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ABSTRACT
Portfolio management can be defined and used in many a ways, because the basic meaning of the word is “combination of the various things keeping intact”. So I considered and evaluated this from the perspective of the investment part in the securities segment.
From the investor point of view this portfolio followed by him is very important since through this way one can manage the risk of investing in securities and thereby managing to get good returns from the investment in diversified securities instead of putting all the money into one basket. Now a day’s investors are very cautious in choosing the right portfolio of securities to avoid the risks from the market forces and economic forces. So this topic is chosen because in portfolio management one has to follow certain steps in choosing the right portfolio in order to get good and effective returns by managing all the risks.
This topic covers how a particular portfolio has to be chosen concerning all the securities individual return and there by arriving at the overall portfolio return. This also covers the various techniques of evaluation of the portfolio with regard to all the uncertainties and gives an edge to select the right one. The purpose of choosing this topic is to know how the portfolio management has to be done in arriving at the effective one and at the same time make aware the investor to choose the securities which they want to put in their portfolio. This also gives an edge in arriving at the right portfolio in consideration to different securities rather than one single security. The project is undertaken for the study of my subject thoroughly while understanding the different case studies for the better understanding of the investor and myself.
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INTRODUCTION

This project deals with the different investment decisions made by different people and focuses on element of risk in detail while investing in securities. It also explains how portfolio hedges the risk in investment and giving optimum return to a given amount of risk. It also gives an in depth analysis of portfolio creation, selection, revision and evaluation. The report also shows different ways of analysis of securities, different theories of portfolio management for effective and efficient portfolio construction. It also gives a brief analysis of how to evaluate a portfolio.

OBJECTIVES OF THE STUDY

· To make an in detailed study on the overall concepts of the portfolio management

· To find out the various factors that an investor should take into consideration to make proper investment decisions

· To do an in detailed analysis of the risk and return characteristics of stocks related to different industries and different companies

· To help the investors to decide the effective portfolio of securities

· To identify the best portfolio of securities 

METHODOLOGY

PRIMARY DATA:

· Primary data collected from news papers & magazines.

· Data collected from brokers.

· Data obtained from company journals.

  SECONDARY DATA:

· Data collected from various books and sites.

· Data collected from internet.

LIMITATIONS OF THE STUDY

· The data collected is basically confined to secondary sources, with very little amount of primary data associated with the project.

· There is a constraint with regard to time allocated for the research study.

· The availability of information in the form of annual reports & price fluctuations of the companies is a big constraint to the study.

· The data collected for a period of one year i.e., from October 2007 to September 2007

· In this study the statistical tools used are risk, return, average,    variance, correlation.

PORTFOLIO MANAGEMENT

A portfolio is a collection of investments held by an institution or a private individual. In building up an investment portfolio a financial institution will typically conduct its own investment analysis, whilst a private individual may make use of the services of a financial advisor or a financial institution which offers portfolio management services. Holding a portfolio is part of an investment and risk-limiting strategy called diversification. By owning several assets, certain types of risk (in particular specific risk) can be reduced. The assets in the portfolio could include stocks, bonds, options, warrants, gold certificates, real estate, futures contracts, production facilities, or any other item that is expected to retain its value.
        Portfolio management involves deciding what assets to include in the portfolio, given the goals of the portfolio owner and changing economic conditions. Selection involves deciding what assets to purchase, how many to purchase, when to purchase them, and what assets to divest. These decisions always involve some sort of performance measurement, most typically expected return on the portfolio, and the risk associated with this return (i.e. the standard deviation of the return). Typically the expected returns from portfolios, comprised of different asset bundles are compared.

The unique goals and circumstances of the investor must also be considered. Some investors are more risk averse than others. Mutual funds have developed particular techniques to optimize their portfolio holdings.

Thus, portfolio management is all about strengths, weaknesses, opportunities and threats in the choice of debt vs. equity, domestic vs. international, growth vs. safety and numerous other trade-offs encountered in the attempt to maximize return at a given appetite for risk.

Aspects of Portfolio Management:

Basically portfolio management involves

· A proper investment decision making of what to buy & sell

· Proper money management in terms of investment in a basket of assets so as to satisfy the asset preferences of investors.

· Reduce the risk and increase returns.

OBJECTIVES OF PORTFOLIO MANAGEMENT:
The basic objective of Portfolio Management is to maximize yield and minimize risk. The other ancillary objectives are as per needs of investors, namely:

· Regular income or stable return

· Appreciation of capital

· Marketability and liquidity

· Safety of investment

· Minimizing of tax liability.

NEED FOR PORTFOLIO MANAGEMENT:

The Portfolio Management deals with the process of selection securities from the number of opportunities available with different expected returns and carrying different levels of risk and the selection of securities is made with a view to provide the investors the maximum yield for a given level of risk or ensure minimum risk for a level of return.
Portfolio Management is a process encompassing many activities of investment in assets and securities. It is a dynamics and flexible concept and involves regular and systematic analysis, judgment and actions. The objectives of this service are to help the unknown investors with the expertise of professionals in investment Portfolio Management. It involves construction of a portfolio based upon the investor’s objectives, constrains, preferences for risk and return and liability. The portfolio is reviewed and adjusted from time to time with the market conditions. The evaluation of portfolio is to be done in terms of targets set for risk and return. The changes in portfolio are to be effected to meet the changing conditions.

Portfolio Construction refers to the allocation of surplus funds in hand among a variety of financial assets open for investment. Portfolio theory concerns itself with the principles governing such allocation. The modern view of investment is oriented towards the assembly of proper combinations held together will give beneficial result if they are grouped in a manner to secure higher return after taking into consideration the risk element.

The modern theory is the view that by diversification, risk can be reduced. The investor can make diversification either by having a large number of shares of companies in different regions, in different industries or those producing different types of product lines. Modern theory believes in the perspectives of combination of securities under constraints of risk and return.
ELEMENTS:

Portfolio Management is an on-going process involving the following basic tasks.

· Identification of the investors objective, constrains and preferences which help formulated the invest policy.

· Strategies are to be developed and implemented in tune with invest policy formulated. This will help the selection of asset classes and securities in each class depending upon their risk-return attributes.

· Review and monitoring of the performance of the portfolio by continuous overview of the market conditions, company’s performance and investor’s circumstances.

· Finally, the evaluation of portfolio for the results to compare with the targets and needed adjustments have to be made in the portfolio to the emerging conditions and to make up for any shortfalls in achievements (targets).

Schematic diagram of stages in portfolio management:


[image: image1]

Process of portfolio management:

The Portfolio Program and Asset Management Program both follow a disciplined process to establish and monitor an optimal investment mix. This six-stage process helps ensure that the investments match investor’s unique needs, both now and in the future.
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1. IDENTIFY GOALS AND OBJECTIVES:
When will you need the money from your investments? What are you saving your money for? With the assistance of financial advisor, the Investment Profile Questionnaire will guide through a series of questions to help identify the goals and objectives for the investments.

2. DETERMINE OPTIMAL INVESTMENT MIX: 

Once the Investment Profile Questionnaire is completed, investor’s optimal investment mix or asset allocation will be determined. An asset allocation represents the mix of investments (cash, fixed income and equities) that match individual risk and return needs.

          This step represents one of the most important decisions in your portfolio construction, as asset allocation has been found to be the major determinant of long-term portfolio performance.

3. CREATE A CUSTOMIZED INVESTMENT POLICY STATEMENT

When the optimal investment mix is determined, the next step is to formalize our goals and objectives in order to utilize them as a benchmark to monitor progress and future updates. 

4. SELECT INVESTMENTS 

      The customized portfolio is created using an allocation of select QFM Funds. Each QFM Fund is designed to satisfy the requirements of a specific asset class, and is selected in the necessary proportion to match the optimal investment mix. 

5   MONITOR PROGRESS

Building an optimal investment mix is only part of the process. It is equally important to maintain the optimal mix when varying market conditions cause investment mix to drift away from its target. To ensure that mix of asset classes stays in line with investor’s unique needs, the portfolio will be monitored and rebalanced back to the optimal investment mix 

6. REASSESS NEEDS AND GOALS

Just as markets shift, so do the goals and objectives of investors. With the flexibility of the Portfolio Program and Asset Management Program, when the investor’s needs or other life circumstances change, the portfolio has the flexibility to accommodate such changes.

RISK: 

Risk refers to the probability that the return and therefore the value of an asset or security may have alternative outcomes. Risk is the uncertainty (today) surrounding the eventual outcome of an event which will occur in the future. Risk is uncertainty of the income/capital appreciation or loss of both. All investments are risky. The higher the risk taken, the higher is the return. But proper management of risk involves the right choice of investments whose risks are compensation. 

RETURN: 

Return-yield or return differs from the nature of instruments, maturity period and the creditor or debtor nature of the instrument and a host of other factors. The most important factor influencing return is risk return is measured by taking the price income plus the price change.

PORTFOLIO RISK: 

Risk on portfolio is different from the risk on individual securities. This risk is reflected by in the variability of the returns from zero to infinity. The expected return depends on probability of the returns and their weighted contribution to the risk of the portfolio.

RETURN ON PORTFOLIO:

Each security in a portfolio contributes returns in the proportion of its investment in security. Thus the portfolio of expected returns, from each of the securities with weights representing the proportionate share of security in the total investments.
RISK – RETURN RELATIONSHIP:
The risk/return relationship is a fundamental concept in not only financial analysis, but in every aspect of life. If decisions are to lead to benefit maximization, it is necessary that individuals/institutions consider the combined influence on expected (future) return or benefit as well as on risk/cost. The requirement that expected return/benefit be commensurate with risk/cost is known as the "risk/return trade-off" in finance. All investments have some risks. An investment in shares of companies has its own risks or uncertainty. These risks arise out of variability of returns or yields and uncertainty of appreciation or depreciation of share prices, loss of liquidity etc. and the overtime can be represented by the variance of the returns. Normally, higher the risk that the investors take, the higher is the return.
GRAPHICAL REPRESENTATION

OF

RISK AND RETURN ANALYSIS


.
.

LITERATURE REVIEW
     Portfolio theory was introduced by Harry Markowitz (1952) with his paper on “portfolio selection”. Before this work, investors focused on assessing the risks and benefits of individual securities. Investment analysis identified securities that offered the most promising opportunities for gain with the least amount of risk and then constructed a portfolio from these securities. This approach resulted in a set of securities that involved, for example, the pharmaceutical industry or the automotive industry.

                      Markowitz instead suggested that investors focus on selecting portfolios based on their over all risk- reward characteristics, rather than only compiling portfolios from securities that had attractive risk-reward characteristics. Markowitz noted that if single period returns for various securities were treated as random variables they could be assigned expected values, standard deviations and correlations. This led to the ability to calculate the expected return and volatility of any portfolio constructed with these securities.

                He connected linear programming and investments, noting that the desired out put is a higher return, while the cost to be minimized is the volatility of the return. To construct this model, the expected return of each potential component of the portfolio was required, along with determination of the expected volatility of each components return, and the expected correlation of each component with every other component. To

 Determine these returns; Markowitz suggested the use of the observed values for the past period.

                     Markowitz’smodel identified the various components that will yield the best trade-offs between return and volatility for the portfolio. certain portfolios would optimally balance risk and reward, which markowitz called an “efficient frontier” of portfolios. The investor than should select a portfolio that lies on the “efficient frontier”, as each portfolio would offer the maximum possible expected return for a given level of risk. This model laid the foundation for the development of the portfolio theory, although Markowitz acknowledged that anticipating the future could be as much an art as 

 Of science

            Tobin (1958) expanded on Markowitz work and added a risk-free asset to the analysis in order to leverage or de-leverage, as appropriate portfolios on the “efficient frontier” leading to the super efficient portfolio and capital market line. With leverage, portfolios on the capital market line could outperform portfolios on the efficient frontier. Sharpe (1964) then prepared a capital asset pricing model that noted that all the investors should hold the market portfolio, whether leveraged or de- leveraged, with positions on the risk-free assets.

