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· Introduction:
Making money is only half the battle won. Safeguarding the hard-earned money is an issue of concern for us. A Chinese proverb says “Wealth never survives 3 generations.” Well, how much truth it holds, cannot be said without any empirical tests. 
An Idle money or assets generate a cost – opportunity cost. No one would like to have cost which doesn’t give return. So better way to avoid such cost, is to start investing. Investment is basically postponement of present consumption for the future benefits. It involves two major factors. Postponement of present consumption is certain but the benefit of future is uncertain, and that uncertainty is known as risk.  The main question arise in our mind is “Where to invest????” There are (many pools) different sectors available for investments such as Real Estate, Stocks, Bonds, IT, etc…..The two factors are always connected with all the sectors available i.e. Risk & Return. Investing all the money in one sector has always been a high risky. For example those who have invested his all money in Reliance Power are currently facing a huge loss, to avoid such type of Risk; we should channelize the fund in different sectors. Portfolio Management is one such solution where investors can invest their money with an assurance to reduce reasonable amount of risk.
· History of Portfolio Management: 

McFarlan is the first person who planned the approach of the portfolio management in the investment concerns. Later various personalities developed this portfolio management. Portfolio Management is the responsibility of the senior member of the team in the organization. They are also called as the productive team of the company.
· Meaning & Definition – Portfolio Management:
“Portfolio Management” - constitutes of two terms
A. Portfolio 

       &

B. Management

A good way to begin understanding what portfolio management is (and is not) may be to define the term portfolio:
In general term;

The word portfolio comes from a Latin word Port meaning – to move. The second syllable Folio means parper or artifacts. 

The dictionary meaning of Portfolio can be "A case for carrying Papers or Drawings or Maps; usually Leather." You can call it a 'Briefcase'. 
In terms of Finance;

Portfolio can be said to be as a group of financial assets such as stocks, bonds, cash equivalents or other money market instruments. People may talk grandly of ‘running a portfolio’ when they own a couple of shares but the characteristics of a serious investment portfolio is diversity. It should show a spread of investment to minimize risk. Portfolio prudence suggests that investors should construct an investment portfolio in accordance with risk tolerance and investing objectives. Think of an investment portfolio as a pie that is divided into pieces of varying sizes representing a variety of asset classes and/or types of investments to accomplish an appropriate risk-return portfolio allocation.

Definition as per SEBI

PORTFOLIO means”A collection of securities owned by an investor. It represents the total holdings of securities belonging to any person.”

In a business context, we can look to the mutual fund industry to explain the term's origins. Morgan Stanley's Dictionary of Financial Terms offers the following explanation: 

If you own more than one security, you have an investment portfolio. You build the portfolio by buying additional stocks, bonds, mutual funds, or other investments. Your goal is to increase the portfolio's value by selecting investments that you believe will go up in price. 

According to modern portfolio theory, you can reduce your investment risk by creating a diversified portfolio that includes enough different types, or classes, of securities so that at least some of them may produce strong returns in any economic climate.
Simply stating PORTFOLIO means “A range of investments held…..”
And, Management, as we all know is to manage man (here securities) tactfully.

· Portfolio Management:

Portfolio Management in general sense may be described as management of the various financial assets that make a portfolio. It is used to select a portfolio products that help in maximize the profitability or value of the portfolio and to provide balance. It is the art and science of making decisions about investment mix and policy, matching investments to objectives, asset allocation for individuals as well as institutions, and balancing risk against performance. It involves deciding on what assets to include in the portfolio, given the goals of the portfolio owner and changing economic conditions. It is a decision support system designed with a view to met the versatile needs of investors.

The decision of selection involves:
- 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 of different asset bundles are compared.

Portfolio management is all about SWOT (strengths, weaknesses, opportunities and threats) analysis in the choice of debt vs. equity, domestic vs. international, growth vs. safety, and many other tradeoffs encountered in the attempt to maximize return at a given appetite for risk.
· Why a Portfolio Management is a Good Idea?
The answer to this question is explained through the old saying:

“Not putting all eggs in one basket”

Simply, because if you drop the basket, you conceivably lose everything.
· Objectives of portfolio management:
The primary objective of a portfolio management is to achieve the maximum return from a portfolio. However, some other important objectives are as follows: 

