 31 | 4428 | 22 | 3143 | 70 | 100
Steady

Source: Field Survey
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4.1.2.4 Respondents applying Technical Analysis

Only about 15.71% of the respondents always apply technical analysis to analyze the
share price movement in NEPSE, 22.86% of them said they apply sometime, 57.14%
of them said they never apply technical analysis and remaining 4.29% respondents

remained response less.

Table 4.6
Respondents Applying Technical Analysis
Research variables No. of Respondents % of Respondents
Applying Always 11 15.71
Applying Sometime 16 22.86
Never Applying 40 57.14
No. Response 3 4.29
Total 70 100

Source: Field Survey

4.1.2.4.1 Reasons for Not Applying Technical Analysis
When asked reason for not applying technical analysis, 10% of them answered they
based their analysis only on fundamental facts but 75% of them replied due to lack of
knowledge of technical analysis only on fundamental facts but 75% of them replied
due to lack of knowledge of technical analysis.
Table 4.7
Reasons for Not Applying Technical Analysis

Research Variables No. of Respondents | % of Respondents
Based Only on Fundamental Facts 10 25
No Knowledge of Technical Analysis 30 75
Others 0 0
No Response 0 0
Total 40 100

Source: Field Survey

4.1.2.5 Reliability of Technical Analysis in Nepal’s Stock Market

In order to know the potentiality of the technical analysis, respondents were asked
about the reliability of it in Nepal’s share market. 11.43% of them think it is highly
reliable, 42.86% of them think its reliability can be moderate, 28.57% of them replied
less reliability of technical analysis in Nepal, 12.85% of them answered they have no

idea on it and remaining 4.29% of them remained response less.
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Table 4.8

Reliability of Technical Analysis in Nepal’s Stock Market

Research variables No. of Respondents % of Respondents
Highly Reliable 8 11.43
Moderate Reliable 30 42.86
Less Reliable 20 28.57
No Idea 9 12.85
Response Less 3 4.29

Total 70 100

Source: Field Survey

4.1.2.6 Respondents faith upon their Analyzing Technique

To know whether respondents were satisfied with the method they are using to
analyze the share price of companies. 40% of them answered they are satisfied ,
51.43% of them answered they are not satisfied with the method they are using and
rest 8.57% of respondent remained response less.

Table 4.9

Respondents faith upon their analyzing Technique

Research variables No. of Respondents % of Respondents
Satisfied ‘YES’ 28 40
Not Satisfied ‘No’ 36 51.43
Response Less 6 8.57

Total 70 100

Source: Field Survey

4.1.3 Presentation and Analysis of Market Efficiency

Technical analysis and efficient market hypothesis are the interrelated subjects of
stock market. This study is totally focused on the technical analysis .in order to make
the study complete, researcher tried to make the study on efficiency of Nepal’s share
market. So, in this section researcher tried to test the efficiency of NEPSE through
qualitative test. For this various questions related to theory and assumptions of EMH
relating to NEPSE were prepared and asked to the respondents. Real picture of

research results are presented below.
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4.1.3.1 Respondents Opinion Regarding Efficiency of Nepal’s Stock Market
Respondents were asked whether the NEPSE is efficient market or not. Most of them
answered that the Nepal’s only one secondary market is not efficient. About 65.72%
respondents answered that NEPSE is inefficient market. Only thin portion of them i.e.
21.43% answered that NEPSE is efficient market. Out of total 70 respondents 7.14%
answered they have no idea about it and remaining 5.71% of them remained response
less.
Table 4.10
Respondents Opinion Regarding Efficiency of Nepal’s Stock Market

Research variables No. of Respondents % of Respondents
Efficient Market ‘Yes’ 15 21.43
Inefficient Market ‘No’ 46 65.72
No Idea 5 7.14
No Response 4 5.71

Total 70 100

Source: Field Survey

4.1.3.2 Respondents Beliefs towards Share Price Movement in NEPSE
In another question, 30% of respondents beliefs that share price in NEPSE make an
independent movement but 50% of respondents don’t believe in it. They think that
share price in NEPSE is dependent to previous price. Similarly 17.14% of the
respondents expressed that they have no idea about it and rest 2.86% respondents
didn’t gave answer.

