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In security selection process, a traditional approach of Economic Industry Company analysis is 

employed. EIC analysis is the abbreviation of economic, industry and company. The person 

conducting EIC analysis examines the conditions in the entire economy and then ascertains the 

most attractive industries in the light of the economic conditions. At last the most attractive 

companies within the attractive industries are pointed out by the analyst. 

EIC Analysis of a Company 

Below are the further details of the components of EIC analysis, which analyst always consider 

before choosing or reaching any decision about any business. 

• Economic Analysis 

• Industry Analysis 

• Company Analysis 

Economic Analysis: 

Every common stock is susceptible to the market risk. This feature of almost all types of 

common stock indicates their combined movement with the fluctuations in the economic 

conditions towards the improvement or deterioration. 

Stock prices react favorably to the low inflation, earnings growth, a better balance of trade, 

increasing gross national product and other positive macroeconomic news. Indications that 

unemployment is rising, inflation is picking up or earnings estimates are being revised downward 

will negatively affect the stock prices. This relationship is reasonably reliable that the US 

economy is better represented by the Standard & Poor 500 stock index, which is famous market 

indicator. The stock market will forecast an economic boom or recession properly from the signs 

in front of average citizen. The Federal bank of New York has conducted a research that 

describes that the slope of the yield curve is the perfect indicator of the economic growth more 

than three months out. Recession is indicated by negative slope while positive slope is 

considered as good one. 
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The implications of market risk should be clear to the investor. When there is recession in the 

economy, the prices of stocks moves downward. All the companies suffer the effects of recession 

despite of the fact that these are high performing companies or low performing ones. Similarly 

the stock prices are positively affected by the boom period of the economy. 

Economic Analysis Factors 

For studying the Economic Analysis, the Macro Economic Factors and the forecasting 

Techniques are studied in following paragraphs. 

MACRO ECONOMIC FACTORS 

The macro economy is the study of all the firms operates in economic environment. The key 

variables to describe the state of economy are explained as below: 

1. Growth rate of Gross Domestic Product (GDP): 

An economy's overall economic activity is summarized by a measure of aggregate output. 

As the production or output of goods and services generates income, any aggregate 

output measure is closely associated with an aggregate income measure. The United 

States now uses an aggregate output concept known as the gross domestic product or 

GDP. The GDP is a measure of all currently produced goods and services valued at 

market prices. One should notice several features of the GDP measure. First, only 

currently produced goods (produced during the relevant year) are included. This implies 

that if you buy a 150-year old classic Tudor house, it does not count towards the GDP; 

but the service rendered by your real estate agent in the process of buying the house does. 

Secondly, only final goods and services are counted. In order to avoid double counting, 

intermediate goods—goods used in the production of other goods and services—do not 

enter the GDP. For example, steel used in the production of automobiles is not valued 

separately. Finally, all goods and services included in the GDP are evaluated at market 

prices. Thus, these prices reflect the prices consumers pay at the retail level, including 

indirect taxes such as local sales taxes. 

A measure similar to GDP is the gross national product (GNP). Until recently, the 

government used the GNP as the main measure of the nation's economic activity. The 

difference between GNP and GDP is rather small. The GDP excludes income earned 

abroad by U.S. firms and residents and includes the earnings of foreign firms and 

residents in the United States. Several other measures of output and income are derived 

from the GNP. These include the net national product (NNP), which subtracts from the 

GNP an allowance for wear and tear on plants and equipment, known as depreciation; the 

national income, which mainly subtracts indirect taxes from the NNP; the personal 

income, which measures income received by persons from all sources and is arrived at by 

subtracting from the national income items such as corporate profit tax payments and 

social security contributions that individuals do not receive, and adding items such as 

transfer payments that they do receive but are not part of the national income; and the 

personal disposable income, which subtracts personal tax payments such as income taxes 
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from the personal income measure. While all these measures move up and down in a 

generally similar fashion, it is the personal disposable income that is intimately tied to 

consumer demand for goods and services—the most dominant component of the 

aggregate demand—and the total demand for goods and services in the economy from all 

sources. 

It should be noted that the aggregate income/output measures discussed above are usually 

quoted both in current prices (in "nominal" terms) and in constant dollars (in "real" 

terms). The latter quotes are adjusted for inflation and are thus most widely used since 

they are not subject to distortions introduced by changes in prices. 

2. Savings and investment: 

Growth of an economy requires proper amount of investments which in turn is dependent 

upon amount of domestic savings. The amount of savings is favorably related to 

investment in a country. The level of investment in the economy and the proportion of 

investment in capital market is major area of concern for investment analysts. The level 

of investment in the economy is equal to: Domestic savings + inflow of foreign capital - 

investment made abroad. Stock market is an important channel to mobilize savings, from 

the individuals who have excess of it, to the individual or corporate, who have deficit of 

it. Savings are distributed over various assets like equity shares, bonds, small savings 

schemes, bank deposits, mutual fund units, real estates, bullion etc. The demand for 

corporate securities has an important bearing on stock prices movements. Greater the 

allocation of equity in investment, favorable impact it have on stock prices. 