(i) Security/safety of principal: 
Security not only involves keeping the principal sum intact but also keeping intact its purchasing power. 
(ii) Stability of income: 
So as to facilitate planning more accurately and systematically the reinvestment or consumption of income. 
(iii) Capital growth:  
It  can  be  attained  by  reinvesting  in  growth  securities  or  through purchase of growth securities. 
(iv) Marketability: 
The ease with which security can be bought or sold. This is essential to provide flexibility to investment portfolio. 
(v) Liquidity: 
It is desirable for an investor to take advantage of attractive opportunities in the market. 
(vi) Diversification: 
The basic objective of building a portfolio is to reduce the risk of loss of capital/income by investing in various types of securities and over a wide range of industries. 
· Portfolio Management Styles & Approaches:

Holding a portfolio is part of an investment and risk-limiting strategy called diversification. By owning several assets, certain types of risk can be reduced. There are two basic styles to approach Portfolio Management: 

(1) Active Approach
(2) Passive Approach

(1) Active Approach: 
Portfolio managers (either independent advisors or managers tied to financial management firms) are constantly involved in the active management of portfolios. The goal of active management is to select securities that will perform better than the overall market. Market research is undertaken to formulate investment strategies. It involves purchasing undervalued securities or selling securities that are overvalued. The success of an investment portfolio depends on the skills of a portfolio manager and the accuracy of market research. It involves a single manager, co-managers, or a team of managers, based on research and decisions on individual holdings attempt to beat the market return by actively managing a fund's portfolio through investment decisions.
(2) Passive Approach: 
This process is limited to selecting securities that track a particular index commonly referred to as indexing also known as index investing.  It includes formulating an investment plan as part of portfolio building. A passive investor has no desire to try to beat the market. Instead, relying on the stock market's history of increasing over the long term, the passive investor, perhaps believing that trying to beat the market is too much work or even futile, will simply purchase a security such as an index fund, which mirrors a benchmark used to track the performance of a market.
· Types of Portfolio Management:
Though list on types of Portfolio Management is long, but broadly it can be divided into 3 types which are as follows:
1. IT portfolio Management

IT portfolio management is the application of systematic management to large classes of items managed by enterprise Information Technology (IT) capabilities. Examples of IT portfolios would be planned initiatives, projects, and ongoing IT services (such as application support).
IT portfolio management as a systematic discipline is more applicable to larger IT organizations; in smaller organizations its concerns might be generalized into IT planning and governance as a whole.

IT Portfolio management is accomplished through the creation of two portfolios:

· Application Portfolio – 
Management of this portfolio focuses on comparing spending on established systems based upon their relative value to the organization. The comparison can be based upon the level of contribution in terms of IT investment’s profitability. Additionally, this comparison can also be based upon the non-tangible factors such as organizations’ level of experience with a certain technology, users’ familiarity with the applications and infrastructure, and external forces such as emergence of new technologies and obsolesce of old ones. 

· Project Portfolio – 
This type of portfolio management specially address the issues with spending on the development of innovative capabilities in terms of potential ROI and reducing investment overlaps in situations where reorganization or acquisition occurs. The management issues with the second type of portfolio management can be judged in terms of data cleanliness, maintenance savings, and suitability of resulting solution and the relative value of new investments to replace these projects. 

2. Project Portfolio Management

Project Portfolio Management (PPM) is a term used by project managers and project management (PM) organizations to describe methods for analyzing and collectively managing a group of current or proposed projects based on numerous key characteristics. The fundamental objective of the PPM process is to determine the optimal mix and sequencing of proposed projects to best achieve the organization's overall goals - typically expressed in terms of hard economic measures, business strategy goals, or technical strategy goals - while honoring constraints imposed by management or external real-world factors.

Typically, PPM begins with the organization developing an inventory (comprehensive list) of all its projects and enough descriptive information about each to allow them to be analyzed and compared. Such descriptive info can include project name, estimated duration, estimated cost, business objective, how the project supports the organization’s overall strategies, and so on. After the project inventory is created, the PPM process requires department heads or other unit leaders to examine each project and prioritize it according to established criteria.The overall list of projects is then considered in order to develop a well-balanced list of supported projects. Some projects will be given high priority and extensive support, some will be given moderate priority, and still others will be placed on hold or dropped entirely from the list. Finally, the project portfolio is reevaluated by the portfolio management team on a regular basis (monthly, quarterly, etc.) to determine which projects are meeting their goals, which may need more support, or which may need to be down-sized or dropped entirely. Since the circumstances of each project and the business environment can change rapidly, PPM is most effective when the portfolio is frequently revisited and actively managed by the team.