                    However even earlier Bernoulli (1738), in an article about the st.petersburg paradox, stated that risk averse investors should diversify. Bernoulli explained that goods that are exposed to some small danger should be divided into several portions rather than grouping them all together as a single unit. Markowitz (1999) later noted that the Bernoulli’s work was superseded by that of William Shakespeare in the merchant of Venice, Act 1, scene no1, in which Antonio said:

                “ ………. I thank my fortune for it 

                My ventures are not in one bottom trusted

                Nor to one place; nor is my whole estate

                Upon the fortune of this present year……”

Markowitz at this time pointed though that while diversification would reduce risk, it still could not eliminate risk. He stated that an investor should maximize the expected portfolio return, while minimizing expected variance return. One stock might provide long-term growth while another might generate short term dividends. Some stocks should be part of the portfolio in order to insulate it from wide market fluctuations.

                          Markowitz’s approach is know common among institutional portfolio managers to structure their portfolios and measure their performance and is used to manage the portfolios of ordinary investors. Its extension has led to increasingly refined theories of the effects of risks on valuation. The mathematics of portfolio theory are used extensively in financial risk management as financial portfolio managers concentrate their efforts on achieving the most optimal trade-offs between  risk and return, taking into account the different levels of risk tolerance of different investors. The portfolio model therefore strives to obtain the maximum return with minimum risk.

Portfolio managers thus estimate expected returns, standard deviations and correlations. The mean is the expected returns of the each potential project and the variance or the standard deviation measures the risk associated with the portfolio.

                    In 1990, Markowitz along with Merton miller, William Sharpe shared a noble prize for their work on a theory of portfolio selection. Portfolio theory provides a context to help understand the interactions of systematic risk and reward. It has helped the Sharpe how institutional portfolios are managed and fostered the use of passive investment management techniques. 

COMPANY PROFILE
Motilal Oswal Financial Services is a well diversified financial services group having businesses in securities, commodities, investment banking and venture capital.

With 1300 business locations and more than 3,85,000 customers in over 425 cities, Motilal Oswal is well suited to handle all your wealth creation and wealth management needs. 

The company has in the last year placed 9.48% with two leading private equity investors - New Vernon Private Equity Limited and Bessemer Venture Partners at post money company valuation of Rs. 1345 corer. (Rs. 13.45 billion).

Motilal Oswal Financial Services Ltd., consists of four companies.

Motilal Oswal Investment Advisors Pvt. Ltd. is our Investment Banking arm with collective experience of over 100 years in investment banking/corporate banking and advisory services

Motilal Oswal Commodities Broker (P) Ltd. has been providing commodity trading facilities and related products and services since 2004.

Motilal Oswal Venture Capital Advisors Private Limited has launched the India Business Excellence Fund (IBEF), a US$100 mn India focused Private Equity Fund.

Motilal Oswal Securities Ltd. (Most) is a leading research and advisory based stock broking house of India, with a dominant position in both institutional equities and wealth management. Our services include equities, derivatives, e-broking, portfolio management, mutual funds, commodities, IPO’s and depository services.

In March 2006, AQ Research, a firm that analyses the accuracy of a broker’s research call, declared Motilal Oswal Securities the best research house for Indian stocks.

Research is the solid foundation on which Motilal Oswal Securities advice is based. Almost 10% of revenue is invested on equity research and we hire and train the best resources to become advisors. At present we have 24 equity analysts researching over 26 sectors. From a fundamental, technical and derivatives research perspective; Motilal Oswal's research reports have received wide coverage in the media (over a 1000 mentions last year).

Motilal Oswal Securities has witnessed rapid organic growth due to favorable market conditions as well as efforts put in by the company itself. FY05 and FY06 saw the company grow inorganically through acquisition of three significant regional broking firms from Karnataka, Kerala and UP. Over a period of time many more regional broking firms may be acquired to gain solid footing in various regions of India.

The company has also established a base in the UAE to address the needs of the overseas audience.
Motilal Oswal Securities Limited (MOSt) has established itself as the Most Independent Research - Local Brokerage (Asia Money Brokers’ Poll 2006). Its Institutional Equities Division combines the efforts of our Research and Sales & Trading departments to best serve clients' needs. It believes it is its unflinching commitment to providing superior client service that makes us stand out.
They have a dedicated research team, which is engaged in analyzing the Indian economy and corporate sectors to identify equity investment ideas. They staunchly practice the value-investing philosophy and advise investors to take a long-term view of equity investments. Consistent delivery of high quality advice on individual stocks, sector trends and investment strategy has established us as a reliable research unit amongst leading Indian as well as international investors. 
Our sales & trading team, comprising top equity professionals, translates the research findings into actionable advice for clients, based on their specific needs. Each of our sales personnel has significant experience in equity research. Sophisticated computerized tools are used to understand client investment profile and objectives, which ensures proactive and timely service.
Company Core Purpose:

  To be a well respected and preferred global financial services organization enabling wealth creation for all our customers.
Values:
Integrity: A company honoring commitment with highest ethical and business practices.
Team Work: Attaining goals collectively and collaboratively.
Meritocracy: Performance gets differentiated, recognized and rewarded in an apolitical environment.
Passion & Attitude: High energy and self motivated with a “Do It” attitude and entrepreneurial spirit.
Excellence in Execution: Time bound results within the framework of the company’s value system.
MANAGEMENT TEAM:
   Mr.Motilal Oswal                           chairman and managing director
   Mr. Raamdeo Agrawal                         Non-Executive Director       

   Mr. Navin Agarwal                                Non-Executive Director                

   Mr. Ashutosh Maheshwari                   CEO - MOIA
   Mr. Vishal Tulsyan                                CEO - MOVC


INDUSTRY PROFILE

HISTORY OF THE INDIAN MUTUAL FUND INDUSTRY:  

The mutual fund industry in India started in 1963 with the formation of Unit Trust of India, at the initiative of the Government of India and Reserve Bank the. The history of mutual funds in India can be broadly divided into four distinct phases 
First Phase – 1964-87 

  Unit Trust of India (UTI) was established on 1963 by an Act of Parliament. It was set up by the Reserve Bank of India and functioned under the Regulatory and administrative control of the Reserve Bank of India. In 1978 UTI was de-linked from the RBI and the Industrial Development Bank of India (IDBI) took over the regulatory and administrative control in place of RBI. The first scheme launched by UTI was Unit Scheme 1964. At the end of 1988 UTI had Rs.6,700 crores of assets under management. 
  Second Phase – 1987-1993 (Entry of Public Sector Funds) 

 1987 marked the entry of non- UTI, public sector mutual funds set up by public sector banks and Life Insurance Corporation of India (LIC) and General Insurance Corporation of India (GIC). SBI Mutual Fund was the first non- UTI Mutual Fund established in June 1987 followed by Canbank Mutual Fund (Dec 87), Punjab National Bank Mutual Fund (Aug 89), Indian Bank Mutual Fund (Nov 89), Bank of India (Jun 90), Bank of Baroda Mutual Fund (Oct 92). LIC established its mutual fund in June 1989 while GIC had set up its mutual fund in December 1990. 

 At the end of 1993, the mutual fund industry had assets under management of Rs.47,004 crores. 

Third Phase – 1993-2003 (Entry of Private Sector Funds) 

With the entry of private sector funds in 1993, a new era started in the Indian mutual fund industry, giving the Indian investors a wider choice of fund families. Also, 1993 was the year in which the first Mutual Fund Regulations came into being, under which all mutual funds, except UTI were to be registered and governed. The erstwhile Kothari Pioneer (now merged with Franklin Templeton) was the first private sector mutual fund registered in July 1993. 

  The 1993 SEBI (Mutual Fund) Regulations were substituted by a more comprehensive and revised Mutual Fund Regulations in 1996. The industry now functions under the SEBI (Mutual Fund) Regulations 1996. 

  The number of mutual fund houses went on increasing, with many foreign mutual funds setting up funds in India and also the industry has witnessed several mergers and acquisitions. As at the end of January 2003, there were 33 mutual funds with total assets of Rs. 1,21,805 crores. The Unit Trust of India with Rs.44,541 crores of assets under management was way ahead of other mutual funds.  

  Fourth Phase – since February 2003 

  In February 2003, following the repeal of the Unit Trust of India Act 1963 UTI was bifurcated into two separate entities. One is the Specified Undertaking of the Unit Trust of India with assets under management of Rs.29,835 crores as at the end of January 2003, representing broadly, the assets of US 64 scheme, assured return and certain other schemes. The Specified Undertaking of Unit Trust of India, functioning under an administrator and under the rules framed by Government of India and does not come under the purview of the Mutual Fund Regulations. 

  The second is the UTI Mutual Fund Ltd, sponsored by SBI, PNB, BOB and LIC. It is registered with SEBI and functions under the Mutual Fund Regulations. With the bifurcation of the erstwhile UTI which had in March 2000 more than Rs.76,000 crores of assets under management and with the setting up of a UTI Mutual Fund, conforming to the SEBI Mutual Fund Regulations, and with recent mergers taking place among different private sector funds, the mutual fund industry has entered its current phase of consolidation and growth. As at the end of September, 2004, there were 29 funds, which manage assets of Rs.153108 crores under 421 schemes.  

  The graph indicates the growth of assets over the years. 

GROWTH IN ASSETS UNDER MANAGEMENT
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Erstwhile UTI was bifurcated into UTI Mutual Fund and the Specified Undertaking of the Unit Trust of India effective from February 2003. The Assets under management of the Specified Undertaking of the Unit Trust of India has therefore been excluded from the total assets of the industry as a whole from February 2003 onwards.

ASSET UNDER MANAGEMENT:
	Assets Under Management (AUM) as at the end of Apr-2006 (Rs in Lakhs)

	Mutual Fund Name
	AUM
	Average AUM For The Month 

	
	 Excluding Fund Of Funds
	 Fund Of Funds
	 Excluding Fund Of Funds
	 Fund Of Funds

	1.  ABN AMRO Mutual Fund 
	288603.78  
	12111.76  
	294157.92  
	12108.15  

	2.  Benchmark Mutual Fund 
	78189.38  
	0  
	 
	0  

	3.  Birla Sun Life Mutual Fund 
	1738964.15  
	2265.61  
	 
	0  

	4.  BOB Mutual Fund 
	22120.8  
	0  
	 
	0  

	5.  Canbank Mutual Fund 
	332738.85  
	0  
	304593.07  
	0  

	6.  DBS Chola Mutual Fund 
	214641.55  
	0  
	0  
	0  

	7.  Deutsche Mutual Fund 
	420757.14  
	0  
	356799.91  
	0  

	8.  DSP Merrill Lynch Mutual Fund 
	1320116.79  
	0  
	 
	0  

	9.  Escorts Mutual Fund 
	16805.4  
	0  
	 
	0  

	10.  Fidelity Mutual Fund 
	369239.8  
	4754.88  
	372509.22  
	5673.7  

	11.  Franklin Templeton Mutual Fund 
	1963911.92  
	38950.09  
	1889312.99  
	38985.46  

	12.  HDFC Mutual Fund 
	2253866.75  
	0  
	2212806.7  
	0  

	13.  HSBC Mutual Fund 
	1007871.31  
	0  
	986133.3  
	0  

	14.  ING Vysya Mutual Fund 
	268353.88  
	0  
	 
	0  

	15.  JM Financial Mutual Fund 
	278426.63  
	0  
	 
	0  

	16.  Kotak Mahindra Mutual Fund 
	1098471.99  
	82429.06  
	1069951.63  
	82719.31  

	17.  LIC Mutual Fund 
	613380.45  
	0  
	 
	0  

	18.  Morgan Stanley Mutual Fund 
	299978.07  
	0  
	295527.14  
	0  

	19.  PRINCIPAL Mutual Fund 
	894564.32  
	0  
	 
	0  

	20.  Prudential ICICI Mutual Fund 
	2750340.48  
	4708.69  
	 
	0  

	21.  Quantum Mutual Fund 
	3017.7  
	0  
	 
	0  

	22.  Reliance Mutual Fund 
	2642010.62  
	0  
	 
	0  

	23.  Sahara Mutual Fund 
	25421.12  
	0  
	30664.21  
	0  

	24.  SBI Mutual Fund 
	1450596.77  
	0  
	1384289.84  
	0  

	26.  Sundaram Mutual Fund 
	363144.99  
	0  
	349696.84  
	0  

	27.  Tata Mutual Fund 
	1065231.27  
	0  
	 
	0  

	28.  Taurus Mutual Fund 
	26096.27  
	0  
	24033.65  
	0  

	29.  UTI Mutual Fund 
	3010886.59  
	0  
	3009970.27  
	0  

	Total 
	25749978.56  
	147720.82  
	12580446.69  
	139486.62  


                              Theoretical Analysis of the study

The objective of portfolio management is to invest in securities in such a way that: 

· Maximize one’s splitter and 

· Minimize the risk 

In order to achieve ones investment objectives, a good portfolio should have multiple objectives and achieve a sound balance among them. Any one objective should not be given undue importance at the cost of others.