3. Industry Growth rate: 

The GDP growth rate represents the average of the growth rate of agricultural sector, 

industrial sector and the service sector. The current contribution of industry sector in 

GDP in the year 2004-05 is 6.75 percent approximately. Publicly listed company play a 

major role in the industrial sector. The stock market analysts focus on the overall growth 

of different industries contributing in economic development. The higher the growth rate 

of the industrial sector, other things being equal, the more favorable it is for the stock 

market. 

4. Price level and Inflation: 

The inflation rate is defined as the rate of change in the price level. Most economies face 

positive rates of inflation year after year. The price level, in turn, is measured by a price 

index, which measures the level of prices of goods and services at given time. The 

numbers of items included in a price index vary depending on the objective of the index. 

Usually three kinds of price indexes, having particular advantages and uses are 

periodically reported by government sources. The first index is called the consumer price 

index (CPI), which measures the average retail prices paid by consumers for goods and 

services bought by them. A couple of thousand items, typically bought by an average 

household, are included in this index. 
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A second price index used to measure the inflation rate is called the producer price index 

(PPI). It is a much broader measure than the consumer price index. The producer price 

index measures the wholesale prices of approximately 3,000 items. The items included in 

this index are those that are typically used by producers (manufacturers and businesses) 

and thus it contains many raw materials and semi-finished goods. The third and broadest 

measure of inflation is the called the implicit GDP price deflator. This index measures the 

prices of all goods and services included in the calculation of the current output of goods 

and services in the economy, the GDP. 

The three measures of the inflation rate are most likely to move in the same direction, 

even though not to the same extent. Differences can arise due to the differing number of 

goods and services included for the purpose of compiling the three indexes. In general, if 

one hears about the inflation rate number in the popular media, it is most likely to be the 

number based on the CPI. 

5. Agriculture and monsoons: 

Agriculture is directly and indirectly linked with the industries. Hence increase or 

decrease in agricultural production has a significant impact on the industrial production 

and corporate performance. Companies using agricultural raw materials as inputs or 

supplying inputs to agriculture are directly affected by change in agriculture production. 

For example- Sugar, Cotton, Textile and Food processing industries depend upon 

agriculture for raw material. Fertilizer and insecticides industries are supplying inputs to 

agriculture. A good monsoon leads to higher demand for inputs and results in bumper 

crops. This would lead to buoyancy in stock market. If the monsoon is bad, agriculture 

production suffers and cast a shadow on the share market. 

6. Interest Rate: 

The concept of interest rates used by economists is the same as the one widely used by 

ordinary people. The interest rate is invariably quoted in nominal terms—that is, it is not 

adjusted for inflation. Thus, the commonly followed interest rate is actually the nominal 

interest rate. Nevertheless, there are literally hundreds of nominal interest rates. Examples 

include: savings account rate, six-month certificate of deposit rate, 15-year mortgage rate, 

variable mortgage rate, 30-year Treasury bond rate, 10-year General Motors bond rate, 

and commercial bank prime lending rate. One can see from these examples that the 

nominal interest rate has two key attributes—the duration of lending/borrowing involved 

and the identity of the borrower. 

Fortunately, while the hundreds of interest rates that one encounters may appear baffling, 

they are closely linked to each other. Two characteristics that account for this linkage are 

the risk worthiness of the borrower and the maturity of the loan involved. So, for 

example, the interest rate on a 6-month Treasury bill is related to that on a 30-year 

Treasury bond, as bonds/loans of different maturity levels command different rates. Also, 

a 30-year General Motors bond will carry a higher interest rate than a 30-year Treasury 

bond, since a General Motors (GM) bond is riskier than a Treasury bond. 
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Finally, one should note that the nominal interest rate does not represent the real cost of 

borrowing or the real return on lending. To understand the real cost or return, one must 

consider the inflation-adjusted nominal rate, called the real interest rate. Tax and other 

considerations also influence the real cost or return. Nevertheless, the real interest rate is 

a very important concept in understanding the main incentives behind borrowing or 

lending. 

7. Government budget and deficit: 

Government plays an important role in the growth of any economy. The government 

prepares a central budget which provides complete information on revenue, expenditure 

and deficit of the government for a given period. Government revenue come from various 

direct and indirect taxes and government made expenditure on various developmental 

activities. The excess of expenditure over revenue leads to budget deficit. For financing 

the deficit the government goes for external and internal borrowings. Thus, the deficit 

budget may lead to high rate of inflation and adversely affects the cost of production and 

surplus budget may results in deflation. Hence, balanced budget is highly favorable to the 

stock market. 