Table 4.11

Respondents Beliefs towards Share Price Movement in NEPSE

Research variables No. of Respondents % of Respondents
Independent Movement ‘YES’ 21 30
Dependent Movement ‘NO’ 35 50
No Idea ‘DON’T KNOW”’ 12 17.4
No Response 2 2.86

Total 70 100

Source: Field Survey

4.2 Secondary Data Analysis
Moving Average Analysis
Moving Average is one of the most popular and easy to use tools available to the

technical analyst. They smooth a data series and make it easier to spot trends,
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something that is especially helpful in volatile markets. They also form the buildings
blocks for many other technical indicators and overlays. There are mainly two most
popular types moving averages: Simple Moving Average (SMA) and the Exponential
Moving Average (EMA). This part of the study is heavily dependent upon moving

average.

Moving Average is simply the rolling average of past prices. To calculate the moving
averages daily or weekly prices are taken for a period and every time on average is
calculated by dropping the oldest and traders should first and a new value is added.
This average is plotted on a graph along with the prices of the shares on the basis of
which such an average is calculated. A study of the movement of these prices and the
average helps in generating buying and selling signals. A short-term moving average
is used to predict near future movement whereas a long term moving average is used
to take the decision about the longer time period. With the help of moving average the
following signals can be generated (Khatri, 2006: 162).

Buying Signals

Whenever price line is above the moving average lines it moves towards the average
line but fails to penetrate it, instead starts rising upward supported by an upward
movement of the average line, it is a buy signal. When price line is below the moving
average line and it penetrates towards the upside and continues to move upward,
supported by an upward movement of the average line, it is a buy signal. When price
line is above the moving average line and is moving upward continuously, supported

by similar movement of the average line, it is also a buy signal.

Selling Signals

When price line is below the moving average line, it moves towards the average line
but fails to penetrate it, instead, starts declining, supported by a downward movement
of the average line, it is a sell signal. When price line is above the moving average
line, and it penetrates towards the Downside and continues to move downward,
supported by a downward movement of the average line, it is a sell signal. When price
line is below the moving average line and moving downward continuously, supported
by similar movement of the average line, it is also a sell signal. Moving average

smoothes out a data series and makes it easier to identify the direction of the trend.
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Because past price data is used to form moving averages, they are considered lagging,
or trend following, indicators. Moving averages will not predict a change in trend, but
rather follow behind the current trend. Therefore, they are best suited for trend

identification and trend following purposes, not for prediction (Hurst, 1972:65-67).

Market Index

The market index has always been of great importance in the world of security
analysis and portfolio management. Both institutional investors and individuals use
the market index as a yardstick against which they evaluate the performance of their
own or institutional portfolio. The market indexes are used to determine the
relationship between historical price movement and economic variables and also to
determine the systematic risk for individual securities and portfolios. Stock market
indexes are used to study the trend of growth pattern in the economy, to analyze as
well as to forecast business cycles and to correlate stock market indexes to economic
activities. The technical analysis usually uses current market price movements to
predict future movements in the stock market. Index is also a device designed to
measure the change in a group of related variables over a period of time. In this study,
NEPSE Index, Banking and Finance Index, NEPSE SENSEX, market capitalization,
number of listed and transacted companies and volume of stock traded is analyzed. By
observing the NEPSE index trend, one can conclude its nature in different aspects,
e.g. trend of price in different period. It also analyzes the investment attitudes of

investors in the stock exchange, effect of signaling factor on NEPSE index.

The following moving average charts have been drawn from Annex-Il in this chart,
moving average market index along with NEPSE index is plotted. It is very simple
technical tools where market indexes and weekly moving averages are plotted on a

vertical axis and time intervals (i.e.30 days) are recorded on the horizontal.
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Figure 4.1
Weekly Moving Average Index
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Figure 4.1 is derived from Annex-11 which shows weekly moving average of NEPSE
index indicated by bold dark line and monthly value of market index is represented by
thin line. From the relationship between the actual values and moving average values

of market index the information regarding the market condition is obtained.