Some of the main objectives are given below:

· Safety of the investment 

Investment safety or minimization of risks is one of the important objectives of portfolio management. There are many types of risks, which are associated with investment in equity stocks, including supper stocks. We should keep in mind that there is no such thing as a zero-risk investment. Moreover, relatively low-risk investments give correspondingly lower returns.

Stable Current Returns:


Ones investments safety is guaranteed, the portfolio should yield a study current income. The current returns should at least match the opportunity cost of the funds of the interest or dividends, not capital gains. The portfolio should give a steady yield of income i.e. interest or dividends the returns have to match the opposite cost of funds of interest.

Marketability:

     If there are too many unlisted or inactive shares in our portfolio, we will have to face problems in encasing them, and switching from one investment to another.

Liquidity:

 The portfolio should ensure that there are enough funds available at short notice to take care of the investor’s liquidity requirements. It is desirable to keep a line of credit from a bank for use in case it becomes necessary to participate in right issues, or for any other personal needs. 
Tax planning:

 Since taxation is an important variable in total planning. A good portfolio should enable its owner to enjoy a favorable tax shelter. The portfolio should be developed considering not only income tax but capital gains tax, and gift tax, as well. What a good portfolio aims at is tax planning, not tax evasion or tax avoidance.

Portfolio Management Framework:

  Investment management is also known as portfolio management, it is a complex process or activity that may be divided into seven broad phases:-

· Specification of Investment Objectives and Constrains.

· Choice of Asset Mix

· Formulation of portfolio strategy.

· Selection Of Securities

· Portfolio Execution

· Portfolio Rebalancing

· Performance Evaluation

Specification of Investment Objectives and Constraints:-

           The first step in the portfolio management process is to specify one’s investment objectives and constraints. The commonly stated investment goals are:-

· Income: - to provide a steady stream of income through regular interest/ dividend payment.

· Growth: - to increase the value of the principal amount through capital appreciation.

· Stability: - to protect the principal amount invested from the risk of loss.

Portfolio management in India
        In India, portfolio management is still in its infancy. Barring a few Indian banks, and foreign banks and UTI, no other agency had professional portfolio management until 1987.

         After the setting up of public sector mutual funds, since 1987, professional portfolio management, backed by competent research staff became the order of the day. After the success of mutual funds in portfolio management, a number of brokers and investment consultants, some of whom are also professionally qualified have become portfolio managers. They have managed the funds of clients on both discretionary and Non-discretionary basis. It was found that many of them,

Including mutual funds have guaranteed a minimum return or capital appreciation and adopted all kinds of incentives, which are now prohibited by SEBI. They resorted to speculative over trading and insider trading, discounts, etc., to achieve their targeted returns to the clients, which are also prohibited by SEBI. 

            The recent CBI probe into the operations of many market dealers has revealed the unscrupulous practices by banks, dealers and brokers in their portfolio operations. The SEBI has imposed stricter rules, which included their registration, a code of conduct and minimum infrastructures, experience etc. it is no longer possible for unemployed youth, or retired person or self- styled consultant to engage in portfolio management without SEBI’s license. The guidelines of SEBI are in the direction of making portfolio management a responsible professional service to be rendered by experts in the field.
SEBI Norms
   SEBI has prohibited the portfolio manager to assume any risk on behalf of the client. Portfolio manager cannot also assure any fixed return to the client. The investments made or advised by him are subject to risk. Which is the client has to bear. The investment consultancy and management has to be charged at rates, which are fixed at the beginning and transparent as per the contract. No sharing of profits or discounts or cash incentives to clients is permitted.

         The portfolio manager is prohibited to do lending, badla financing and bills discounting as per SEBI norms. He cannot put the client’s funds in any investment can be made in capital market and money market instruments.

            Client’s money has to be kept in a separate account with the public sector bank and cannot be mixed up with his own funds or investments. All the deals done for a client’s account are to be entered in his name and contract notes, bills and etc., are all passed by his name. A separate ledger account is maintained for all purchases/sales on client’s behalf, which should be done at the market price. Final settlement and termination of contract, portfolio manager is only acting on a contractual basis and on a fiduciary basis. No contract for less than a year is permitted by the SEBI.

SEBI Guidelines for the portfolio managers:

  On 7th January 1993 the securities exchange board of India issued regulations to the portfolio managers for the regulation of portfolio management services by merchant bankers. They are as follows:

· Portfolio management services shall be in the nature of investment boor consultancy management for an agreed free at client’s risk.

· The portfolio manager shall not guarantee return directly or indirectly the fee should not be depended upon or it not be a return sharing basis.

· Various terms of agreements, fees, disclosures of risk and repayment should be mentioned.

· Client’s funds should be kept separately in client wise account, which should be subject to audit.

· Manager should report clients at intervals not exceeding 6 months.

· Portfolio manager should maintain high standard of integrity and not desire any benefit directly or indirectly from client’s funds.

· The client shall be entitled to inspect the documents.

· Portfolio manager shall not invest in funds belonging to clients in badly financing, bills discounting and lending operations.

· Client money can be invested in money and capital market instruments.

· Settlement on termination of contract should be as agreed in the contract.

· Client’s fund should be kept in a separate bank account opened in scheduled commercial bank.

· Purchase or sale of securities shall be made at prevailing market price.
The following are that major steps involved in this process.

                                PORTFOLIO MANAGEMENT PROCESS:
· Security analysis 

· Portfolio analysis

· Selection of securities

· Portfolio revision

· Performance evaluation

SECURITY ANALYSIS
Definition:
For making proper investment involving both risk and return, the investor has to make a study of the alternative avenues of investment their risk and return characteristics and make a proper projection or expectation of the risk and return of the alternative investments under consideration. He has to tune the expectations to this preference of the risk and return for making a proper investment choice. The process of analyzing the individual securities and the market as a whole and estimating the risk and return expected from each of the investments with  a view to identifying undervalued securities for buying and overvalued securities for selling is both an art and a science that is what called security analysis. 

Security:

The security has inclusive of share, scripts, stocks, bonds, debenture stock or any other marketable securities of a like nature in or of any debentures of a company or body corporate, the government and semi government body etc.

Analysis of securities:

      Security analysis in both traditional sense and modern sense involves the projection of future dividend or ensuring the intrinsic value of a security based on the forecast of earnings or dividend. Security analysis in traditional sense is essentially on analysis of the fundamental value of shares and its forecast for the future through the calculation of its intrinsic worth of the share.
      Modern security analysis relies on the fundamental analysis of the security, leading to its intrinsic worth and also rise-return analysis depending on the variability of the returns, covariance, safety of funds and the projection of the future returns. If the security analysis based on fundamental factors  of the company, then the forecast of the share price has to take into account inevitably the trends and the scenario in the economy, in the industry to which the company belongs and finally the strengths and weaknesses of the company itself.

Approaches to Security Analysis:-

· Fundamental analysis

· Technical analysis

· Efficient market hypothesis
FUNDAMENTAL ANALYSIS:

The intrinsic value of an equity share depends on a multitude of factors. The earnings of the company, the growth rate and the risk exposure of the company have a direct bearing on the price of the share. These factors intern rely on the host of other factors like economic environment in which they function, the industry they belong to, and finally company’s own performance. The fundamental school of though apprised the intrinsic value of share through 

· Economic analysis

· Industry analysis

· Company analysis

Economic analysis:
          The level of economic activity has an investment in many ways. If the economy grows rapidly, the industry can also expect to show rapid growth and vice versa. When the level of economic activity is low, stock prices are low , and when the economic activity is high, stock prices are high reflecting the prosperous outlook for sales and profits of the firms. The analysis of macro economic environment is essential to understand the behavior of the stock prices. The commonly analyzed macro economic factors are as follows:

· Gross Domestic product(GDP)

· Savings and investments

· Rate of inflation

· Rates of interest

· Budget

· The tax structure

· Balance of payments

· Monsoon and agriculture

· Infrastructure facilities 

· Demographic factors

Industry analysis:
            As referred earlier, performance of a company has been found to depend broadly up to 50% on the external factors of the economy and industry. These externalities depend on the availability of inputs, like proper labor, water, power and inter-relations between the economy and industry and the company.

 In this context a well-diversified company performs better than a single product company, because while the demand for some products may be declining, that for others may be increasing. Similarly, the input prices and cost factors would vary from product line to product line, leading to different margins and a diversified company is better bet for the investor.

The industry analysis should take into account the following factors among others as influencing the performance of the company, whose shares are to be analyzed. They are as followed:

· Product line 

· Raw materials and inputs

· Capacity installed and utilized

· Industry characteristics

· Demand and market 

· Government policy with regard to industry

· Labor and other industrial problems

· Management

Company analysis:
          Investors should know the company results properly before making the investment. The selection of investment is depends on optimum results of the following factors.

1) Marketing forces:
      Manufacturing companies profit depends on marketing activities. If the marketing activities are favorable than it can be concluded that the company may have more profit in future years Depending upon the previous year results fluctuations in sales or growth in sales can be identified. If the sales are increasing in trend investor may be satisfied.
2. Accounting Profiles:
    Different accounting policies are used by organization for the valuation of inventories and fixed assets
A) Inventory policy:

       Raw materials and their value at the end of the year is calculated by using FIFO, LIFO, or any other average methods. The particular method is must be suitable to access the particular raw materials.

B) Fixed Asset Policy:

      All the fixed assets are valued at the end of every year to know the real valu of the business.

Net value of the fixed assets =

 Value of the asset at the beginning of the year – Depreciation
For income tax purpose written down value method is used as per this separate schedule of assets are to be prepared.

3. Profitability situation: 

    It is a major factor for the investor. Profitability of the company must be better compare with the industry. The efficiency of the profitability position or operating activities can be identified by studying the following factors

A) Gross profit margin ratio:

       It should be more than 30%. But, other operating expenses should be less compare to operating incomes.

                                 Sales – cost of goods sold 

           GPMR =   __________________________

                                              Sales

B) Operating & net profit ratio:

        Operating profit is the real income of the business it is calculated before non operating expenses and incomes. It should be nearly 20%. The net profit ratio must be more than 10%.

                                           Profit after tax                                     

                NPR =    _______________________

                                                 Sales

4. Returns on capital employed:

   It measures the rate of return on capital investment of the business. Capital employed includes shareholder funds, long-term loans, and other accumulated funds of the company.