8. The tax structure: 

The business community eagerly awaits the government announcements regarding the tax 

policy in March every year. The type of tax exemption has impact on the profitability of 

the industries. Concession and incentives given to certain industry encourages investment 

in that industry and have favorable impact on stock market. 

9. Balance of payment, forex reserves and exchange rate: 

Balance of payment is the record of all the receipts and payment of a country with the 

rest of the world. This difference in receipt and payment may be surplus or deficit. 

Balance of payment is a measure of strength of rupee on external account. The surplus 

balance of payment augments forex reserves of the country and has a favorable impact on 

the exchange rates; on the other hand if deficit increases, the forex reserve depletes and 

has an adverse impact on the exchange rates. The industries involved in export and 

import are considerably affected by changes in foreign exchange rates. The volatility in 

foreign exchange rates affects the investment of foreign institutional investors in Indian 

Stock Market. Thus, favorable balance of payment renders favorable impact on stock 

market. 

10. Infrastructural facilities and arrangements: 

Infrastructure facilities and arrangements play an important role in growth of industry and 

agriculture sector. A wide network of communication system, regular supply or power, a 

well developed transportation system (railways, transportation, road network, inland 

waterways, port facilities, air links and telecommunication system) boost the industrial 

production and improves the growth of the economy. Banking and financial sector should 
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be sound enough to provide adequate support to industry and agriculture. The 

government has liberalized its policy regarding the communication, transport and power 

sector for foreign investment. Thus, good infrastructure facilities affect the stock market 

favorable. 

11. Demographic factors: 

The demographic data details about the population by age, occupation, literacy and 

geographic location. These factors are studied to forecast the demand for the consumer 

goods. The data related to population indicates the availability of work force. The cheap 

labor force in India has encouraged many multinationals to start their ventures. 

Population, by providing labor and demand for products, affects the industry and stock 

market. 

12. Sentiments: 

The sentiments of consumers and business can have an important bearing on economic 

performance. Higher consumer confidence leads to higher expenditure and higher 

business confidence leads to greater business investments. All this ultimately leads to 

economic growth. Thus, sentiments influence consumption and investment decisions and 

have a bearing on the aggregate demand for goods and services. 

ECONOMIC FORECASTING TECHNIQUES 

Forecasting for an individual firm obviously begins with a forecast for the industry or industries 

in which it is involved. Beyond this, the analyst must determine the degree to which the 

company’s share of each market may vary during the forecast period. Such variations can result 

from the introduction of a new product, the improvement of an existing product, the opening, 

closing, or expansion of plants, the activities of domestic or foreign competitors, a change in 

sales effort, or a variety of other factors. Information required to make such assessments may 

come in part from the company’s own investment and marketing plans. Information on the 

activity and sales prospects of competitors is frequently collected from the firm’s own salesmen. 

An increasing number of companies now employ sophisticated market research techniques to 

determine the probable reaction of their customers to new products. 

1. Anticipatory Surveys: 

Some elements of the future are known with reasonable accuracy. Government spending 

is reflected in existing budgets. These budgets indicate how much will be spent and how 

much money will be extracted from the stream of private spending by taxation. Similar 

information is available on some parts of the private economy. Periodic surveys 

conducted both by government and by private organizations measure business plans to 

invest in new plants and equipment. Increasingly, attempts are made to probe the mood 

and intentions of consumers concerning the possible purchase of automobiles, houses, 

appliances, and other durable goods. Regular surveys are also made to determine the 

general mood of the public—whether people are optimistic or pessimistic about their own 
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economic future and thus whether their spending is apt to be relatively strong or 

relatively weak. In general, such information obtained from the various surveys of 

investment plans, spending plans, and attitudes has been highly useful to economic 

forecasters. Such information helps to limit the range of possibility. But plans and 

attitudes change, sometimes quite abruptly, and although the surveys are useful tools they 

are not clear and reliable guides to the future. 

2. Barometric or Indicator approach: 

Some elements of the future are known with reasonable accuracy. Government spending 

is reflected in existing budgets. These budgets indicate how much will be spent and how 

much money will be extracted from the stream of private spending by taxation. Similar 

information is available on some parts of the private economy. Periodic surveys 

conducted both by government and by private organizations measure business plans to 

invest in new plants and equipment. Increasingly, attempts are made to probe the mood 

and intentions of consumers concerning the possible purchase of automobiles, houses, 

appliances, and other durable goods. Regular surveys are also made to determine the 

general mood of the public—whether people are optimistic or pessimistic about their own 

economic future and thus whether their spending is apt to be relatively strong or 

relatively weak. In general, such information obtained from the various surveys of 

investment plans, spending plans, and attitudes has been highly useful to economic 

forecasters. Such information helps to limit the range of possibility. But plans and 

attitudes change, sometimes quite abruptly, and although the surveys are useful tools they 

are not clear and reliable guides to the future. 