Since 15 January 2009 NEPSE index has fallen nearly about the weekly moving
average index and the average line is also declining, this is a signal of downward
market movement. Thus, it is appropriate for investors to sell the shares at the
beginning. The investors, who sell the shares at the beginning of the month, should

earn better profit.

Flattened out and the market index has dropped downward through the moving
average line above figure gives many opportunity of buy and sell decision. So, far as
the prediction of market index at the 15" of July 2010 is concerned it may rise
because of the upward trend of moving average from beginning of July. From the
viewpoint of technicians, the trend may constant and the market increase for few

weeks. But the market falls drastically which indicates bearish trend.
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4. 2.1 Charts Analysis

However, some investors do not see much difference between charting techniques and
palmistry, on the other hand, many of others sear by charts. Normally, technical
analysis uses three basic types of charts — point — and — figure charts, line charts and
bar charts. Due to unavailability of sophisticated computer programs, the use of point
and figure charts are not included in the study only line charts and bar diagrams are
applied here.

The line charts are easy to understand on which horizontal axis shows the time and
vertical axis shows the price of the share. Similarly, for a bar diagram the horizontal
axis will be a time line with the vertical axis measuring a particular stock’s price. Bar
diagrams are made up of a series of vertical bars representing each time interval’s

movement.

4. 2.1.1 Line chart Analysis for Market Index of 5 Major Sub Index of NEPSE
Figure 4.2

Weekly Moving Averages and Commercial Bank Index During Research Period
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Figure 4.2 represents the weekly average commercial bank sub index with NEPSE
Market Index. The figure shows that NEPSE Index fall down from the beginning of
the research period and rise from February 15 2009 during the research period
(January 2009 to march 2010), while commercial bank index decline from 644.70 to
459.92 after many up and down of index. The figure shows downward curve of

NEPSE Index up to 280 days research period.
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The NEPSE Index reach at highest point in 15 July 2009(i.e.750) and commercial
bank index reached at highest point in 9 February 2010(l.e.760.09). During the
research period Commercial bank index turn drastically decrease and decreasing trend
IS continuing except of few increase although overall index is continuously decreases,
but the NEPSE index is also decreasing trend and the lowest point (i.e.458.18) at the
beginning of February 2010. The trend of commercial bank index shows that
decreasing condition the market falls drastically which indicates bearish trend; it

implies that the investment in commercial banks share is not in good condition.

Figure 4.3

Weekly Moving Averages and Development Bank Index During Research Period

1200 -

1000 -

800 -
_a;f 600 - Development Bank
£ Sub-Index

4071 weekly av.

Dev.Banking
200 -
0

SRR GER GER R GEIRGER GERGERGER
I I S LR L A A S A A
NP A RN

Time Period

Source: www.nepalstock.com

The figure 4.3 is derived from ANNEX -2 that exhibits 280 days data of Development
Bank Index along with NEPSE Index for respective days. The figure shows that the
development bank index as well market index both are in up and down trend although
overall trend is decreasing in the beginning days and this trend has stayed long time
except some uptrend fluctuations in few days. NEPSE index and Development both
decrease rapidly in the beginning. It indicates sell signal but from 1st February 2009
both index increases quietly for some days. After 1% march 2009 development index

as well as NEPSE index is in decreasing order during research period.
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Because of many reason developments bank index is in decreasing trend in above
figure it has shown in plot area. In aggregate, it is most of the time lower and some
time higher. At that time market index has also more fluctuation, in 1 July 2009
market index has suddenly increase after than it has gone to decreasing trend. The
market index has decrease overall market has few increase and other has decreased
scenario of development bank index so that after 15 may 2009 continuously decrease
trend. That may be due to effect of political inconstancy, unhealthy industrial relation
and other extra factor so; by evaluating market index and development bank index the
performance is not so excellent.
Figure 4.4
Weekly Moving Averages and Finance Companies Index