                                          Operating profit

       ROCE =           ________________________

                                      Capital employed

A) Earning per share:

      It is calculated by the company at the end of the every financial year. Incase of more profit and less number of shares EPS will increase.               

                                                   Profit after tax

         EPS =          ____________________________________      

                                   Number of equity shares outstanding

B) Return on equity:

       It is calculated on total equity funds (equity share capital, general reserve and other accumulated profits)

                                                      Profit after taxes

                     ROE   =          _________________________

                                                         Net worth

5. Dividend policy:

       It is determined in the general body meeting of the company, for equity shares at the end of the year. The dividend payout ratio is determined as per the dividend is paid. Dividend policies are divided into two types.

a) Stable dividend policy.

b) Unstable dividend policy.

When company reached to optimum level it may follow stable dividend policy it indicates stable growth rate, no fluctuation are estimated. Unstable dividend policy may used by developing firms. In such a case study growth market value of share is not possible to identify.
6. Capital structure of the company:

     Generally capital structure of the company consists of equity shares, preference shares, debentures and other long term funds. On the basis of long term financial sources cost of capital is calculated.

7. Operating efficiency:

     It is determined on the basis of capital expenditure and operating activities of a company. Increased capital expenditure indicates increase of operating efficiency. Expected profits may be increased incoming years. The operating efficiency of a company directly affects the earnings of a company an expanding company that maintains high operating efficiency with low break even point. Efficient use of fixed assets with raw materials, labor, and management would lead to more income from sales.

8. Operating leverage:

          The firms fixed cost is high in total cost, the firm is said to have a high degree of operating leverage. High degree of operating leverage implies other factors being held constant, a relatively small change in sales result in a large change in return on equity.

9. Management:

     Good and capable management generates profits to the investors. The management of the firm should efficiency plan, organizes, actuate and control the activities of the company. The good management depends of the qualities of the manager. Knootz and O’ Donnell suggest the following as special traits of an able manager.

· Ability to get along with people

· Leadership

· Analytical competency

· Industry

· Judgment.

10. Financial analysis:

    The best source of financial information about a company is its own financial statements. This is a primary source of information for evaluating the investment prospects in the particular company’s stock. The statement gives the historical and current information about the company’s information aids to analysis the present status of the company. The main statements used in the analysis are:

a. Balance sheet

b.  Profit and loss account

Balance Sheet:
                   The balance sheet shows all the company’s sources of funds (liabilities and stock holders equity) and uses of funds at a given point of time. The balance sheet provides an account of the capital structure of the company. The net worth and the outstanding long-term debt are known from the balance sheet. The use of debt creates financial leverage beneficial or detrimental to the share holders depending on the size and stability of earnings. It is better for the investor to avoid accompany with excessive debt components in its capital structure.

             Profit and loss account:

                 In come statements reports the flow of funds from business operations that take place in between two points of time. It lists down the items of income and expenditure. The difference between the income and expenditure represents profit or loss for the period. It is also called income and expenditure statement.
    Limitations of financial statements:

· The financial statements contain historical information. This information is useful, but an investor should be concerned more about the present and future.

· Financial statements are prepared on the basis of certain accounting concepts and conventions. An investor should know them.

· The statements contain only information that can be measured in monetary units. For example, the loss incurred by a firm due to flood or fire is included because it can be expressed in monetary terms.

11) Analysis of financial statements:
                   The analysis of financial statements reveals the nature of relationship between income and expenditure, and the sources and application of funds. 

i) Comparative financial statement:

        In the comparative statement balance sheet figures are provided for more than one year. The comparative financial statement provides time perspective to the balance sheet figures. The annual data are compared with similar data of previous years, either in absolute terms.

ii) Trend analysis :

       Here percentages are calculated with a base year this would provide insight into the growth or decline of the sale or profit over the years. Sometime sales may be increasing continuously, and the inventories may also be rising. This would indicate the loss of market share if the particular company’s product.

iii) Fund flow analysis:

       The balance sheet gives the static picture of the company’s position on a particular date. It does not reveal the changes that have occurred in the financial position of the unit over a period of time. This analysis gives the information regarding 

· How are the profits utilized?

· What are the various financial sources of dividend?

· What are the various sources of finance for capital expenditure?

·  What are various Sources of finance for the repayment of the debt?

· The destiny of the sales proceeds of fixed assets and 

· How efficiently the firm is utilizing the proceeds of the share or debenture issue or fixed deposits raised from the public? 
iv) Cash flow statement:

        The investor is interested in knowing the cash inflow and out flow of the enterprise. The cash flow statement is prepared with the help of balance sheet, income statement and some additional information. It can be either prepared in vertical form or horizontal form. Cash flows related to operations and other transactions are calculated. The statement shows the causes of changes in cash balance between the two balance sheet dates. With the help of these statements the investors can review the cash movements over an operating cycle. 

12. Ratio analysis:

          Ratio is relationship between two figures expressed mathematically. Financial ratio provides numerical relationship between two relevant financial data. Financial ratios are calculated from the balance sheet and profit and loss account. The relationship can be either expressed as a percent or as a quotient. Classification of financial ratios is as follows:

I. Liquidity ratios.

            Liquidity ratio measure the ability of the firm to meet its current obligations liquidity ratios by establishing a relationship between cash and other current assets to current obligations, provide quick measure of liquidity.  A firm should ensure that it does not suffer from lack of liquidity ,and also that it does not have excess liquidity the failure of a company to meet its obligations due to lack of sufficient liquidity, will result in a poor creditworthiness, loss of creditor’s confidence, or even in legal tangles resulting in the closure of the company. A very high degree of liquidity is also bad.

                                                                                      Current assets

·   Current ratio                      =     _________________________

                                                                                     Current liabilities 

                                                                                Current assets - inventories 

· Quick ratio                       =     ___________________________

                                                                                      Current liabilities 

                                                          Cash + marketable securities 

· Cash ratio                        =     ____________________________

                                                                                      Current liabilities
                                                                  Net working capital 

· Net working capital ratio =     ____________________________

                                                                                             Net assets

II. Leverage ratios: 

      These ratios are used to judge the long-term financial position of the firm, to measure the financial risk and the firm’s ability of using debt to share holders’ advantage. Leverage ratios may be calculated from the balance sheet items to determine the proportion of the debt in total financing. Many variations of these ratios exist. But all these ratios indicate the same thing ---- the extent to which the firm has relied on debt in financing assets. Leverage ratios are also computed from the profit and loss items by determining the extent to which operating profits are sufficient to cover the fixed charges.

                                                                                             Total debt 

· Total debt ratio                                 =   ___________________

                                                                           Capital employed

                     Capital employed                                   = Total debt + Net worth 

                                                                                Total debt

· Debt equity ratio                               =   ___________________

                                                                                Net worth 

                                                                           Capital employed 

· Capital employed to net worth ratio =   _____________________

                                                                                  Net worth

                                                                                     (OR)

                                                                                  Net assets

                                                                 =   _____________________

                                                                                   Net worth

III. Activity ratios: 

       These ratios are employed to evaluate the efficiency with which the firm manages and utilizes its assets. These ratios are also called turn over ratios because they indicate the speed with which assets are being converted or turned over into sales. These ratios, thus, involve a relationship between assets and sales. A proper balance between sales and assets generally reflects that assets are managed well. Several activity ratios can be calculated to judge the effectiveness of asset utilization.                            
                                                                            Cost of goods sold 

· Inventory turn over ratio          =     ___________________

                                                                                   Average inventory 

                                                                                           Credit sales

· Debtors turn over ratio             =       ___________________

                                                                                          Average debtors 
                                                                                                  360

· Collection period                    =  ______________________

                                                               Debtors turn over ratio 

                                                                        Sales

· Asset turn over ratio                 =  ____________________ 

                                                                     Net assets

                                                                             Sales 

· Working capital turn over ratio =  ______________________

                                                                      Net current assets 

IV. Profitability ratio:

     These ratios relate the firms profit to the factors that generates the profits. These ratios are calculated to measure the operating efficiency of the company. Generally, two major types of profitability ratios are calculated.

a) Profitability in relation to sales. 

b) Profitability in relation to investment. 

                                                                    Profit after tax 

· Net profit marine ratio =     ______________________

                                                                                      Sales

                                                                              EBIT (1 - T)

· Retail on investment =      ____________________

                                                                  Total assets 

                                                           Profit after taxes 

· Return on equity =     _______________________

                                                    Net worth

V. Valuation ratio:

      The share holders are interested in assessing the value of shares. The value of the share depends on the performance of the firm and the market factors. The performance of the firm in turn depends on the host of factors. Hence, the valuation ratios provide a comprehensive measure of the performance of the firm itself. In the subsequent section some of the valuation ratios are dealt in detail. 

Book value per share:

     This ratio indicates the share of equity share holders after the company has paid all its liabilities, creditors, debentures and preference shareholders.

Price earning ratio: 

    This ratio is widely used by the security analysts to value the firm’s performance as expected by investors. It indicates investors’ judgment about the firm’s performance.  It reflects investors’ expectations about the firm’s earnings. Industries differ in their growth prospects; accordingly the P / E ratios for industries vary widely.

                                                                            Market value per share 

· P/E ratio                                              =  ______________________

                                                                                                        Earnings per share  

                                                                                                        Profit after tax 

· Earning per share                                =  ______________________

                                                                                                  Number of equity shares     
· Market value – To – book value ratio =  Market value Per Share__
                                                                                              Book value per share

· Dividend – pay out ratio                    =   Dividends per share
                                                                      Earnings per share                       
    TECHNICAL ANALYSIS

Technical analysis involves identification of share price fluctuations on short period basis. This analysis can be made by brokers, dealers. They are treated as technicians. The following are the major factors in technical analysis:

· Company results are not analyzed. The changes in national and international level abut political and other factors.

· The shares are exchanged immediately when there is a small change in the price level of shares.

· Average results of the particular industry are identified and they are treated as basic factors.

· Brokers do not expect any dividend by holding the share. Dividend is not return for calculated of better return to the technicians.

· The holding period is determined very less. It may range from hours to days. Generally holding period may not be more than one month. The technical analysis can be made in this respect by identifying price fluctuations of the particular share.

· No capital gains expected by transfer of the share so needed to pay any capital gain takes, short run return about exchange in price of share is not treated as capital gain.

· ESP declared by company at the end of financial year and dividend declared may be treated as base figures for technical analysis.

· Interim dividend if any declared by the company that will be analyzed to sell the shares.

· Stock exchange will announce the average result of securities traded on day – to – day basis.

· By conducting of the technical analysis technician anticipate high level of short run profit.

Moving average:

            The analysis of the moving average of the prices of scripts is another method in technical analysis. Generally, 7 days, to days and 15days moving averages are worked out in respect of scripts studied and depicted on a graph along with similar moving averages of the market index like BSE Sensitive Index. There will then be two graphs to be compared and when the trades are similar the scrip and BSE market induces will show comparable averages risks. 

Oscillators indicate the market momentum scrip momentum. Oscillator shows the shares price movement across a reference point from one extreme to another.

Charts:


Charts are the valuable and easiest tools in the technical analysis. The graphic presentation of the data helps the investor to find out the trend of the price without any difficulty. The charts also have the following uses. 

· Spots the current trend for buying and selling. 

· Indicates the probable future action of the market by projection.

· Shows the past historic movement.

· Indicates the important areas of support and resistance. 


The charts do not lie but interpretation differs from analyst to analyst according to their skills and experience.

Point and figure charts: 


Technical analyst to predict the extent and direction of the price movement of a particular stock or the stock market indices uses point and figure charts. This P.F charts are of one-dimensional and there is no indication of time or volume. The price changes in relation to previous prices are drawn in rules paper. 