 

3. Diffusion Indexes: 

Some economists also use sets of statistics called diffusion indexes to calculate economic 

turning points. A diffusion index is a method of summarizing the common tendency of a 

group of statistical series. If a greater number of the series are rising than are declining, 

the index will be above 50; if fewer are rising than declining, it will be below 50. In 

effect, a diffusion index measures the degree to which either strength or weakness 

pervades the economy. If, for example, most of a group of industries are increasing their 

production rates, the economy as a whole is probably expanding; if the proportion of 

industries that are growing begins to decline and falls significantly below 50 percent for a 

period of time, the economy is probably in a recession, or at least moving in that 

direction. 

4. Money and Stock Prices: 

Monetary theory in its simplest form states that fluctuations in the rate of growth of 

money supply are of utmost importance in determining GNP, corporate profits, interest 

rates, stock prices etc. Monetarists contend that changes in growth rate of money supply 

set off a complicated series of events that ultimately affects share prices. In addition, 
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these monetary changes lead stock price changes. Thus, while making forecasts, changes 

in growth rate of money supply should be given due importance. Some thinkers states 

that stock market leads changes in money supply. However, sound monetary policy is a 

necessary ingredient for steady growth and stable prices. 

5. Econometric Model Building: 

Economists frequently use mathematical equations to express the normal relations 

between various economic factors. As a simple example, a given increase in consumer 

income will ordinarily produce a certain increase in sales, saving, and tax revenue, and 

these developments can be expressed mathematically. With a sufficient number of 

equations, all the important interactions within the economy can be simulated in a 

mathematical model. With the advent of computers able to make millions of calculations 

in a few moments, economists began to construct more and more complex sets of 

equations, called econometric models. These models, some of which include hundreds of 

equations, can be used to forecast overall economic activity (macroeconomic forecasting) 

or developments in particular parts of the economy (microeconomic forecasting). The 

success of econometric forecasting has so far been limited because the exact nature of 

economic relations is not fully known, and also because of the inadequacies of existing 

statistics. Nevertheless, the improvement of these techniques represents the greatest hope 

for more accurate economic forecasting in the future 

6. Opportunistic Model Building: 

Opportunistic model building or GNP model building or sectoral analysis is widely used 

forecasting method. Initially, the forecaster must hypothesize total demand and thus total 

income during the forecast period. Obviously, this will necessitate assuming certain 

environmental decisions, such as war or peace, political relationships among the level of 

interest rates. After, this work has been done, the forecaster begins building a forecast of 

the GNP figure by estimating the levels of the various component of GNP like the 

number of consumption expenditures, gross private domestic investment, government 

purchases of goods and services and net exports. After adding the four major categories 

the forecaster comes up with a GNP forecast. Now he tests this total for consistency with 

an independently arrived at a priori forecast of GNP. 

Industry Analysis in Investment Management 

Industry analysis is a type of investment research that begins by focusing on the status of an 

industry or an industrial sector. A form of fundamental analysis involving the process of making 

investment decisions based on the different stages an industry is at during a given point in time. 

The type of position taken will depend on firm specific characteristics, as well as where the 

industry is at in its life cycle. 

INDUSTRY LIFE CYCLE ANALYSIS 
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Many industrial economists believe that the development of almost every industry may be 

analyzed in terms of following stages (Figure-): 

1. Pioneering stage: New technologies like personal computers or wireless communication 

portray the initial stages of an industry. At this stage, it is very difficult to anticipate 

which firms will succeed; some firms will be a total success while some might fail 

completely. Hence, the risk involved in selecting any specific firm in the industry is quite 

high at this stage. However, at this stage, since the new product has not yet flooded its 

market, there will be a rapid growth in sales and earnings at industry level. Like, for 

example, in 1980’s, personal computers were a part of very few houses, while on the 

other hand, products like fans or even refrigerators were part of almost every household. 

So naturally, the growth rate of products like refrigerators will be much less. 

2. Rapid growth stage: Once the product has proved itself in the market, several leaders in 

the industry start surfacing. The start-up stage survivors become more stable and market 

share can be easily envisaged. Thus, the performance of the industry in general will be 

more minutely tracked by the performance of the firms that have survived. As the product 

breaks through the market place and is used commonly, the growth rate of the industry is 

still faster than the rest of economy. 

3. Maturity and stabilization stage: The product has attained the full aptitude to be 

consumed at this stage by the users. So, any growth from this point just tracks the growth 

of the economy in general. At this stage, as the product gets more and more standardized, 

it compels the producers to compete heavily on price basis. As a result, the profit margins 

are lowered and add to the pressure on profits. Most often, firms at this stage are referred 

to as cash cows as their cash flows are quite consistent but offer very little opportunity for 

growth of profit. Instead of reinvesting the cash flows in the company, they are best 

milked from. 

Industry Life Cycle 
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4. Decline stage: In this stage following features are identified. 