3. Investment Portfolio Management
Investment management is the professional management of various securities (shares, bonds and other securities) and assets to meet specified investment goals for the benefit of the investors. Investors may be institutions (insurance companies, pension funds, corporations etc.) or private investors like mutual funds or exchange-traded funds or Individual.
Further Investment Portfolio Management can be further divided into 3 parts which are as follows:

a. The Patient Portfolio: 

This type invests in well-known stocks. Most pay dividends and are candidates to buy and hold for long periods...Perhaps forever!!!! The vast majority of the stocks in this portfolio represent classic growth companies, those that can be expected to deliver higher earnings on a regular basis regardless of economic conditions. 

b. The Aggressive Portfolio: 

This portfolio invests in "expensive stocks" (in terms of such measurements as price-earnings ratios) that offer big rewards but also carry big risks. This portfolio "collects" stocks of rapidly growing companies of all sizes, that over the next few years are expected to deliver rapid annual earnings growth. Because many of these stocks are on the less-established side, this portfolio is the likeliest to experience big turnovers over time, as winners and losers become apparent. 

c. The Conservative Portfolio: 

They choose stocks with an eye on yield, as well as earnings growth and a steady dividend history

· Portfolio Theories:
· Why Portfolio theories are important for portfolio management? 

Portfolio Theories forms base for Portfolio Management.

The investment process consists of 2 tasks. The first one is Security Analysis which is concerned with assessment of risk and return characteristics of investment alternatives available. The second task is selection of portfolio that involves choice of the best possible portfolio out of the set of feasible portfolio. Prior to the development of portfolio theory the investors dealt with the concept of risk and return loosely. Naturally, only smart investors knew the benefits of diversification. Portfolio Theory guides investors about the method of selecting securities that will provide the highest expected rate of return for any given degree of risk or that will expose the investor to a degree  of risk for a given a expected rate of return. They can be discussed under the two heads:
1. Traditional Portfolio Theory

2. Modern Portfolio Theory
a. Markowitz Model 
b. Capital Asset Pricing Model (CAPM)      
1. Traditional Portfolio Theory:

Traditional Portfolio Theory deals with evaluation of risk and return conditions of each security. The traditional approach to the portfolio management concerns itself with the investor definition of portfolio objectives, investment strategy, diversification and selection of individual investment.
It suggests that:

a. An investor should make sufficient provisions of money, after all adjustment of his family expenses

b. The investor may stick on to a financial discipline.

c. The investor should take greater protection for inflation.

d. The success of the investment game will depend upon investor’s psychology rather than the stock market gimmicks.

2. Modern Portfolio Theory:

Portfolio theory was originally proposed by Harry Markowitz (Economist – University of Chicago) in 1950`s was the first formal attempt to quantify the risk of a portfolio and developed a model for determining optional portfolio. He is regarded as the FATHER OF MODERN PORTFOLIO THEORY. He was the first person to show quantitatively why and how diversification reduces risk. In recognition of its seminal contribution in this field he was awarded the Nobel Prize in economics in 1990. He developed the methodology for determining optimal portfolio. His entire work led to the concept of efficient portfolio or optimal portfolio. Markowitz model is based on theoretical framework for analysis of risk and return.  According to Markowitz, “ A portfolio is said to be efficient if it is expected to yield the highest possible return for the lowest risk or a given level of risk.” In other words, Markowitz explained how to best assemble a diversified portfolio and proved that such a portfolio would likely do well. 

a. Markowitz Model

Basic Assumptions for Markowitz model:
i. The market is efficient and all the investors have in their knowledge all the facts about the stock market and so on. An investor can make superior returns either by fundamental or technical analysis or by finding intrinsic value of shares. Thus, all investors are in equal category.

ii. All investors before making investment decisions have common goal. The goal is avoidance of risk, because the investors are risk averse.

iii. All the investors would like to earn the maximum rate of return that they can achieve from their investment.

iv. All investors have identical estimates of means, variances and covariance of return among securities.

v. All the securities are perfectly divisible and liquidable and there are no taxes on income.

vi. Risk can be reduced by diversification of portfolios.
This model determines efficient set of portfolio through 3 important factors:

· RETURN
· STANDARD DEVIATION
· CO-EFFICIENT OF VARIANCE
Formula:


Rp = ∑ Xi Ri 

Rp = Mean Return of the portfolio

Xi = Actual rate of return on security i in the portfolio
Ri = Proportion of security i in the total portfolio

b. Capital Asset Pricing Model (CAPM)
A major breakthrough in the field of portfolio management was the development of CAPM (Capital asset pricing model) which is concerned with 

1. What is the relationship between risk and return of an efficient portfolio? 

2. What is the relationship between risk and return for individual security? 

It was developed by Sharpe and Linter in 1960. The CAPM in essence, predicts the relationship between the risk of a security and its return. This relationship is useful in producing a benchmark. It also helps us to make an informed guess about the return that can be expected from a security that has not yet been traded in the market. Although the empirical evidence on the CAPM is mixed, it is widely used because of the valuable insights. William Sharpe its principal originator was awarded the Nobel Prize in economics for his work. 

This model reveals that company risk and market risk is related by a variable namely ’BETA.’ It further explains that total risk of portfolio can be divided into systematic risk and unsystematic risk cannot be eliminated and is correlated with that of market portfolio.
Basic Assumptions of the Model:

All Investors:

· Aim to maximize economic utility. 

· Are rational and risk-averse. 

· Are price takers, i.e., they cannot influence prices. 

· Can lend and borrow unlimited under the risk free rate of interest. 

· Trade without transaction or taxation costs. 

· Deal with securities that are all highly divisible into small parcels. 

· Assume all information is at the same time available to all investors.

Formula:
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where:
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is the expected return on the capital asset 
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is the risk-free rate of interest such as interest arising from government bonds 
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(the beta coefficient) is the sensitivity of the asset returns to market returns, or also 
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, 
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is the expected return of the market 
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is sometimes known as the market premium or risk premium (the difference between the expected market rate of return and the risk-free rate of return).
· Portfolio management Strategies

Portfolio Management Strategies can be divided into 2 parts which are as follows:
(A) Stock Portfolio Management Strategies

(B) Bond Portfolio Management Strategies

(A) Stock Portfolio Management: Stock portfolio management strategies can further be sub-grouped into two categ6ries: 

      I. Hedging Tools 
      II. Diversification tools 

I. Hedging Tools: 
Hedging refers to taking position opposite to the current exposure. Hedge ratio is the ratio of one position relative to other where risk is neutralized. Hedging does not remove losses. The best that can be achieved using hedging is the removal of-unwanted exposure that is unnecessary risk. Hedging strategies are: 

Relative Strategies 

· Straddle: Buying a put and a call option at same exercise price. When one invest in straddle, he will be benefited whether the price of the share falls or rises. However, option premium and transaction cost is the net loss to the holder of the straddle. Hence straddle is beneficial only if there is greater volatility in the share price. In the share price remains near to exercise price, holder of straddle may find himself in loss. 

· Strangle: A strangle is an option strategy which involves the purchase of a call and put that are both slightly out of the money and have the same expiation date, and are of the same underlying security. The investor would use this strategy if he feels that the underlying security is volatile and is going to make a larger move. 

· Strip and Strap: A combination of two puts and a call is a STRIP, while two calls and a put is STRAP. This type of combination is formed on the basis of future expectation of price trends as well as for hedging purpose. For example, if it is expected that in near future market will head southwards, strip will be a better option. 

· Spread: A spread involves the purchase of one option and sale of another on the same stock. It comprises either all calls or all puts and not a combination of two. 
· Option spread having different exercise price but the same expiration date are called vertical spread. On the other hand, if the exercise price is same and the expiration dates are different, such combinations are called horizontal spread or calendar spread or time spread. Spreads comprising options with different expiration dates and exercise prices are called diagonal spreads. 
· Butterfly Spread: The butterfly spread is a neutral option strategy position most often involving three different strike price calls. One call is bought at the lowest strike price. Two calls are sold at the middle strike price and one call is bought at the highest strike price, it can also be implemented using puts. The investor would use this option strategy if he feels that the underlying security is not too volatile and would not experience too much of a net rise or fall by expiration. 