Bar charts: 


The bar chart is the smallest and most commonly used tool of a technical analyst. The build a bar a dot is entered to represent the highest price at which the stock is traded on that day, week or month. Then another dot is entered to indicate the lowest price on the particular date. A line is drawn to connect both the points a horizontal nub is drawn to make the closing price. 
                                       RISK AND RETURN ANALYSIS

                The two main components to be studied while construction of a portfolio is
1. Risk of a portfolio

2.  Returns on a portfolio

RISK:

Existence of volatility in the occurrence of an expected incident is called risk. Higher the unpredictability greater is the degree of risk. The risk any or may not involve money. In investment management, risk involving pecuniary matter has importance; the financial sense of risk can be explained as the volatility of expected future incomes or outcomes. Risk may give a positive or a negative result. If unimagined incident is a positive one, then people have a pleasant surprise. To be able to take negative risk with the same spirit is difficult but not impossible, if proper risk management techniques are followed. 
  Risk is uncertainty of the income/ capital appreciation or loss of the both. The two major types of risks are:

· Systematic or market related risk.

· Unsystematic or company related risk.

The systematic risks are the market problems of raw material availability, tax policy or any government policy, inflation risk, interest rate risk and financial risk. The unsystematic risks are mismanagement increasing inventory, wrong financial policies. The systematic risk is caused by factors external to the particular company and uncontrollable. The systematic risk affects the market as a whole. In a case of unsystematic risk the factors are specific, unique and related to the particular industry or company. 

Types of Risk:

Systematic risk:
    The systematic risk affects the entire market often we read in the news paper that the stock market is in the bear hug or in the bull grip. This indicates that the entire market is moving in a particular direction either downward or upward. The economic conditions, political situations and the sociological changes affect the security market. The recession in the economy affects the profit prospects of the industry and the stock market. The systematic risk is further divided into three types they are as follows:

a) Market risk: 

      Jack Clark Francis has defined market risk as that portion of total variability of return caused by the alternative forces of bull and bear markets. The forces that affect the stock market are tangible and intangible events are real events such as earthquake, war, and political uncertainty ad fall in the value lf currency.

b) Interest rate risk:

      Interest rate risk is the variation in the single period rates of return caused by the fluctuations in the market interest rate. Most commonly interest rate risk affects the price of bonds, debentures and stocks. The fluctuations on the interest rates are caused by the changes in the government policy and the changes that occur in the interest rate of the treasury bills and government bonds.

c) Purchasing power risk:

       Variations in the returns are caused also by the loss of purchasing power of currency. Inflation is a reason behind the loss of purchasing power. The level of inflation proceeds faster than the increase in capital value. Purchasing power risk is the probable loss in the purchasing power of the returns to be received. 

Unsystematic risk:

                As already mentioned, unsystematic risk is unique and peculiar to a firm or an industry. Unsystematic risk stem from managerial inefficiency, ethnological change in the production process, availability of raw material, changes in the consumer preference, and labor problems. The nature and the magnitude of the above – mentioned factors differ from industry to industry, and company to company. They have to be analyzed separately for each industry and firm. 

a) Business risk:

       Business risk is that position of the unsystematic risk caused by the operating environment of the business. Business risk arises from the inability of a firm to maintain its competitive edge and the growth and stability of the earnings. The variation in the expected operating income indicates the business risk. Business risk can be divided into:

· External business risk

· Internal business risk

i) Internal business risk:

             This risk is associated with the optional efficiency of the firm. The following are the few:

· Fluctuations in the sales

· Research and development 

· Personal development

· Fixed cost

· Single product

ii) External risk:

           This risk is the result of the operating conditions imposed on the firm by circumstances beyond its control. The external environment in which it operated exerts some pressure on the firm.

· Social and regularity factors

· Political risk

· Business cycle

b) Financial risk:

        This risk relates to the method of financing, adopted by the company, high leverage lending to larger debt servicing problems or short term liquidity problems due to bad debts, delayed receivables and fall in current assets or rise in current liabilities. These problems could no doubt be solved, but they may lead to fluctuations in the earnings, profits and dividends to shareholders. Some times, if the company runs into losses or reduced profits, these may lead to fall in returns to investors or negative returns. Proper financial planning and other financial adjustments can be used to correct this risk and as such it is controllable.

c) Credit or default risk:

        The borrower or issuer of securities may become insolvent or may default, or delay the payments due, such as interest installments or principle repayments. The borrower’s credit rating might have fallen suddenly and he became default prone and in its extreme from it may lead to insolvency or bankruptcies. In such cases, the investor may get no return or negative returns. An investment in a healthy company’s share might turn out to be a waste paper, if within a short span, by the deliberate mistakes of management or acts of God, the company became sick and its share price tumbled below its face price. 
RISK ON A PORTFOLIO:

      Risk on a portfolio is different from the risk on individual securities. This risk is related in the variability of the returns from zero to infinity. The expected return depends on the probability of the returns and their weighted contribution to the risk of the portfolio. There are two measures of the risk in this context--- one is the absolute deviation and the other standard deviation.

RETURN OF PORTFOLIO:

      Each security in a portfolio contributes returns in the proportion of its investment in security. Thus, the portfolio expected return is the weighted average of the expected returns, from each of the securities, with weights representing the proportionate share of the security in the total Investment. Why an investor does have so many securities in his portfolio? The answer to this question lie in the investor’s perception of risk attached to the investment, his objectives of income, safety, appreciation, liquidity and hedge against the loss of value of money etc.,

        This pattern of investment in different asset categories security categories types of instrument etc. would all be described under the caption of diversification which aims at the reduction or even elimination of unsystematic or company related risks and achieve the specific objectives of the investors.

        Portfolio management service helps investor to make a wise choice among alternative investments without any post training hassles. This service renders optimum returns to the investors by a proper selection by continuous shifting of portfolio from one scheme to other scheme or from one brand to the other brand within the same scheme. 

  Any portfolio manager must specify the maximum return, optimum returns and risk, capital appreciation, safety etc in their offer.

 From the return angle securities can be classified into two types:

· Fixed income securities

· Variable income securities.

Fixed income securities:

· Debt – partly convertible and Non convertible debt with tradable warrant.
· Preference shares
· Government securities and Bonds
· Other debt instruments. 
Variable income securities:

· Equity shares

· Money market securities like treasury bills, commercial papers etc.

          Portfolio manager have to decide upon the mix of securities on basis of contract with the client and objective of the portfolio. Portfolio managers in the Indian context, has been brokers (big brokers) who on the basis of their experience, market trend, insider trading personal contact and speculations are the one who used to manage funds or portfolios.

            RISK AND RETURN ANALYSIS IN PORTFOLIO MANAGEMENT
       The traditional approach to portfolio building has some basic assumptions. First, the individual prefers larger to smaller returns from securities. To achieve this foal, the investor has to take more risk. The ability to achieve higher returns is dependent upon his ability to judge risk and his ability to take specific risks. The risks are namely interest rate risk, purchasing power risk, financial risk and marketing risk. The investor analysis the varying degrees of risk and constructs his portfolio. At first, he established the minimum income that he must have to avoid hardship under most adverse economic condition and then he decides risk of loss of income that can be tolerated. The investor makes a series of compromises on risk and non- risk factors like taxation and marketability after he has assessed the major risk categories, which he is trying minimize.

Alpha:

   Alpha is the difference between the horizontal axis and line’s interaction with y axis. It measures the unsystematic risk of the company. If alpha is a positive return, then that scrip will have higher returns. If alpha = 0 then the regression line goes through the origin and its return simply depends on beta times the market returns.

Beta:

     Beta describes the relationship between the stocks return and the market index returns. This can be positive and negative. It is the percentage change in the price of the stock regressed or related to     the percentage change in the market index. If beta is 1, a one- percentage change in market index will lead to one percentage change in price of the stock. If beta is 0, stock price is unrelated to the market index and if the market goes up by a+1%, the stock price will fall by 1% beta measures the systematic market related risk, which cannot be eliminated by diversification. If the portfolio is efficient, beta measures the systematic risk effectively. On the other hand alpha measures the unsystematic risk, which can be reduced by efficient diversification.

MEASREMENT OF RISK:

    The driving force of systematic and unsystematic risk causes the variation in returns of securities. Efforts have to be made by researchers, expert’s analysts, theorists and academicians in the field of investment to develop methods for measuring risk in assessing the returns on investments.

Total risk:

     The total risk of the investment comprises of diversifiable risk and non diversifiable risk, and this relation can be computed by summing up diversifiable risk and non-diversifiable risk.

Diversifiable risk:

Any risk that can be diversified is referred to as diversifiable risk. This risk can be totally eliminated through diversification of securities. Diversification of securities means combining a large variety of assets into a portfolio. The precise measure of risk of a single asset is its contribution to the market portfolio of assets, which is its co-variance with market portfolio. This measure does not need any additional cost in terms of money but requires a little prudence. It is un- diversifiable risk of individual asset that is more difficult to tackle.

Traditional method of quantifying risk:
 Assigning of the risk premium is one of the traditional methods. The fundamental tenet in the financial management is to trade off between risk and return. The return from holding equity securities is derived from the dividend steam and price changes. One of the methods of quantifying risk and calculating expected rate of return would be to express the required rate as

                                        r = i + p + b + f + m +o

Where

                                        r = Required Rate Of Return

i = Real Interest Rate (Risk Free Rate)

p = Purchasing Power Risk Allowance

b = Business Risk Allowance

f = Financial Risk Allowance

                                               m = Market Risk Allowance
                                          o = allowances for other risk

Modern method of quantifying risk:

Quantification of risk is necessary to ensure uniform interpretation and comparison of alternative investment opportunities. The pre-requisite for an objective evaluation and comparative analysis of various investment alternatives is a rational method for quantifying risk and return. 

Probability distribution of returns is very helpful in identifying expected returns and risk. The spread of dispersion of the probability distribution can also be measured by degree of variation from the expected return. 

                     DEVIATION = OUTCOME – EXPECTED RETURN  

Outcomes on the investments do not have equal probability occurrence hence it requires weights for each difference by its probability.

                  PROBABILITY X (OUTCOME – EXPECTED RETURN)

For the purpose of computing variance, deviations are to be squared before multiplying with probabilities.

                PROBABILITY X (OUTCOME – EXPECTED RETURNS)^2

PORTFOLIO ANALYSIS

         Portfolios which are the combinations of securities may or may not take the aggregate characteristics of their individual parts. Portfolio analysis considers the determination of future risk and return in holding various blends of individual securities. An investor can some times reduce portfolio risk by adding another security with greater individual risk than any other security in the portfolio. This seemingly curious result occurs because risk depends greatly on the covariance among returns of individual securities. An investor can reduce expected risk level of a given portfolio of assets if he makes a proper diversification of portfolios.

        There are two main approaches for analysis of portfolio

· Traditional approach.

· Modern approach.

TRADITIONAL PORTFOLIO APPROACH:

            The traditional approach basically deals with two major decisions. Traditional security analysis recognizes the key importance of risk and return to the investor. Most traditional methods recognize return as some dividend receipt and price appreciation over a forward period. But the return for individual securities is not always over the same common holding period, nor are the rates of return necessarily time adjusted. An analysis may well estimate future earnings and a 
P/E ratio to derive future price. He will surely estimate the dividend.

            In any case, given an estimate of return, the analyst is likely to think of and express risk as the probable downsize rice expectation ( either by itself or relative to upside appreciation possibilities).each security ends up with some rough measures of likely return and potential downside risk for the future.

           Portfolios or combinations of securities are though of as helping to spread risk over many securities may specify only broadly or nebulously. Auto stocks are, for examples, recognized as risk interrelated with fire stocks, utility stocks display defensive price movement relative to the market and cyclical stocks like steel, and so on. This is not to say that traditional portfolio analysis is unsuccessful. It is to say that much of it might be more objectively specified in explicit terms.

        They are:

· Determining the objectives of the portfolio

· Selection of securities to be included in the portfolio.