During Research Period
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Figure 4.4 is derived from Annex-11 that 280 days index of finance companies Along
with NEPSE Index for respective days. The figure shows that index of finance
companies is higher than average NEPSE Index. But NEPSE index increases from
first February 2009 while Finance companies index was in decreasing trend. NEPSE
Market Index has decreased trend but there have also more fluctuation. From July
2009 finance companies index is similarly to NEPSE Index although the finance

companies index is higher than NEPSE Index.
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Some upward fluctuations have made in NEPSE Index but both have showed
steeping downtrend and that is stay for research period. The peak point of NEPSE
index has721.12 that august 2009 and the peak point of finance companies index has
918.70 that January 2009 , after reaching the peak point, both index has declined
drastically (i.e. bearish market) throughout the research period.
Figure 4.5
Weekly Moving Averages and Insurance Companies

Index During Research Period
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Figure 4.5 illustrates the movements of average insurance companies’ index and
movements of NEPSE Index for the same period. From the figure it has been seen that
the trend of the average insurance companies index at beginning days has increasing
condition figure shows that after February 2009 the index started to decrease and it is
continued until march 2010 at that period the index reached from 696.93to 593.53. In
other hand the market index at that period is up and down movement. In the same
time NEPSE Market Index reached from 652.94 to 493.83.

The index of insurance companies is decreasing trend in research period. At that
period a few up and down has seen in NEPSE index although the trend is downwards
at that period. So, comparing market index the performance of finance companies was
not in good condition the different between beginning index and ending index of
finance companies has very different during research period, it shows that the

performance of stock market movements is not good condition although the insurance
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companies trend is up than market index trend in latest days of research period, that is
little bit positive signal.
Figure 4.6

Weekly Moving Averages and Others Index During Research Period
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The lines shown in the figure 4.6 is plotted based on data presented in Annex-I1 in
which the daily index of others sector are presented. Through the index line shows the
upward and down ward from beginning and the various parts of research period.
During the period the other sub index has reached from 628.58 in January 2009 to
564.31 in March 2010. Many fluctuations were made in both indexes during the
research period. The market Index has been decreasing trend in the beginning but
from April 2009 the index has increased for few weeks then the index has in
decreasing trend. During the research period others sub index turn in decreasing trend
and continuing except of few increase although overall index is continuously
decreases, the NEPSE index is also decreasing trend. The trend of others sub index
shows that decreasing condition of share prices of others sectors and it implies that the

investment in others sectors share is not in good condition.
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4.2.2 Bar Diagram Analysis for major five sub sectors index Movements
Figure 4.7
Bar Diagram of Commercial Bank Index during Research Period
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Figure 4.7 presents a bar diagram of average commercial bank index for research
period. The bar diagram is prepared based on data exhibited an Annex-Il. It
successive weekly average commercial bank index presented in monthly bar diagram,
it shows that movements of Nepalese stock market begins with a increasing trend but
there are many up and down movement. The figure shows that the highest of NEPSE
index in research period is 760.14 in august 2009. A few months that are upward
trend except that month’s overall trend of index downward trends. In last month of
research period the index is lowest. So, right time to invest in shares is at 2" month
when share price is in quietly increasing trend. Similarly, here right time to sell share
is at august 2009. There are many fluctuations so a good investor must be conscious
to invest. If we carefully study the bar diagram the trend of share price of commercial
bank is decreasing condition. Highest index is at 7" month that is 760.14. Only short
upward in price fluctuation overall the index is not increased in other words the trend

is downward during the research period.
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Figure 4.8
Bar diagram of Development Bank Index During Research Period.
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The figure 4.9 shows the movements of Development Bank Index Presented in the bar
diagram. The chart shows that the price of shares is up and down. The chart shows
that the development bank index is on downward trend during research period. After
1% month it started to increased and attained peak at the end of 2" month immediately
decreases and that stay for four month and after that again change towards upwards in
this way the rise and fall in the price of shares has continued throughout the research

period.