• Costs become counter-optimal 

• Sales volume decline or stabilize 

• Prices, profitability diminish 

• Profit becomes more a challenge of production/distribution efficiency than increased 

sales 

CLASSIFICATION OF INDUSTRY 

Industry means a group of productive or profit making enterprises organizations that have a 

similar technically substitute goods, services or source of income. Besides Standard Industry 

Classification (SIC), industries can be classified on the basis of products and business cycle i.e. 

classified according to their reactions to the different phases of the business cycle. These are 

classified as follows: 

1. Growth Industries: A sector of the economy experiencing a higher-than-average growth 

rate. Growth industries are often associated with new or pioneer industries that did not 

exist in the past and their growth is related to consumer demand for the new products or 

services offered by the firms within the industry. If companies across and industry exhibit 

solid earnings and revenue figures, that industry may be showing signs that it is in its 

growth stage. Growth industries tend to be composed of relatively volatile and risky 

stocks. Often investors must be willing to accept increased risk in order to take part in the 

potentially large gains offered by stocks within a particular growth industry. 

2. Cyclical Industries: A type of an industry that is sensitive to the business cycle, such that 

revenues are generally higher in periods of economic prosperity and expansion, and 

lower in periods of economic downturn and contraction. Companies in cyclical industries 

can deal with this type of volatility by implementing cuts to compensations and layoffs 

during bad times, and paying bonuses and hiring en masse in good times. Cyclical 

industries include those that produce durable goods such as raw materials and heavy 

equipment For example, the airline industry is a fairly cyclical industry; in good 

economic times, people have more disposable income and, therefore, they are more 

willing to take vacations and make use of air travel. Conversely, during bad economic 

times, people are much more cautious about spending. As a result, they tend to take more 

conservative vacations closer to home (if they go at all) and avoid expensive air travel. 

3. Defensive Industries: Defensive industries are those, such as the food processing 

industry, which hurt least in the period of economic downswing. For example- the 

industries selling necessities of consumers withstands recession and depression. The 

stock of defensive industries can be held by the investor for income earning purpose. 

Consumer nondurable and services, which in large part are the items necessary for 

existence, such as food and shelter, are products of defensive industry. 

4. Cyclical-growth Industries: These possess characteristics of both a cyclical industry and 

a growth industry. For example, the automobile industry experiences period of 

stagnation, decline but they grow tremendously. The change in technology and 

introduction of new models help the automobile industry to resume their growing path. 
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CHARACTERISTICS OF AN INDUSTRY ANALYSIS 

In an industry analysis, the following key characteristics should be considered by the analyst. 

These are explained as below: 

1. Post sales and Earnings performance: The historical performance of sales and earnings 

should be given due consideration, to know how the industry have reacted in the past. 

With the knowledge and understanding of the reasons of the past behavior, the investor 

can assess the relative magnitude of performance in future. The cost structure of an 

industry is also an important factor to look into. The higher the cost component, the 

higher the sales volume necessary to achieve the firm’s break-even point, and vice-versa. 

2. Nature of Competition: The top firms in the industry must be analyzed. The demand of 

particular product, its profitability and price of concerned company scrip’s also determine 

the nature of competition. The investor should analyze the scrip and should compare it 

with other companies. If too many firms are present in the industry, this will lead to a 

decline in price of the product. 

3. Raw Material and Inputs: We need to have a look on industries which are dependent on 

raw material. An industry which has limited supply of raw material will have a less 

growth. Labor in also an input and problems with labor will also lead to growth 

difficulties. 

4. Attitude of Government towards Industry: The government policy with regard to granting 

of clearance, installed capacity and reservation of the products for small industry etc. are 

also factors to be considered for industry analysis. 

5. Management: An industry with many problems may be well managed, if the promoters 

and the management are efficient. The management has to be assessed in terms of their 

capabilities, popularity, honesty and integrity. A good management also ensures that the 

future expansion plans are put on sound basis. 

6. Labor Conditions and Other Industrial Problems: The industries which depend on labor, 

the possibility of strike looms as an important factor to be reckoned with. Certain 

industries with problems of marketing like high storage costs, high transport costs etc 

leads to poor growth potential and investors have to careful in investing in such 

companies. 

7. Nature of Product Line: The position of industry in the different stages of the life cycle is 

to be noted. And the importance attached by planning commission on these industries 

assessment is to be studied. 

8. Capacity Installed and Utilized: If the demand is rising as expected and market is good 

for the products, the utilization of capacity will be higher, leading to bright prospects and 

higher profitability. If the quality of the product is poor, competition is high and there are 

other constraints to the availability of inputs and there are labor problems, then the 

capacity utilization will be low and profitability will be poor. 

9. Industry Share Price Relative to Industry Earnings: While making investment the current 

price of securities in the industry, their risk and returns they promise is considered. If the 

price is very high relative to future earnings growth, the investment in these securities is 

not wise. Conversely, if future prospects are dim but prices are low relative to fairly level 

future patterns of earnings, the stocks in this industry might be an attractive investment. 
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10. Research and Development: The proper research and development activities help in 

increasing economy of an industry and so while investing in an industry, the expenditure 

should also be considered. 