Normally this is carried out in four to six steps. Before formulating the objectives, the constraints of the investor should be analyzed. With in the given frame work of constraints, objectives are formulated. Then based on the objectives securities are selected. After that risk and return of the securities should be studied. The investor has to assess the major risk categories that he or she is trying to minimize. Compromise of risk and non-risk factors has to be carried out. Finally relative portfolio weights are assigned to securities like bonds, stocks and debentures and the diversification is carried out.
MODERN PORTFOLIO APPROACH:

   The traditional approach is a comprehensive financial plan for the individual needs such as housing, life insurance and pension plans. But these types of financial planning approaches are not done in the Markowitz approach. Markowitz gives more attention to the process of selecting the portfolio. His planning can be applied more in the selection of common stocks portfolio than the bond portfolio. The stocks are not selected on the basis of need for income or capital appreciation. But the selection is based on the risk and return analysis, return includes market return and dividend. The investor needs return and it may be either in the form of market return or dividend.

The investor is assumed to have the objectives of maximizing the expected return and minimizing the risk. Further, it is assumed that investors would take up risk in a situation when adequately rewarded for it. This implies that individuals would prefer the portfolio of highest expected return for a given level of risk. In the modern approach the final step is asset allocation process that is to choose the portfolio that meets the requirement of the investor. 

PORTFLIO CONSTRUCTION

Portfolio is combination of securities such as stocks, bonds and money market instruments. The process of blending together the broad assets classes so as to obtain optimum return with minimum risk is called portfolio construction.

Minimization of risks:

      The company specific risks (unsystematic risks) can be reduced by diversifying into a few companies belonging to various industry groups, asset group or different types of instruments like equity shares, bonds, debentures etc. thus, asset classes are bank deposits, company deposits, gold, silver, land, real estate, equity shares etc. industry group like tea, sugar paper, cement, steel, electricity etc. Each of them has different risk – return characteristics and investments are to be made, based on individual’s risk preference. The second category of risk (systematic risk) is managed by the use of beta of different company shares.

Approaches in portfolio construction:

   Commonly there are two approaches in the construction of the portfolio of securities              viz., 

·   Traditional approach

· Markowitz efficient frontier approach.
In the traditional approach, investors needs in terms of income and capital appreciation are evaluated and then appropriate securities are selected to, meet the needs of investors. The common practice in the traditional approach is to evaluate the entire financial plan of the individuals. In the modern approach, portfolios are constructed to maximize the expected return for a given level of risk. It view portfolio construction in terms of the expected return and the risk associated with obtaining the expected return.

Efficient portfolio:

      To construct an efficient portfolio, we have to conceptualize various combinations of investments in a basket and designate them as portfolio one to ‘N’. Then the expected returns from these portfolios are to be worked out and then portfolios are to be estimated by measuring the standard deviation of different portfolio returns. To reduce the risk, investors have to diversify into a number of securities whose risk – return profiles vary.

    A single asset or a portfolio of assets is considered to be “efficient” if no other asset offers higher expected return with the same risk or lower risk with the same expected return. A portfolio is said to be efficient when it is expected to yield the highest returns for the level of risk accepted or, alternatively, the smallest portfolio risk or a specified level of expected return.

Main features of efficient set of port folio:

· The investor determines a set of efficient portfolios from a universe of ‘n’ securities and an efficient set of portfolio is the subset of ‘n’ security universe.

· The investor selects the particular efficient that provides him with most suitable combination of risk and return.
MODERN PORTFOLIO APPROACH:
MARKOWITZ MODEL

Harry M.Markowitz has credited and introduced the new concept of risk measurement and their application to the selection of portfolios. He started with the idea of investors and their desire to maximize expected return with the least risk. 


Markowitz model is a theoretical frame work for analysis of risk and return and their relationships. He used statistical analysis for the measurement of risk and mathematical programming for selection of assets in a portfolio in an efficient manner. His framework lead to the concept of efficient portfolios, which are expected to yield the highest return for, given a level of risk or lowest risk for a given level of return.


Risk and return two aspects of investment considered by investors. The expected return may very depending on the assumptions. Risk index is measured by the variance or the distribution around the mean its range etc, and traditionally the choice of securities depends on lower variability where as Markowitz emphasizes on the need for maximization of returns through a combination of securities whose total variability is lower. 


The risk of each security is different from that of other and by proper combination of securities, called diversification, one can form a portfolio where in that of the other offsets the risk of one partly or fully.


In other words, the variability of each security and covariance for his or her returns reflected through their inter-relationship should be taken into account. 


Thus, expected returns and the covariance of the returns of the securities with in the portfolio are to be considered for the choice of a portfolio. 


A set of efficient portfolios can be generated by using the above process of combining various securities whose combined risk is lowest for a given level of return for the same amount of investment, that the investor is capable of the theory of Markowitz, as stated above is based on the number of assumptions.

ASSUMPTIONS OF MARKOWITZ THEORY: 


The analytical frame work of Markowitz model is based on several assumptions regarding the behavior of investor:

· The investor invests his money for a particular length of time known as holding period.

·  At the end of holding period, he will sell the investments.

· Then he spends the proceeds on either for consumption purpose or for reinvestment purpose or sum of both. The approach therefore holds good for a single period holding.

· The market efficient in the sense that, all investors are well informed of all the facts about the stock market.

· Since the portfolio is the collection of securities, a decision about an optimal portfolio is required to be made from a set of possible portfolio.

· The security returns over the forth coming period are unknown, the investor could therefore only estimate the Expected return(ER).

· All investors are risk averse. 

· Investors study how the security returns are co-related to each other and combine the assets in an ideal way so that they give maximum returns with the lowest risk.

· He would choose the best one based on the relative magnitude of these two parameters.

· The investors base their decisions on the price-earning ratio. Standard deviation of the rate of return, which is been offered on the investment, is one of the important criteria considered by the investors for choosing different securities.

MARKOWITZ DIVERSIFICATION:

           Markowitz postulated that diversification should not only aim at reducing the risk of a security by reducing its variability of standard deviation, but by reducing the co-variance or interactive risk of two or more securities in a portfolio. By combining the different securities it is theoretically possible to have a range of risk varying from zero to infinity. Markowitz theory of portfolio diversification attaches importance to standard deviation, to reduce it to zero, if possible, covariance to have as much as possible negative interactive effect among the securities with in the portfolio and coefficient of correlation to have -1 (negative) so that the over all risk of portfolio as whole is nil or negligible than the securities have to be combined in the manner that standard deviation is zero.     

Efficient frontier:

 As for Markowitz model minimum variance portfolio is used for determination of proportion of investment in first security and second security. It means a portfolio consists of two securities only. When different portfolios and their expected return and standard deviation risk rates are given for determination of best portfolio, efficient frontier is used.  

   Efficient frontier is graphical representation on the base of the optimum point this is to identify the portfolio which may give better returns at low risk. At that point the investor can choose portfolio. On the basis of these holding period of portfolio can be determined.

  On “X” axis risk rate of portfolio (s.d of p), and on “y” axis return on portfolios are to be shown. Calculate return on portfolio and standard deviation of portfolio for various combinations of weights of two securities. Various returns are shown in the graphical and identify the optimum point.

Calculation of expected rate of return (ERR):

· Calculate the proportion of each security’s proportion in the total investment. 

· It gives the weight for each component of securities.

· Multiply the funds invested in the each component with the weights. 

· It gives the initial wealth or initial market values.

Equation:   Rp = w1R1+w2R2+w3R3+…………..+wnRn

Where          Rp = Expected return on portfolio

                     w1, w2, w3, w4… = proportional weight invested

                      R1, R2, R3, R4…   = expected returns on securities

The rate of return on portfolio is always weighted average of the securities in the portfolio.

ESTIMATION OF PORTFOLIO RISK:

 A useful measure of risk should take into account both the probability of various possible bad outcomes and their associated magnitudes. Instead of measuring the probability of a number of different possible outcomes and ideal measure of risk would estimate the extent to which the actual outcome is likely to diverge from the expected outcome. 

Two measures are used for this purpose:

· Average absolute deviation

· Standard deviation

In order to estimate the total risk of a portfolio of assets, several estimations are needed:

a) The predicted return on the portfolio is simply a weighted average of the predicted returns on the securities, using the proportionate values as weights. 

b) The risk of the portfolio depends not only on the risk of its securities considered in isolation, but also on the extent to which they are affected similarly by underlying events

c) The deviation of each securities return from its expected value is determined and the product of the two obtained.

d) The variance in a weighted average of such products, using the probabilities of the events as weight.

Effect of combining two securities:

     It is believed that spreading the portfolio in two securities is less risky than concentrating in only one security. If two stocks, which have negative correlation, were chosen on a portfolio risk could be completely reduced due to the gain in the whole offset the loss on the other. The effect of two securities, one more risky and other less risky, on one another can also be studied. Markowitz theory is also applicable in the case of multiple securities.

Corner portfolios:

  A number of portfolios on the efficient frontier are corner portfolios, it may be either new security or security or securities dropped from previous efficient portfolios. By swapping one security with other the portfolio expected return could be increased with no change in its risk.

Dominance principle:

  It has been developed to understand risk return trade off conceptually. It states that efficient frontier always assumes that investors prefer return and dislike risk.

CRITICISM ON MARKOWITZ THEORY:
    The Markowitz model is confronted with several criticisms on both theoretical and practical point of view.

· Very tedious I and in variably required a computer to effect numerous calculations.

· Another criticism related to this theory is rational investor can avert risk.

· Most of the works stimulated by Markowitz uses short term volatility to determine whether the expected rate of return from a security should be assigned high or a low expected variance, but if an investor has limited liquidity constraints, and is truly a long term holder, and then price volatility per share does not really pose a risk. Rather in this case, the question concern is one ultimate price realization and not interim volatility.

· Another apparent hindrance is that practicing investment managers found it difficult to under stand the conceptual mathematics

· Involved in calculating the various measure of risk and return. There was a general criticism that an academic approach to portfolio management is essentially unsound.

· Security analysts are not comfortable in calculating covariance among securities while assessing the possible ranges of error in their expectations.
CAPITAL ASSETS PRICING MODEL (CAPM):
Under CAPM model the changes in prices of capital assets in stock exchanges can be measured by using the relationship between security return and the market return. So it is an economic model describes how the securities are priced in the market place. By using CAPM model the return of security can be calculated by comparing return of security with market place. The difference of returns of security and market can be treated as highest return and the risk premium of the investor is identified. It is the difference between the return of security and risk free rate of return 

Risk premium = Return on security – Risk free rate of return 

  So the CAPM attempts to measure the risk of a security in the portfolio sense.

Assumptions:

   The CAPM model depends on the following assumptions, which are to be considered while calculating rate of return.

· The investors are basically average risk assumers and diversification is needed to reduce the risk factor.

· All investors want to maximize the return by assuming expected return of each security.

· All investors assume increase of net wealth of the security.

· All investors can borrow or lend an unlimited amount of fund at risk free rate of interest.

· There are no transaction costs and no taxes at the time of transfer of security.

· All investors have identical estimation of risk and return of all securities. All the securities are divisible and tradable in capital market.

· Systematic risk factor can be calculated and it is assumed perfectly by the investor.

· Capital market information must be available to all the investors.

Beta:
Beta described the relationship between the stock return and the market index returns. This can be positive and negative. It is the percentage change is the price of his stock regressed (or related) to the percentage changes in market index. if beta is 1, a one- percentage changes in market index will lead to one percentage change in price of the stock. If beta is 0, stock price is un related to the market index if the market goes up by a +1%, the stock price will fall by 1% beta measures the systematic market related risk , which cannot be eliminated by diversification. If the portfolio is efficient, Beta measures the systematic risk effectively.
Evaluation process:

1. Risk is the variance of expected return of portfolio. 

2. two types of risk are assumed they are

· systematic risk 

· unsystematic risk 

3. Systematic risk is calculated by the investor by comparison of security return        

       With market return.