The patters of rising and falling in the share price are due to the pressure of demand
and supply. When the demand is high, the price of share rises and when supply is high
the price of share declines. Here the right time to buy the share declines. Here the
right time to buy the shares of Development Bank is at the first month and the right
time to sell the shares is at 2" and 3" month. If investors do not sell their shares
during this time they have to bear losses from their sales thereafter. The stock price of
this sector is drastically decreasing trend due to the inconstant political environment
and economic show down and unfavorable events or rumors, which erodes the

confidence of investors.
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Figure 4.9
Bar Diagram of Finance Companies During Research Period
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Figure 4.11 presents a bar diagram of weekly moving average of finance sectors index
presented in Monthly Movements. The price decrease due to various factors and that
condition is stay long it changes some upwards movements and then except short ups
and down fluctuation it goes to downwards. The chart shows that the index of finance
sector is decreasing slowly from beginning period but upward trend from 5" month
and down ward trend until research period. There are many fluctuation ups and down
in during the period. The highest index of finance sector index is 870.87 at first month

and lowest index is 486.11 at last month of the research period.

Here, demand and supply pressure to determine the stock price correctly. When
demand high the price is also going to increase and when demand is low then price
also lower than other month. The stock price of this sector is more fluctuation due to
the economic show down and unfavorable events or rumors, which erodes the

confidence of investors.
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Figure 4.10
Bar diagram of Monthly Index Movement of Insurance Companies
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Figure 4.13 shows the monthly Insurance companies index. The chart shows that the
index is on downward trend up to 6 month. After 6" month the index has increased
steeply which sustains no longer. After 8" month it started to decrease until the end of
research period. The price decrease due to various factor but decreased condition is
not stay long it again changes upwards and then except short ups and down
fluctuation it goes to downwards. The chart show highest point of index in first month
and then again never reached at that point during research period. For investment
decision right time to buy the insurance companies share is at the 4" and 5" month

and right time to sell is at 1% 2" and 7™" month.
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Figure 4.11
Bar Diagram of Monthly Index Movement of Others Sector
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The monthly indexes movements of others sector of NEPSE are charted in figure
4.15. The figure provides the patterns, which is more or less same as pervious study.
The trend is up wards starting from 15T month and recently down in 2" and 3rd month
then again upward in this way more up and downward fluctuations were made during
research period. A few months that is upward trend except that month’s overall trend
of index is downward trends. In last month of research period the index is lowest. But

comparing with others sub sectors it stays quietly consistent.

The highest point of index is at 5™ month which is 705.60. The index of others sector
has move more ups and down. So, the chart provides investors to decide more
accurate decision about sell or purchase this sectors stock. When the index is
comparatively lower at that time investor decide to purchase so investor decide to
purchase this sectors shares at 1%t and 4" month and sell the share at 2" 6" and 8"

month.

4.5 Major Findings of the Study
4.5.1 Major findings from Primary Data Analysis

87




Based on the response collected from the various respondents (most of them were
investors and were in touch with Nepal’s share market) following reality of Nepal’s
share market were reflected.

Most of the respondents replied that trend of share price can be predicted in NEPSE
by studying the historical movement with the help of charts and also repletion of
history imply in NEPSE. But majority of the respondents answered that all the price
influencing factors don’t reflect in the share price and also movement of share price in

NEPSE in random.

Although majority of the respondents agreed that fundamental factors (earnings,
dividends future prospect of the company and right and bonus shares)influence the
share price in NEPSE (this means most of the respondents take fundamental factors
for analyzing the price in NEPSE )but they also answered that past price and traded
volume also influence the share price in NEPSE.

Majority of the respondents replied they don’t apply technical analysis for analyzing
the share price movement. Reason behind this is that they don’t have the knowledge

of technical analysis.

Most of the investors answered that they have moderate beliefs of technical analysis
in Nepal’s stock market and also most of them were not satisfied with the analyzing

technique they are using.