11. Pollution Standards: These are very high and restricted in the industrial sector. These 

differ from industry to industry, for example, in leather, chemical and pharmaceutical 

industries the industrial effluents are more. 

PROFIT POTENTIAL OF INDUSTRIES: PORTER MODEL 

Michael Porter (Harvard Business School Management Researcher) designed various vital 

frameworks for developing an organization’s strategy. One of the most renowned among 

managers making strategic decisions is the five competitive forces model that determines 

industry structure. According to Porter, the nature of competition in any industry is personified in 

the following five forces: 

• Threat of new potential entrants 

• Threat of substitute product/services 

• Bargaining power of suppliers 

• Bargaining power of buyers 

• Rivalry among current competitors 

The five forces mentioned above are very significant from point of view of strategy formulation. 

The potential of these forces differs from industry to industry. These forces jointly determine the 

profitability of industry because they shape the prices which can be charged, the costs which can 

be borne, and the investment required to compete in the industry. Before making strategic 

decisions, the managers should use the five forces framework to determine the competitive 

structure of industry. 

Forces driving industry competition
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Let’s discuss the five factors of Porter’s model in detail: 

Risk of entry by potential competitors: Potential competitors refer to the firms which are not 

currently competing in the industry but have the potential to do so if given a choice. Entry of 

new players increases the industry capacity, begins a competition for market share and lowers 

the current costs. The threat of entry by potential competitors is partially a function of extent of 

barriers to entry. The various barriers to entry are- 

• Economies of scale 

• Brand loyalty 

• Government Regulation 

• Customer Switching Costs 

• Absolute Cost Advantage 

• Ease in distribution 

• Strong Capital base 

Rivalry among current competitors: Rivalry refers to the competitive struggle for market share 

between firms in an industry. Extreme rivalry among established firms poses a strong threat to 

profitability. The strength of rivalry among established firms within an industry is a function of 

following factors: 

• Extent of exit barriers 

• Amount of fixed cost 

• Competitive structure of industry 

• Presence of global customers 

• Absence of switching costs 

• Growth Rate of industry 

• Demand conditions 

Bargaining Power of Buyers: Buyers refer to the customers who finally consume the product or 

the firms who distribute the industry’s product to the final consumers. Bargaining power of 

buyers refer to the potential of buyers to bargain down the prices charged by the firms in the 

industry or to increase the firms cost in the industry by demanding better quality and service of 

product. Strong buyers can extract profits out of an industry by lowering the prices and 

increasing the costs. They purchase in large quantities. They have full information about the 

product and the market. They emphasize upon quality products. They pose credible threat of 

backward integration. In this way, they are regarded as a threat. 

Bargaining Power of Suppliers: Suppliers refer to the firms that provide inputs to the industry. 

Bargaining power of the suppliers refer to the potential of the suppliers to increase the prices of 

inputs( labor, raw materials, services, etc) or the costs of industry in other ways. Strong suppliers 

can extract profits out of an industry by increasing costs of firms in the industry. Supplier’s 

products have a few substitutes. Strong suppliers’ products are unique. They have high switching 

cost. Their product is an important input to buyer’s product. They pose credible threat of forward 

integration. Buyers are not significant to strong suppliers. In this way, they are regarded as a 

threat. 
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Threat of Substitute products: Substitute products refer to the products having ability of 

satisfying customer’s needs effectively. Substitutes pose a ceiling (upper limit) on the potential 

returns of an industry by putting a setting a limit on the price that firms can charge for their 

product in an industry. Lesser the number of close substitutes a product has, greater is the 

opportunity for the firms in industry to raise their product prices and earn greater profits (other 

things being equal). 

The power of Porter’s five forces varies from industry to industry. Whatever be the industry, 

these five forces influence the profitability as they affect the prices, the costs, and the capital 

investment essential for survival and competition in industry. This five forces model also help in 

making strategic decisions as it is used by the managers to determine industry’s competitive 

structure. 

Porter ignored, however, a sixth significant factor- complementary. This term refers to the 

reliance that develops between the companies whose products work is in combination with each 

other. Strong complementors might have a strong positive effect on the industry. Also, the five 

forces model overlooks the role of innovation as well as the significance of individual firm 

differences. It presents a stagnant view of competition. 

TECHNIQUES FOR EVALUATING RELEVANT INDUSTRY FACTORS 

The techniques (long term and short term) for evaluating industry factors are explained in the 

following sections. These are: 

1. End-Use and Regression Analysis: End-use analysis for product demand analysis refers 

to a process whereby the analyst attempts to diagnose the factors that determine the 

demand for output of the industry. In a single product firm, units demanded multiplied by 

price will equal sales revenue. The analyst frequently forecast the factors like disposable 

income, per capita consumption, price elasticity of demand etc. that influence the demand 

of the product. For studying the relationship between various variables simple linear 

regression analysis and correlation analysis is used. Industry sales against time, industry 

sales against macro economic variables like gross national product, personal income 

disposable income and industry earnings over time may be regressed. When two or more 

independent variables are better able to explain variability in the dependent variables, the 

multiple regression analysis is used. 