                                      Co-variance of security and market



β =     ________________________________

                                                  Variance of market

Higher value of beta indicates higher systematic risk and vice versa. When number of securities is hold by an investor, composite beta or portfolio can be calculated by the use of weights of security and individual beta.

4. Risk free rate of return is identified on the basis of the market conditions.

The following two methods are used for calculation of return of security or portfolio.

Capital market line:

Under CAPM model Capital market line determined the relationship between risk and return of efficient portfolio. When the risk rates of market and portfolio risk are given, expected return on security or portfolio can be calculated by using the following formula.      

                                 ERP = T + σp (Rpm – T) 

                                                              σM                                            

                              ERP = Expected return of portfolio

                              T = risk free rate of return

                              σp  = portfolio of standard deviation

                               Rpm = return of portfolio and market

                               σM = risk rate of the market.

Security market line:

    Identifies the relationship of return on security and risk free rate of return. Beta is used to identify the systematic risk of the premium. The following equation is used for expected return.

                                         ERP = T + β (Rm – T)

                                         Rm = Return Of Market

                                             T = Risk Free Rate

Limitations of CAPM:

  In practical purpose CAPM can’t be applied due to the following limitations.

· The calculation of beta factor is not possible in certain situations due to more assets are traded in the market.

· The assumption of unlimited borrowings at risk free rate is not certain. For every individual investor borrowing facilities are restricted.

· The wealth of the shareholder or investor is assessed by using security return. But it is not only the factor for calculation of wealth of the investor.

· For every transfer of security transition cost is required on every return tax must be paid.

TECHNIQUES OF PORTFOLIO MANAGEMENT

  As of now the under noted techniques of portfolio management are in vogue in our country.

1. Equity portfolio:

   Equity portfolio is influenced by internal and external factors.

Internal factors affect inner working of the company. The company’s growth plans are analyzed with respect to balance sheet and profit & loss accounts of the company. External factors are changes in government policies, trade cycles, political stability etc.

2. Equity analysis:

  Under this method future value of shares of a company is determined. It can be done by ratios of earnings per shares and price earning ratio.

                      EPS =                                   profit after tax____
                                                        Number of equity shares

                      P/E ratio  =                Market price per share
                                                                       EPS

One can estimate the trend of earnings by analyzing EPS which reflects the trend of earnings, quality of earnings, dividend policy and quality of management. Further price earnings ratio indicates the confidence of market about company’s future.

SELECTION OF PORTFOLIO

Certain assumptions were made in the traditional approach for portfolio selection, which are discussed below:

· Investors prefer large to smaller returns from securities and take more risk.

· Ability to achieve higher returns depends upon investor’s judgment of risk.

· Spreading money among many securities can reduce risk.

An investor can select the best portfolio to meet his requirements from the efficient frontier, by following the theory propounded by Markowitz. Selection process is based on the satisfaction level that can be achieved from various investment avenues.

Stages in the selection process:

  The process of selecting a portfolio is very crucial in the investment management and involves four stages which are given below:

· Determination of assets, which are eligible for constructing of a portfolio.

· Computation of the expected return for the eligible assets over a holding period.

· Arriving at an acceptable balance between risk and return for constructing optimum a portfolio i.e. selecting such a portfolio for which there is highest return for each level of risk.

Selecting the best portfolio mix:

   When an infinite number of portfolios are available, investor selects the best portfolio by using the Markowitz portfolio theory. The investors base their selection on the expected return and standard deviation of the portfolio and decide the best portfolio mix taking the magnitude of these parameters. The investors need not 
Evaluate all the portfolios however he can look at only the available portfolios, which lie on the efficient frontier.

The required features of the subset of portfolio are:

They should offer maximum expected return for varying levels of risk, and also offer minimum risk for varying levels of expected returns.

If the above two conditions are satisfied then it is deemed as an efficient set, from this set investors have to select the best set off portfolios.

Construction of efficient set of portfolios:

   Considerable effort is required to construct an efficient set of portfolios.

Following parameters are essential for constructing the efficient set:

· Expected returns for each security must be estimated.

· Variance of each security must be calculated.

Optimum portfolio:

  Sharpe has identified the optimal portfolio through his single index model, according to Sharpe, the beta ratio is most important in portfolio selection. The optimal portfolio is said to relate directly to the beta value. It is the excess return to the beta ratio. The optimal portfolio is selected by finding out the cut- off rate [c]. The stock where the excess return to the beta ratio is greater than cut-off rate should only be selected for inclusion in the optimal portfolio. Shape proposed that desirability of any stock is directly referred to its excess returns to betas coefficient.

                                                            Ri-Rf

                                                                 β

Where                                     Ri = expected return on stock                           

                                                Rf = risk free rate of return on asset

                                                 β  = expected change in the rate of return on stock 1 associated with 1% change in the market return 

Following procedure are involved to select the stocks for the optimum portfolios. 

· Finding out the stocks of different risks- return ratios 

· Calculate excess return beta ratio for each stock and rank them from the highest to lowest

· Finding out the cut off rate for each security 

· Selecting securities of high rank above the cut off rate which is common to all stocks 

Thus, the optimum portfolio consists of all stocks for which (Ri-Rf) is greater than a particular cut off point (c*). The selection of the number of stocks depends upon the unique cut-off rate, where all stocks with higher rate (Ri-Rf) will be selected and stocks with lower rates will be eliminated. 
PORTFOLIO REVISION
Having constructed the optimal portfolio, the investor has to constantly monitor the portfolio to ensure that it continues to be optimal. As the economy and financial markets are dynamic, the changes take place almost daily. The investor now has to revise his portfolio. The revision leads to purchase of new securities and sale of some of the existing securities from the portfolio.

Need for revision: 

· Availability of additional funds for investment

· Availability of new investment avenues

· Change in the risk tolerance

· Change in the time horizon

· Change in the investment goals

· Change in the liquidity needs

· Change in the taxes
PORTFOLIO EVALUATION

Portfolio managers and investors who manage their own portfolios continuously monitor and review the performance of the portfolio. The evaluation of each portfolio, followed by revision and reconstruction are all steps in the portfolio management.

The ability to diversify with a view to reduce and even eliminate all unsystematic risk and expertise in managing the systematic risk related to the market by use of appropriate risk measures, namely, betas. Selection of proper securities is thus the first requirement.

 Methods of evaluation:

· Sharpe index model: 

                 It depends on total risk rate of the portfolio. Return of the security compare with risk free rate of return, the excess return of security is treated as premium or reward to the investor. The risk of the premium is calculated by comparing portfolio risk rate. While calculating return on security any one of the previous methods is used. If there is no premium Sharpe index shows negative value (-). In such a case portfolio is not treated as efficient portfolio. 
Sharpe’s ratio (Sp) =    rp – rf / σp 

Where, 

Sp = Sharpe index performance model

rp =  return of portfolio

rf = risk free rate of return

σp = portfolio standard deviation

This method is also called “reward to variability” method. When more than one portfolio is evaluated highest index is treated as first rank. That portfolio can be treated as better portfolio compared to other portfolios. Ranks are prepared on the basis of descending order.

· Treynors index model:

        It is another method to measure the portfolio performance. Where systematic risk rate is used to compare the unsystematic risk rate. Systematic risk rate is measured by beta. It is also called “reward to systematic risk “.

Treynors ratio (Tp) = rp – rf / σp

Where,

                    Tp = treynors portfolio performance model

                     rp= return of portfolio

                      rf= risk free rate of return 

                      σp= portfolio standard deviation.

If the beta portfolio is not given market beta is considered for calculation of the performance index. Highest value of the index portfolio is accepted.

· Jansen’s index model:
It is different method compared to the previous methods. It depends on return of security which is calculated by using CAPM. The actual security returns is less than the expected return of CAPM the difference is treated as negative (-) then the portfolio is treated as inefficient portfolio. 

                                 Jp=rp-[rf+ σp (rm-rf)]

Where, 

                                         Jp = Jansen’s index performance model 

                                  rp= return of portfolio

                                   rf= risk free rate of return 

                                          σp= portfolio standard deviation

                                          rm= return on market

This method is also called “reward to variability “method. When more than one portfolio is evaluated highest index is treated as better portfolio compared to other portfolios. Ranks are prepared on the basis of descending order.

METHODOLOGY
Arithmetic average or mean:



The arithmetic average measures the central tendency. The purpose of computing an average value for a set of observations is to obtain a single value, which is representative of all the items. The main objective of averaging is to arrive at a single value which is a representative of the characteristics of the entire mass of data and arithmetic average or mean of  a series(usually denoted by x) is the value obtained by dividing the sum of the values of various items in a series (sigma x) divided by the number of items (N) constituting the series.

Thus, if X1,X2……………..Xn are the given N observations. Then


X=   X1+X2+……….Xn     

                                N   

RETURN


Current price-previous price *100

          Previous price

STANDARD DEVIATION:



The concept of standard deviation was first suggested by Karl pearson in 1983.it may be defined as the positive square root of the arithmetic mean of the squares of deviations of the given observations from their arithmetic mean.In short S.D may be defined as “Root Mean Square Deviation from Mean”


It is by far the most important and widely used measure of studying dispersions.


For a set of N observations X1,X2……..Xn with mean X,


Deviations from Mean: (X1-X),(X2-X),….(Xn-X)


Mean-square deviations from Mean:



= 1/N (X1-X)2+(X2-X)2+……….+(Xn-X)2



=1/N  sigma(X-X)2

Root-mean-square deviation from mean,i.e.

VARIANCE:


The square of standard deviation is known as Variance.


Variance is the square root of the standard deviation:



Variance = (S.D) 2



Where, (S.D) is standard deviation

CORRELATION


Correlation is a statistical technique, which measures and analyses the degree or extent to which two or more variables fluctuate with reference to one another. Correlation thus denotes the inter-dependence amongst variables. The degrees are expressed by a coefficient, which ranges between –1 and +1. The direction of change is indicated by (+) or (-) signs. The former refers to a sympathetic movement in a same direction and the later in the opposite direction.


Karl Pearson’s method of calculating coefficient (r) is based on covariance of the concerned variables. It was devised by Karl Pearson a great British Biometrician.


This measure known as Pearsonian correlation coefficient between two variables (series) X and Y usually denoted by ‘r’ is a numerical measure of linear relationship and is defined as the ratio of the covariance between X and Y (written as Cov(X,Y) to the product of standard deviation of X and Y

Symbolically


r =  Cov (X,Y)


        SD of X,Y


=      Σ xy/N    
           

=  ΣXY


SD of X,Y                        N 

Where x =X-X, y=Y-Y

Σxy = sum of the product of deviations in X and Y series calculated with reference to their arithmetic means.

  X   = standard deviation of the series X.