Regarding the efficiency of NEPSE, most of the respondents replied that practice of

efficient market cannot be found.

Majority of the shareholders claimed that some of the investors in NEPSE are
influencing the share price in their favor and also Nepal’s stock market is not a market

of perfect competition.
In the same way, majority of the respondents were found that NRB should make

margin lending more systemic and also some of them replied that financial institutions

should leave independent regarding the matter of margin lending. But most of the
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respondents were found in favor of future plan of NEPSE i.e. WAN, free entry and
exit of share brokers and sub brokers system.

Majority of the respondents replied that due to the inefficient stock market of Nepal
technical analysis is irrelevant to the market. They answered that there is no future of
technical analysis in Nepal’s stock market and also it cannot be effective. But some of
them claimed that only the technical analysis can be surest tools for analyzing the

share price in Nepal.

4.5.2 Major Findings from Secondary Data Analysis
Based on the secondary data analysis and its interpretation, the major findings of the

study are reviewed as follows:

In the FY 09/010, there are altogether 248 companies listed in NEPSE and number of
the transacted companies are 220. The listing & transacting rate is in increasing trend.
This indicates that the growing number of companies is attracted towards trading in

the security.

The monthly trend analysis of NEPSE index, Banking index and Finance index during
the research period are in decreasing trend. The instability of NEPSE, Banking and
Finance Index might be due to the change in the political situation in the country. This

might have directly influenced the investing decision of the investors.
Commercial Bank Index
During research period the moving average line formed and gave a signal of buy and

sell.

Buying Signals

26 January 2009, 25 April 2009, 24June 2009,

13 July 2009, 10August 2009 14September2009
11march 2010 08 February 2010

Selling Signals

18January 2009, 24February 2009, 27May2009,
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19July 2009, 20August 20009, 16December 2009
2February 2010

Development Bank Index
During research period the moving average line formed and gave a signal of buy and

sell.

Buying Signals
25 January 2009, 24 February 2009, 18 May 2009,
30November 2009, 3January 2010

Selling signals
12 February 2009, 2June 2009, 14July 2009
7 December 2009

Finance Companies
During research period the moving average line formed and gave a signal of buy and

sell.

Buying Signals

23April 2009, 3May20009, 21June2009
30July 2009, 30November 2009

Selling Signal

1February 20009, 19April 2009, 17May 2009,
12July 2009, 21December 2009

Insurance Companies
During research period the moving average line formed and gave a signal of buy and

sell.
Buying Signals

8February 2009, 22April 2009, 7May2009,
6January 2010, 4March 2010
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Selling Signals

25January 2009, 1February 2009 6April 2009,
3June 2009, 19July 2009, 8November 2009
Others

During research period the moving average line formed and gave a signal of buy and
sell.

Buying Signals

18January 2009, 5March 2009, 23April 2009,
4June 20009, 7February 2010, 15 February 2010
Selling Signals

13January 2009, 24February 2009, 26May 2009,
14July 2007, 4November 2009, 17Feburary 2010,
2March 2010
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CHAPTER -V
SUMMARY, CONCLUSION AND RECOMMENDATIONS

This chapter is divided into three sections: first section provides a brief summary of
the research study; second section provides the conclusion of study based only
secondary data, and in the third section of this chapter researcher has tried to give the
suggestions and recommendations based on the findings of the study.

5.1 Summary

Stock exchange is a regulated market place, in which listed securities are bought and
sold through the intervention of members (brokers) of stock exchange, by following
an open system of two ways quotation, the settlement of trades is done according to
the bye-laws of the stock exchange. In other words it is a trading platform for the
buyer and seller of securities. The stock exchange acts as a “barometer” of the health
of the economy or considered a mirror of economy. If the market as a whole expects

economic prospects to improve, share price will rise, and vice versa.