· Ratio call spread: It is established by purchasing a certain amount of calls at one strike price and simultaneously selling more calls then purchased at higher strike price. Ratio of selling calls may be 1.5 or 1 .25 depending upon the expected behavior in future. 
· Portfolio Hedging using Index option: This strategy is similar to the strategy for portfolio hedging using futures. The only difference is that options are purchased in place of futures. Portfolio hedging using futures is discussed below; 
· Portfolio hedging using futures: With the help of future contract one can hedge risk of underlying security by entering into reverse future contract of underlying. For example, for long position in underlying one can short future of that underlying and vice-versa. Similarly, index future contracts can also be used for hedging a portfolio of underlying. An investor holding portfolio investment is always worried about decline in the value of portfolio due to decline in stock prices. Index futures can be used to hedge portfolio from potential downside due to a market drop. Index futures can also be used to increase the exposure in the market, which will also increase return. In that case we will proceed as below: 
a. Calculate current value of portfolio 
b. Calculate portfolio beta

c. Find out spot value of index i.e. NIFTY or SENSEX 
d. Calculate desired portfolio beta. 
e. Desired portfolio beta is based on desired return. 
f. Calculate number of future contracts required for hedging the portfolio and achieving desired beta of portfolio 

Selection of the strategy is the matter of perception of the investor. There are 3 major types of strategies that can be used for hedging using futures: 

i. Stock to stock future 
ii. Stock to Index Future 
iii. Portfolio to index future 

Cross Strategies 
· Covered Option Writing: A strategy in which one sells call option while simultaneously owning an equivalent long position in the underlying security/future is known as covered call. 

A strategy in which one writes put option and simultaneously shorts an equivalent position in the underlying security/future is known as covered put. 

· Protective Call: A protective call is an attempt to protect a short sale of stock by buying a call in an equivalent position. The call acts as protection for the short sale. Theoretically, the risk exposure to a short sale is unlimited; buying a call limits the risk. An investor can protect himself from a rise in price using the protective call. 

· Protective Put: A protective put is an attempt to protect a long position in stock! Future by buying a put in an equivalent position with strike price equal to purchase price of stock/future. Buying a put hedges the risk of decline in price. 

· Put Call Parity: Put-call parity theorem implies relationship between put price, call price and the underlying asseVfuture. It may be in two forms: 

a) Synthetic long: It is buying a call and selling a put at same strike price with same maturity date. In both the cases, if option is exercised by the holder delivery of underlying is to be taken. 

b) Synthetic short: It is selling a call and buying a put at same strike price with same maturity date. In both the cases, if option is exercised by the holder delivery of underlying is to be given. 

With the help of put call parity, one can constitute risk free portfolio, where the outcome will be same whatever happens to the share price. The hedge ratio according to this theorem is 1: 1 : 1 that means equal quantity of share, call and put. 

· Option Delta: The appropriate hedge ratio of stock to option is known as the option delta. A hedge position can be established by buying or selling the stock and by writing options. For example, if option delta for call is half, it means buying one underlying/future and selling two calls. In this case overall position is perfectly hedged in the sense of providing the same value at the end of the period, regardless of the stock price outcome.

     Other interpretations of option delta are: 
     1. If there is Rs. 1/- increase in the price of underlying asset, option premium will increase by Rs.0.50/- and vice versa. 

     2. There is 50% probability that option will be expiring in the money. 

II. Diversification Tools: 
Diversification refers to a strategy or technique in which risk created by one security is offset by making investment into another security having negative correlation. Securities have tendency to move towards market direction hence if market goes up then securities also move in the same direction and vice-versa. This tendency creates a risk of decline in the valuation of portfolio when market goes southwards. The risk created ‘by the short-term market volatility can be managed by diversification of portfolios. Portfolios can be diversified by two ways: 

a. Through individual stocks 
b. Through mutual funds 

a. Diversification through individual stocks: 
In this technique, investors search for the stocks, which have a negative correlation to the stock in which he is already having position. Negative correlation here means that if the stock ‘X’ moves downwards then stock ‘V’ will move upwards. Hence the loss of value in stock ‘X’ can be preserved or recouped by the appreciation in the value of stock 

b. Diversification through Mutual Funds: 