2. Input-Output Analysis: Input-output analysis is an economics term that refers to the study 

of the effects that different sectors have on the economy as a whole, for a particular 

nation or region. This type of economic analysis was originally developed by Wassily 

Leontief (1905 – 1999), who later won the Nobel Memorial Prize in Economic Sciences 

for his work on this model. Input-output analysis allows the various relationships within 

an economic system to be analyzed as a whole, rather than individual components. Input-

output analysis seeks to explain how one industry sector affects others in the same nation 

or region. The analysis illustrates that the output of one sector can in turn become an 

input for another sector, which results in an interlinked economic system. The analysis is 

represented as a matrix, where different rows and columns are filled with values 

representing the inputs and outputs of various sectors. 
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3. Growth Rate: The growth rate of different industry should be forecasted by considering 

historical data. Once the growth rate is estimated, future values of earnings or sales may 

be forecast. Since the growth rate is such an important factor in determining the stock 

prices, not only its size but its duration must be estimated. Sometimes, patents expire, 

competition within an industry becomes more aggressive because foreign firms begin to 

compete, economically depressed periods occur or other factors cause growth rate to 

drop. 

 

Company Analysis: 

In company analysis different companies are considered and evaluated from the selected industry 

so that most attractive company can be identified. Company analysis is also referred to as 

security analysis in which stock picking activity is done. Different analysts have different 

approaches of conducting company analysis like 

• Value Approach to Investing 

• Growth Approach to Investing 

Additionally in company analysis, the financial ratios of the companies are analyzed in order to 

ascertain the category of stock as value stock or growth stock. These ratios include price to book 

ratio and price-earnings ratio. Other ratios like return on equity etc. can also be analyzed to 

ascertain the potential company for making investment. 

 
APPLIED VALUATION TECHNIQUES: 

 

Although the raw data of the Financial Statement has some useful information, much more can 

be understood about the value of a stock by applying a variety of tools to the financial data. 

 

  

 

1.      Earnings per Share   EPS 

 

 2.      Price to Earnings Ratio   P/E 

 

 3.      Projected Earnings Growth   PEG 

 

 4.      Price to Sales   P/S 

 

 5.      Price to Book   P/B 

 

 6.      Dividend Payout Ratio 

 

 7.      Dividend Yield 
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8.      Book Value per share 

 

 9.      Return on Equity 

 

 1. Earnings per Share 

 

The overall earnings of a company is not in itself a useful indicator of a stock's worth. Low 

earnings coupled with low outstanding shares can be more valuable than high earnings with a 

high number of outstanding shares. Earnings per share is much more useful information than 

earnings by itself. Earnings per share (EPS) is calculated by dividing the net earnings by the 

number of outstanding shares. 

 

 EPS = Net Earnings / Outstanding Shares 

 

 For example: ABC company had net earnings of $1 million and 100,000 outstanding shares for 

an EPS of 10 (1,000,000 / 100,000 = 10). This information is useful for comparing two 

companies in a certain industry but should not be the deciding factor when choosing stocks. 

 

 2. Price to Earnings Ratio 

 

The Price to Earnings Ratio (P/E) shows the relationship between stock price and company 

earnings. It is calculated by dividing the share price by the Earnings per Share. 

 

 P/E = Stock Price / EPS 

 

In our example above of ABC company the EPS is 10 so if it has a price per share of $50 the P/E 

is 5 (50 / 10 = 5). The P/E tells you how many investors are willing to pay for that particular 

company's earnings. P/E's can be read in a variety of ways. A high P/E could mean that the 

company is overpriced or it could mean that investors expect the company to continue to grow 

and generate profits. A low P/E could mean that investors are wary of the company or it could 

indicate a company that most investors have overlooked. 

 

 Either way, further analysis is needed to determine the true value of a particular stock. 

 

 3. Projected Earnings Growth Rate-PEG Ratio 

 

A ratio used to determine a stock's value while taking into account earnings growth. The 

calculation is as follows: 

 

 PEG is a widely used indicator of a stock's potential value. It is favoured by many over the 

price/earnings ratio because it also accounts for growth. Similar to the P/E ratio, a lower PEG 

means that the stock is more undervalued. 

 

 4. Price to Sales Ratio 

 When a company has no earnings, there are other tools available to help investors judge its 

worth. New companies in particular often have no earnings, but that does not mean they are bad 
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investments. The Price to Sales ratio (P/S) is a useful tool for judging new companies. It is 

calculated by dividing the market cap (stock price times number of outstanding shares) by total 

revenues. An alternate method is to divide current share price by sales per share. P/S indicates 

the value the market places on sales. The lower the P/S the better the value. 