The history of securities market began in Nepal with the flotation of shares by
Biratnagar Jute Mills Ltd and Nepal Bank Ltd in 1937 A.D. Introduction of the
company Act in 1964 A.D., and the establishment of Securities Exchange Center Ltd
in 1976 was other significant developments relating to capital markets in Nepal. At
present there is only one stock exchange in Nepal, which is also called secondary
market i.e. Nepal Stock Exchange (NEPSE). Nowadays, Nepal’s stock market has
become major area of investments. People in general and investor’s inclination
towards the capital market as they are attracted to multiply their money in a shorter
time span. Currently seen events of Nepal’s capital market like oversubscription in all
of the public issues, increment in transactions amount day by day, about eight
hundred thousand investors, etc confirmed the attraction of stock market in Nepal. In
order to beat the market one has to analyze the securities properly and effectively.
Basically there are two approaches of analyzing the securities: fundamental analysis
and technical analysis. The person who analyzes securities using fundamental
approach called fundamental analyst and technical approach called technical analyst.

Both types of analysts try to predict share price movements as a whole. The
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fundamental analyst compares the share price with indicators of such as the level of
interest rates, inflation, and the index of employment. They also delve into the
company’s balance sheet and looks at the industry itself. From this the fundamental
analyst claims to be able to say whether to buy or sell a particular share from the point
of a medium-to long term investor. Technical analysts on the other hand disagree with
the fundamental analyst’s view because they claim that reliance on past performance
is a hindrance in judging future prospects. Technical analysts consider that the share
price is fixed by supply and demand and past performance as evidenced by the
company’s accounts is no guide whatsoever. They also believe that every price
sensitive factors automatically reflect in the share price, only analysis of price

movement is required.

Beside these there is another technique for analyzing the share price behavior that is
called efficient market hypothesis. It is based on the fundamentals that markets are
efficient and price makes an independent movement in these markets. Each price of
an individual share is independent of the previous price, the implication of this is that
price of a moment does not affect the price of another moment, this type of moment
of prices is called random walk of prices, therefore, this hypothesis is also called
random walk hypothesis. According to this hypothesis prices get affected by the
demand and supply position. Prices reflect equilibrium position of the demand and
supply; these show a wide fluctuation, only on account of disequilibrium in the
demand and supply position. This theory believes this happens due to the large
number of investors in the market, free flow f information to all the investors, every
investor is capable to interpret the information, every kind of price sensitive
information is discounted in the prices immediately, no one in a position to influence

the market unduly.

In the first chapter of this study researcher stated the various problems of stock market
relating to the technical analysis and efficient market. Thus, main objectives of this
study were to analyze and identify the market trends shown by the sample major
sectors index based on technical tools moving average analysis, bar diagram and chart

analysis.
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In the second chapter of this study researcher tried to provide detail literature
regarding the subject matter of the study. So, researchers reviewed various literatures

including books, journals, term papers, newspaper, bulletins, magazines and thesis.

Most of the study conducted using the fundamental approach and efficient market
hypothesis but only limited study concerned on technical approach. Limited
researchers concerned on technical analysis so, researcher tried to provide new

findings to the Nepal’s stock market by fulfilling the gaps of the previous study.

To meet the objectives stated above, different research designs were designed in third
chapter of this study to present and analyzed the data. For this researcher relied on
primary and secondary source of data. For this daily index for 280days were

downloaded from the website of Nepal stock exchange.

In fourth chapter secondary data were analyzed using one of the most popular
technical tools presenting in the chart and graphs based on the calculated value. Based
on such analysis the findings were evaluated in real terms and on the basic of such

findings appropriate conclusions is drawn.

Data analysis showed most of the time moving average analysis and chart analysis
gave the true result and all the samples showed the bearish trend. But share price of

development banks index showed more bearish than other sectors share price.