Mutual fund is a trust that pools together the savings of a number of investors who share a common or mutual financial goal. Mutual fund collects the money from investors and invests the same as per the objective of the fund. They invest in various sectors like equities, bonds, and government securities. Investor can select the appropriate fund as per his financial goal and appropriately diversify the portfolio. Investor can diversify his portfolio by investing his funds taking into consideration the relationship between various funds.
(B) Bond Portfolio Management Strategies 
Stock market investors will choose a particular risk level on the SML and invest at this point, choosing only those securities that lie on the SML (or above it). Stock investors have different levels of risk/return requirements. Bond investors will do the same thing. A young, aggressive bond investor may choose a high-risk bond and is willing to risk his principal investment. A retiree may not be willing to take a risky bond investment and may, instead invest in conservative bonds. There are three major types of strategies: 

1. Passive portfolio management strategies 
2. Active portfolio management strategies 
3. Matched-funding strategies 
1. Passive portfolio management strategies 

There are two major passive strategies:

· buy-and-hold 

· indexing 

Buy-and-hold Strategy: 
This strategy simply involves buying a bond and holding it until maturity. Bond investors would examine such factors as quality ratings, coupon levels, and terms to maturity, call features and sinking funds. These investors do not trade actively to earn returns, rather they look for bonds with maturities or durations that match their investment horizon. 

There is also a modified buy-and-hold strategies in which investors buy bonds with the intention of holding them until maturity, but they still actively look for opportunities to trade into more desirable positions. [However, if you modify this too much it turns into an active strategy.
Indexing: 
Indexing involves attempting to build a portfolio that will match the performance of a selected bond portfolio index, such as the Shearson Lehman Hutton Government/Corporate Bond Index, Merrill Lynch Index, etc. This portfolio manager is judged on his ability to track the index.

2. Active Management Strategies:
These strategies require major adjustments to portfolios, trading to take advantage of interest rate fluctuations, etc. There are five major active bond portfolio management strategies:
· Interest rate anticipation 

· Valuation analysis 

· Credit analysis 

· Yield spread analysis 

· Interest Rate Anticipation
This is the riskiest strategy because the investor must act on uncertain forecasts of future interest rates. The strategy is designed to preserve capital (lose as little as possible) when interest rates rise (and bond prices drop) and to receive as much capital appreciation as possible when interest rates drop (and bond prices rise).

These objectives can be obtained by altering the maturity or duration of their portfolios. Longer maturity, or longer duration, portfolios will benefit the most from an interest rate decrease and vice versa. Thus, if a manager expects an increase in interest rates, they would structure portfolio to have the lowest possible duration. 

The problem faced with this type of strategy is the risk of mis-estimating interest rate movements. It is difficult (EXTREMELY) to predict (with accuracy) interest rate movements. 

· Valuation Analysis
The portfolio manager looks for undervalued bonds--those bonds that have a computed value (according to the portfolio manager) higher than the current market price). This also translates to those bonds whose expected YTM is lower than the current YTM. This strategy requires lots of analysis (continuous evaluations) and lots of trading based on the analysis. Based on your confidence in your analysis, you would buy undervalued bonds and sell overvalued bonds (or ignore them if they are not in your portfolio).

· Credit Analysis
Credit analysis involves examining bond issuers to determine if any changes in the firm's default risk can be identified. We try to determine if the bond rating agencies are going to change the firm's rating. Rating changes are prompted by internal changes within the firm as well as external changes. Various factors examined include financial ratios, GNP, inflation, etc.

Many more downgrading occur during economic contractions [However from 1985-1990 downgradings increased substantially despite an economic expansion.]. To be successful in utilizing bond rating changes, you must accurately predict when the bond rating change will occur and take action prior to the change. The market does react to unexpected bond rating changes, however, it reacts quickly.

· Yield Spread Analysis
A portfolio manager would monitor the yield relationships between various types of bonds and look for abnormalities. If a spread were thought to be abnormally high, you would trade to take advantage of a return to a normal spread. Thus, you need to know what the "normal" spread is, and you need the liquidity to make trades quickly to take advantage of temporary spread abnormalities.

(C) Matched-Funding Techniques

The matched-funding technique incorporates the passive buy-and-hold strategy and active management strategies. The manager tries to match specific liability obligations due at specific times to a portfolio of bonds in a way that minimizes the portfolio's exposure to interest rate risk (the uncertainty of returns due to possible changes in interest rates over time). These techniques are meant to avoid or offset risk, and they typically require constant monitoring and many transactions to achieve the intended goal.