 

5. Price to Book Ratio 

 

Book value is determined by subtracting liabilities from assets. The value of a growing company 

will always be more than book value because of the potential for future revenue. The price to 

book ratio (P/B) is the value the market places on the book value of the company. It is calculated 

by dividing the current price per share by the book value per share (book value / number of 

outstanding shares). It is also known as the "price-equity ratio". 

 

P/B = Share Price / Book Value per Share 

 

 6. Dividend Yield 

 

Some investors are looking for stocks that can maximize dividend income. Dividend yield is 

useful for determining the percentage return a company pays in the form of dividends. It is 

calculated by dividing the annual dividend per share by the stock's price per share. Usually it is 

the older, well-established companies that pay a higher percentage, and these companies also 

usually have a more consistent dividend history than younger companies. Dividend yield is 

calculated as follows: 

 

7. Dividend payout ratio 

 

Dividend payout ratio is the fraction of net income a firm pays to its stockholders in dividends: 

 

The part of the earnings not paid to investors is left for investment to provide for future earnings 

growth. Investors seeking high current income and limited capital growth prefer companies with 

high Dividend payout ratio. However investors seeking capital growth may prefer lower payout 

ratio because capital gains are taxed at a lower rate. High growth firms in early life generally 

have low or zero payout ratios. As they mature, they tend to return more of the earnings back to 

investors. Note that dividend payout ratio is calculated as EPS/DPS. 

 

 Calculated as: 

 

The payout ratio provides an idea of how well earnings support the dividend payments. More 

mature companies tend to have a higher payout ratio. In the U.K. there is a similar ratio, which is 

known as dividend cover. It is calculated as earnings per share divided by dividends per share. 

 

 8. Return on Equity 

 

Return on equity (ROE) is a measure of how much, in earnings a company generates in a time 

period compared to its shareholders' equity. It is typically calculated on a full-year basis (either 

the last fiscal year or the last four quarters). 
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Expanded Definition 

When capital is tied up in a business, the owners of the capital want to see a good return on that 

capital. Looking at profit by itself is meaningless. I mean, if a company earns $1 million in net 

income, that's okay. But its great if the capital invested to earn that is only $2.5 million (40% 

return) and terrible if the capital invested is $25 million (4% return). 

 

 Return on investment measures how profitable the company is for the owner of the investment. 

In this case, return on equity measures how profitable the company is for the equity owners, 

a.k.a. the shareholders. 

 

The "average" is taken over the time period being calculated and is equal to "the sum of the 

beginning equity balance and the ending equity balance, divided by two." 

 

 9. Book Value per Share 

 

A measure used by owners of common shares in a firm to determine the level of safety 

associated with each individual share after all debts are paid accordingly. 

 

Should the company decide to dissolve, the book value per common indicates the dollar value 

remaining for common shareholders after all assets are liquidated and all debtors are paid. In 

simple terms it would be the amount of money that a holder of a common share would get if a 

company were to liquidate. 

 

Graham and Dodd’s Investor ratios 

 

Fundamental investment tactics founded by Benjamin Graham and David Dodd in the 1930s. 

They wrote about their strategy in a book entitled "Security Analysis." In it, the two advocate 

that investors should purchase stocks in corporations with undervalued assets because they will 

eventually reach true market value and give investors a positive return.  

Criteria that investors should look for in a company are:  

➢ more current assets than current liabilities,  

➢ all long-term debt, and  

➢ selling at a low price/earnings ratio.  

The theory does not take into consideration the potential for earnings growth. 

Followers of this approach may also look for stocks selling below their liquidating value. 

 

GRAHAM DODD INVESTOR RATIO: 

 

1. The strategy of selecting stocks that trade for less than their intrinsic values.  

Value investors actively seek stocks that are undervalued by the market. Typically, value 

investors select stocks with lower-than-average price-to-book or price-to- earnings ratios 

and/or high dividend yields. 

 

2. The Price to Earnings Ratio (PE ratio) is the primary valuation ratio used by most 

equity investors.  
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It is a measure of the price paid for a share relative to the annual net income or profit 

earned by the firm per share. The Graham & Dodds price-to-earnings ratio, commonly 

known as CAPE or Shiller P/E, is a valuation measure usually applied to stocks or equity 

markets. It is defined as price divided by the average of ten years of earnings. 

 

3. Compare prices with average earnings across multiple years (taking into account 

inflation) to derive a cyclically-adjusted P/E ratio (also known as CAPE). 

 

4. Value of a share is determined by its present value of its future income.  

Focus on: Operations, Financing and Earnings Models based on : Earnings model [RoI] 

and Market share Modern Methods: Applied valuation Techniques – Regression and 

Correlation analysis, Trend analysis, Decision Trees 

 

 