5.2 Conclusions

Mass participation in industrialization process is possible through the efficient
securities market. Securities market promotes efficient collection of small and
scattered savings and provides returns. It plays a key role in allocating capital to the
corporate sector that will have real effect in the economy. Stock market is the
booming sectors in Nepalese economy. Oversubscription in all the IPO, coverage in
Medias & newspapers matter related to stock market, lack of other investing sectors in
the country, bullish trend in NEPSE in past two years, emerging of share training
institutions & portfolio managers etc. signal the booming trend of capital market in
Nepal and then from Bhadra, 2009 to till date the trend has been changed to

downward. Inconsistent political environments, unrest in terai, Nepal Banda are major
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cause for bearish trend of NEPSE. Stock market in Nepal is not yet mature in terms of
its infrastructure, governance, investors, and confidence, pricing of stock and stability
and analyzing stock before investment decisions. Rather than investing haphazardly
one should analyze stock to beat the market. In order to have the accurate result from
the analysis necessity of efficient market is most.

Based on these various problems researcher tried to conclude actual situation of
Nepalese stock market on this study. Based on major findings of the study various
conclusions are drawn Study showed that most of the theories and assumptions of
technical analysis matches with the Nepal’s stock market. Although mostly
fundamental factors influence the share price in NEPSE but one cannot also ignore
the past price and traded volume of the company. Similarly, from the analysis and
interpretation made upon the three sample companies researcher can conclude that
most of the time technical tools gives true result. Despite of technical correction in the
market from time to time technical tools are able to interpret the market trends most
of the time. Although technical analysis 90 percent psychological and 10 percent
logical, it does give signals future market trends (i.e. bullish and bearish) except in
some cases. Only trend identification knowledge is most but one should equally
consider the trading volume. However most of the time it was difficult to identify
trend shown by the moving average. During the study period most of the time moving
average and bar diagrams line remained in downward zone of all the samples,

indicates the bearish market of the share.

Globalization of economies and market has been one of the major instruments of
changes. There is no gainsaying that Nepal is already sandwiched between the
economic liberalization and globalization process. Therefore, Nepal cannot stay from
these developments by pursuing a policy of isolation and inward looking strategy.
Though overall policy setting has not been conducive to the development of the stock
market, it can be said that the Nepalese stock market is in stage of development. Since
stock market offers opportunity and liquidity to the government and corporate
securities by facilitating transaction, it is considered a crucial element in the national

economy.

95



They have taken the stock exchange as moneymaking enterprise and thought that any
investment made would bring a sure return on the other hand. Same handful market
players have joined hands with officials for price manipulation .Investors are losing
their confidence in the stock market of Nepal due to the heavy fluctuations in their
share prices which is caused by having lack of adequate knowledge to investors,
market disorders, price manipulation, fraudulent share market activities etc. The
market prices of shares also get affected by happening on the political and economic
factors or fundamentals of the company. The analysis of Nepalese stock market shows
that sometimes the Nepal’s stock market is primarily by whims and not by new
information this is a sign of market inefficiency but investor can earn more gain from
this if they try to understand such underlying causes of market movement and act

accordingly.

With such a scenario prevailing in the market, there is necessary to establish clear
concept on share price fluctuation. Analyzing the securities before taking investment
decision is the best way to get high return from the shares. Thus, researcher concludes
that moving average and chart analysis are very helpful tools of technical analysis,

which help in depicting the future market.

5.3 Recommendations

Based on the analysis of primary and secondary data following recommendations are
presented to the concerned body. Trend is the most in technical analysis. So it is
recommended to all the concerned body to identify the trend before banking
investment decision. Technical tools Moving Average gives the signal of future
signal. So, investors and stock analysts are highly recommended to apply Moving
Average for analyzing share price trends. Similarly other technical tools Bar diagram
analysis also gives the signal of future signal, so, investors and stock analysts are
highly recommended to apply chart analysis finally share price trends along with the
fundamental approach to but the market. Since the technical analysis give the variable
signal. So it is recommended to regulation body, brokerage house and training

institute to provide in-depth knowledge about the technical analysis.
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5.4 Suggestions for Further Research

There are various technical tools which can be applied to analyze the stock price
movement. It will be better if further researcher will apply other tools of technical
analysis using technical analysis software. Also it is recommended to test the
effectiveness of technical tools to further researcher.

Although researcher strongly suggested for applying the technical tools, one should

not ignore the fundamental facts of the company.
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