Many of these techniques were developed in the 1980s (due to highly volatile interest rates) for pension funds (known obligations), individual retirement planning, college education, etc. These investors needed $x at x date. With interest rates that were highly volatile, at the needed date, bond prices could be down (substantially below the needed amount). Thus, many investors wanted techniques that would help them match future liability streams with bond portfolios that would provide the required funds without having to worry about where interest rates would be at the time.

· Portfolio Management Process:
The process of portfolio management is a complex processes comprising seven broad phases that are interrelated with each other. These phases are as follows:

Phase 1: Specification of Investment objectives and constrains
Phase 2: Choice of Asset Mix
Phase 3: Formulation of portfolio Strategy
Phase 4: Selection of securities
Phase 5: Portfolio Execution
Phase 6: Portfolio Revision
Phase 7: Portfolio Evaluation
Phase 1: Specification of Investment objectives and constrains

The first step in the process of portfolio management is to define the investment policy specifying investment objectives, constraints and preferences of investor. There are three commonly stated investment objectives namely income, growth and stability i.e. an investor aims at a steady income through regular interest payment, growth in terms of appreciation of the principal amount and stability means to protect the principal amount from risk of loss. Since income and growth are the two ways by which return is generated and stability implies to elimination of risk. The investment objective can broadly be expressed into two terms return and risk. 
Therefore, the investment objectives are follows: 

At first an investor should 
- determine a level of risk he can afford to take i.e. define how much risk he can bear and 
- then decide how much money he wants to make. Determining the risk one can bear depends upon two factors: 
(a) Your financial position and 
(b) Your temperament.
In pursuing investment objectives which are specified in terms of risk tolerance and return requirements, it is essential to keep in mind the constraints arising out of following factors: 

· Liquidity:

Liquidity needs are an important constraint to be taken into account while planning a portfolio. A proper assessment of liquidity needs can help an investor plan his investments so that he can stay invested and receive the estimated benefits from longer term investments.

· Time horizons:

The investment planning period for individuals is highly variable from individual to individual. Individuals who are early in their life cycle have a long time horizon, one which can absorb and smooth out the ups and downs of risky combinations of assets like common stock portfolios. These individuals can build portfolios of riskier assets and can use more risky investment strategies. Later, in life individuals have a much shorter horizon and should therefore tend toward less volatile portfolios, typically consisting of more bonds than stocks, with the bonds of higher quality and shorter duration and stocks of higher quality and lower volatility.

· Tax Consideration:

The tax rates applicable to an individual investor play an important role in portfolio management. Investors in high-tax bracket would benefit by investing in tax free investment avenues. Similarly, emphasis on either dividend income or on large capital gains would depend upon the tax rates applicable to these incomes. 

· Risk:

Since most people want to get maximum returns, at the same time minimize risk, an important issue in structuring a portfolio is the consequences of loss. This seems far more important than the chance of loss. Even if the chance of loss is small, the consequences can be so serious that the individual must either avoid the risk altogether or must insure against it if he is unable to avoid it.
A retired person who has no earning power outside his portfolio is viewed as risk averse as he does not have the opportunity to recoup losses or compensate for any diminution of capital. These events may have a direct impact upon his standard of living. On the other hand, an aggressive business person has sufficient earning power to sustain his standard of living. He also has many years to recoup his losses.
Phase 2: Choice of Asset Mix

Once e investment objectives have been defined and clearly stated and the constraints identified, the next step is to select an asset mix that meets these objectives and constraints. An investor has following asset categories to invest namely 
 i. Cash
ii. Bonds

iii. Stocks

iv. Real Estate

v. Precious Metals

vi. Other
For any investor, the first priorities would be a residential house and sufficient insurance cover. Once these have been met and the requirement of short term liquidity needs have been taken care of, the asset mix decision consists mainly of choosing the proportion of investment in equity and non-equity or fixed income investments.
Phase 3: Formulation of portfolio Strategy

After choosing certain asset mix the next step is to formulate an appropriate strategy for the same. There are two strategies available: Active strategy and Passive strategy. 

An active strategy is followed by investment professionals and aggressive investors who want to earn superior returns after adjustment for risk. There are four key points of active strategy: 
(1) Market timing: 
This involves departing from the normal asset mix to reflect one's assessment of the prospects of various assets in near future. 
(2) Sector rotation: 
This concept can be applied to both stocks and bonds. When applied to stocks it involves shifting the weightings for various industrial sectors based on their assessed outlook. Whereas when this concept is applied to bonds it involves shift in the composition of the bond portfolio in terms of quality, coupon rate, term to maturity, etc. 