   Y  = standard deviation of the series Y.
DATA ANALYSIS

Portfolio – A:

	securities
	Returns

R%
	Beta values 

[β]
	Un
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matic
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	Excess 

Return

over ( β )

Ri-Rf/ β
	( Ri-Rf ) β/

     σ²e
	Cumulative 

( Ri-Rf ) β/

     σ²e
	β²/       σ² e
	Cumulative

   β²/  σ² e
	ⁿC= σm²∑ ⁿ t=1

 ( Ri-Rf ) β/σ²e     1+σm²∑ⁿt=1β²/σ²e       


	Bharti

Airtel
	14.2
	0.88
	29
	10.5
	0.2822
	0.2822
	0.0286
	0.0288
	2.19

	NTPC
	10.1
	0.99
	18.65
	5.2
	0.2654
	0.5476
	0.1133
	0.1420
	2.26

	Gujrat

Amb
	10.5
	1.03
	35
	4.5
	0.1618
	0.7094
	0.0303
	0.1723
	2.606

	ICICI

Bank
	8.8
	0.91
	12.33
	4.3
	0.2878
	0.9972
	0.0801
	0.2524
	2.830

	BHEL
	9.4
	1.06
	30.5
	4.24
	0.1564
	1.1536
	0.0368
	0.2892
	2.964

	HDFC
	9.1
	0.96
	14.83
	4.2
	0.2590
	1.4126
	0.1908
	0.4799
	2.45

	Bajaj 

Auto
	8.4
	1.03
	14
	3.39
	0.2575
	1.6701
	0.1326
	0.6124
	2.34

	Acc
	8.6
	1.06
	28
	3.30
	0.1325
	1.8026
	0.0401
	0.6526
	2.39

	Hindalco 
	8.3
	1.29
	12
	2.7
	0.3762
	2.1788
	0.1664
	0.8190
	2.37

	Hdfc bank
	6.6
	0.82
	32
	2.39
	0.0461
	2.2249
	0.0210
	0.84
	2.36 C*

	HLL
	7.1
	1.03
	26
	1.9
	0.0792
	2.3041
	0.0408
	0.8808
	2.34

	Dr.

reddys
	6.1
	0.69
	20
	1.5
	0.0345
	2.3386
	0.0238
	0.9046
	2.32


INTERPRETATION:
· Construction of optimal portfolio starts with determining which securities are included in the portfolio, for this the following steps are necessary. 

· Calculation of excess returns to beta ratio for each security under review and rank from highest to lowest.

· The above table shows that the construction of optimal portfolio from BSE SENCEX scripts.

· In the above table all the securities whose excess returns to beta ratio are above the cut-off rate are selected and all those ratios which are below are rejected. 

·  For the portfolio A selected scripts are 10 out of 12 whose excess return to beta ratio are above cut off rate (2.36) are included in the portfolio basket. HLL (1.9<2.34) Dr. Reddy’s (1.5<2.32) securities excess return to beta ratios are less than the cut-off so those securities are extruded from the portfolios.  

Portfolio – B:

	securities
	Returns

R%
	Beta values 

[β]
	Un

Syste

matic

 risk σ²e(%)


	Excess 

Return

over ( β )

Ri-Rf/ β
	( Ri-Rf ) β/

     σ²e
	Cumulative 

( Ri-Rf ) β/

     σ²e
	β²/       σ² e
	Cumulative

   β²/  σ² e
	ⁿC= σm²∑ ⁿ t=1

 ( Ri-Rf ) β/σ²e              1+σm²∑ⁿt=1β²/σ²e                   


	Bharti

Airtel
	14.2
	0.88
	29
	10.5
	0.2822
	0.2822
	0.0286
	0.0288
	2.19

	NTPC
	10.1
	0.99
	18.65
	5.2
	0.2654
	0.5476
	0.1133
	0.1420
	2.26

	Gujrat

Amb
	10.5
	1.03
	35
	4.5
	0.1618
	0.7094
	0.0303
	0.1723
	2.606

	ICICI

Bank
	8.8
	0.91
	12.33
	4.3
	0.2878
	0.9972
	0.0801
	0.2524
	2.830

	BHEL
	9.4
	1.06
	30.5
	4.24
	0.1564
	1.1536
	0.0368
	0.2892
	2.964

	HDFC
	9.1
	0.96
	14.83
	4.2
	0.2590
	1.4126
	0.1908
	0.4799
	2.45

	Bajaj 

Auto
	8.4
	1.03
	14
	3.39
	0.2575
	1.6701
	0.1326
	0.6124
	2.34

	Acc
	8.6
	1.06
	28
	3.30
	0.1325
	1.8026
	0.0401
	0.6526
	2.39

	Hindalco
	8.3
	1.29
	12
	2.7
	0.3762
	2.1788
	0.1664
	0.8190
	2.37

	Hdfc bank
	6.6
	0.82
	32
	2.39
	0.0461
	2.2249
	0.0210
	0.84
	2.36 C*

	HLL
	7.1
	1.03
	26
	1.9
	0.0792
	2.3041
	0.0408
	0.8808
	2.34

	Dr.

reddys
	6.1
	0.69
	20
	1.5
	0.0345
	2.3386
	0.0238
	0.9046
	2.32


INTERPRETATION:

· The desirability’s of any security to include in the portfolio is directly related to excess return to beta ratio and cut-off rate.

· The above information shows that for securities of satyam computers to NTPC Ri-Rf/β is less than cut-off rate (2.36). While securities 11 &12 are less than cut-off rate so from satyam computers to NTPC all the 10 securities are included in the portfolio and ONGC & TCS are not added in the optimal portfolio.

· Here optimal portfolio consists of securities of 10 companies.

Portfolio – C:

	securities
	Returns

R%
	Beta values 

[β]
	Un

Syste

matic

 risk σ²e(%)


	Excess 

Return

over ( β )

Ri-Rf/ β
	( Ri-Rf ) β/

     σ²e
	Cumulative 

( Ri-Rf ) β/

     σ²e
	β²/       σ² e
	Cumulative

   β²/  σ² e
	ⁿC= σm²∑ ⁿ t=1

 ( Ri-Rf ) β/σ²e     1+σm²∑ⁿt=1β²/σ²e       


	           Satyam

C        comp
	18


	1.09
	45
	11
	0.2906
	0.2906
	0.0264
	0.0264
	2.29

	Bharti

airtel
	4.3
	0.88
	29
	10.5
	0.2654
	0.556
	0.0286
	0.055
	3.587

	Reliaince

comm
	10.3
	0.95
	19
	8.4
	0.2650
	0.821
	0.0525
	0.1074
	3.956

	SBI
	10.62
	1.12
	20.5
	7
	0.3070
	1.128
	0.0711
	0.1786
	4.048

	Reliaince 

Ener
	8
	0.66
	22
	5.6
	0.0900
	1.218
	0.0200
	0.2086
	3.94

	L&T
	5.5
	0.80
	    12
	5.2
	0.2333
	1.4513
	0.0544
	0.263
	3.9

	Hero

honda
	4.8
	1.00
	15
	4.54
	0.2533
	1.7046
	0.6777.
	1.9407
	1.637

	gujrat

ambuja
	8.5
	1.42
	12.76
	4.5
	0.3894
	2.094
	0.1580
	1.0987
	1.905

	Ranbaxy


	6.8
	0.82
	32
	4.4
	0.0461
	2.1401
	0.1664
	1.2651
	1.567

	ICICI

bank
	6
	0.74
	4.5
	4.3
	0.1644
	2.3045
	0.1217
	1.3868
	1.567

	BHEL
	6
	0.69
	20
	4.24
	0.0345
	2.3390
	0.0238
	1.4106
	1.5488

	Infosys
	6
	0.89
	5
	4.2
	0.178
	2.517
	0.15842
	1.5690
	1.508


       INTERPRETATION:

· For the portfolio C selected scripts are 12 companies and portfolio basket consists of all the selected scripts whose excess returns to beta ratios are always greater than cut-off rates.

· So the optimal portfolio consists of selected all 12 securities.

                                   FINDINGS
· The investor can recognize and analyze the risk and return of the shares by   using this analysis.

· The investor who bears high risk will be getting high returns. 

· The investor who is having optimum portfolio will be taking optimum returns with minimum risk.

· The investor should include all securities which are under valued in their portfolio and remove those securities that are over valued.

· The investor has to maintain the portfolio of diversified sectors stocks rather than investing in a single sector of different stocks. 

· People who are investing in portfolios mostly depend on the advice of their friends, relatives, financial advisers.

· People generally invest their savings in fixed deposits, recurring deposits, and national savings certificates and government securities as they are less risky and the returns are guarantied.

· Most of the investor invests in basic necessities. They plan to invest in insurance (LIC, GIC) and pension fund as these give guarantied returns and are less risky. 

· Most of the investors feel that inviting in stock/capital market is of high risk there fore they don’t invest in them. 

SSS
                                     CONCLUSIONS
· When compared to other portfolios, portfolio C gives the maximum return with 12 scripts.

· The diversification of funds in different company scripts is possible from the portfolio C compared to others. 

· Market risk is also less when compared with other portfolios. 

· If the portfolio management is efficient and investor is risk tolerant person and investment is the long term perspective than it is better to invest in the MID–Caps and SMALL-Caps companies securities, where the growth of the returns are higher than the LARGE-Caps.

· If investor is risk tolerant person and short term perspective it is good to invest in the LARGE-Caps companies securities.

· I feel that this year small cap and mid cap companies will be performing well when compared to the large-cap as we have observed last year.

SUGGESTIONS

· Select the investments on the basis of economic grounds.
· Buy stock with a disparity and discrepancy between the situation of the firm - and the expectations and appraisal of the public.
· Buy stocks in companies with potential for surprises. 

· Take advantage of volatility before reaching a new equilibrium. 

· Listen to rumors and tips, check for yourself.

·  Don’t put trust in only one investment. It is like “putting all the eggs in one basket “. This will help lesson the risk in the long term.

· The investor must select the right advisory body which is has sound knowledge about the product which they are offering.

· Professionalized advisory is the most important feature to the investors.  Professionalized research, analysis which will be helpful for reducing any kind of risk to overcome.

GLOSSARY

1. CORRELATION: It is the statistical tool with the help of which the relationships between two or more than two variables if it exists, is studied. Correlation is an analysis of co-variation between two or more variables. Analysis involves various methods and techniques which are helpful in studying and measuring the extent of the relationship between two or more variables.

 It is of seven types:
· Direct Correlation

· Inverse Correlation

· Linear Correlation

· Non-Linear Correlation

· Simple Correlation

· Multiple Correlation

· Partial Correlation

· Spurious Correlation or Pseudo Correlation

2. COEFFICIENT OF CORRELATION(r): The measure of  degree of relationship between two variables is coefficient of correlation or correlation index. The coefficient of correlation takes value between -1 and +1 i.e. -1<r<+1.

    3. COEFFICIENT OF DETERMINATION (r2): This gives the percentage variation in the dependent variable that is accounted by the independent variable i.e. it gives the ratio of explained variance to the total variance. 

4. COEFFICIENT OF NON DETERMINATION (1-r2): This gives the

Extent to which a variable is dependable.

5. KARL PEARSON’S COEFFICIENT OF CORRELATION:

a. For Actual Mean

                           sum x*y

R=       ________________________ 

         Sqrt (sum x**2) * sqrt (sum y**2)

          x = X-Avg   (Avg1 = Average of first series)

          y = Y-Avg   (Avg2 = Average of second series)

             b. For Assumed Mean
                   R =           N*Sum u*v – Sum u * Sum v  


(Sqrt ((N * Sum u2 – u**2)) * (sqrt ((N * Sum v2 – v**2))


u= X-A1     (A1 = Assumed mean for X-Series)

              v= Y-A2     (A2 = Assumed mean for Y-Series)

6. RETURN: It refers to the benefits from an investment. It is considered as percentage. It is of four types:

· Single Period Return

· Multi Period Return

· Ex-Period Return

· Ex-Ante Return

7. RISK: It refers to the variability in returns from a security. The most common measure of risk of a security is the standard deviation and variance of returns.

· Standard deviation of returns measures the extent of deviation of returns from the

Average value of returns.

· Variance is referred as the square of standard deviation.

Risk is of two types:

· Systematic risk

· Unsystematic risk
8. SENSEX: Sensex is sensitive index. An index is a number used to represent the changes in a set of values between a base and another time period.     
OBJECTIVES OF SENSEX:

              1. To measure market movements.

              2. Benchmark for funds performance.
FORMS OF SENSEX:       
BSE,NSE,S&P 100,BL,ET-500,ChSE,HSE,CSE,BaSE

BSE consist of: BSE-30,BSE-100,BSE-TECK,BSE IT,BSEPSU,B
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