(3) Security selection:
 Security selection involves search for under-priced securities. 

In case of stocks you can employ fundamental or technical analysis to identify the stocks that can give superior returns while in case of bonds you can choose bonds that offer highest yield to maturity at a given level of risk. 

(4) Use of a specialized concept:
Another way to get superior returns is applying specialised concepts like growth stocks, out of favour stocks, asset-rich stocks, technology and cyclical stocks. 

The passive strategy is based on the assumption that capital market is quite efficient with respect to available information. Therefore, getting superior returns through active strategy is considered fruitless. 
Passive strategy calls for two things. First, creating a well diversified portfolio at pre-determined level of risk and holding it unchanged over a period of time, unless it becomes inconsistent with the investor's risk-return preferences. Besides these two strategies, we can develop at our own and some of them we have discussed earlier in this paper

Phase 4: Selection of securities

This phase includes selection of fixed income securities and equity shares. There are three factors that should be considered in selecting fixed income securities:
· yield to maturity, 
· risk to default, 
· tax shield and 
· Liquidity. 
Similarly, there are three approaches to selection of equity shares: fundamental analysis, technical analysis and random selection.
a. Fundamental analysis focuses on fundamental factors like earning level, growth prospects and risk exposure to establish intrinsic value of a share. The recommendation to buy hold or sell is based on comparison of intrinsic value and prevailing market price.

b. Technical analysis looks at price behaviors and volume data to determine whether the share will move up or down or remain trend less.

c. Random selection analysis is based on the premise that the market is efficient and security is properly priced.

Phase 5: Portfolio Execution

By the time you reach to this phase of portfolio management, all the important issues have already been sorted out. The only thing left is to implement the portfolio plan. For effectively handling this phase it is essential to keep in mind following points: 

What the trading game is like? 

What is the nature of the transactors? 

Who are the possible winners and losers in the game? 

What guidelines should be kept in mind while trading? 

Phase 6: Portfolio Revision

Irrespective of how well you have constructed your portfolio it never remains same and becomes inefficient over a period of time. This is so because the investor's preferences of risk and return changes over a period of time. Therefore, it becomes essential to continuously monitor and revise portfolio based on changing preferences. This phase consists of two things namely 

(1) Portfolio Rebalancing: 
It involves reviewing and revising the composition of portfolio. There are three basic policies under this: 
· buy and hold policy, 
· constant mix policy and 
· portfolio insurance policy
Under buy and hold strategy, the previous portfolio remains same irrespective of what happens to relative values. In simple words, no rebalancing is done. 

Constant mix policy calls for maintaining the proportions of stocks and bonds in line with their target value. 

The portfolio insurance policy calls for increasing the exposure to stocks when the portfolio appreciates in the value and decreasing the exposure to stocks when portfolio depreciates in value. The basic idea is that the portfolio value should not fall below a floor level. 

(2) Portfolio Upgrading: 
It involves re-evaluating the risk - return characteristics of various securities, selling over-priced and buying under-priced securities. It may also include other changes as felt necessary by the investor. 

Phase 7: Portfolio Evaluation

The key factors affecting portfolio performance evaluation are rate of return and risk. Let us look at them in detail. 
To calculate rate of return of the portfolio over a period of time, following measures may be employed: 
(i) arithmetic mean 
(ii) internal rate of return and 
(iii) Geometric mean. 
Whereas to calculate risk measures employed are: 
(i) variance and 
(ii) Beta.

For evaluation the performance of a portfolio it is essential to consider both risk and rate of return. For this, the three popular portfolio performance measures used are 

(i) Treynor’s Ratio

(ii) Sharpe’s Model

(iii) Jenson’s Measure

· Factors affecting investment decisions in portfolio management  

(i)    Objectives of investment portfolio: 
There can be many objectives of making an investment. The manager of a provident fund portfolio has to look for security (low risk) and may be satisfied with none too higher return. An aggressive investment company may, however, be willing to take a high risk in order to have high capital appreciation. 

(ii)   Selection of investment:  

(a) What types of securities to buy or invest in? There is a wide variety of investments opportunities available i.e. debentures, convertible bonds, preference shares, equity shares, government securities and bonds, income units, capital units etc. 
(b)  What should be the proportion of investment in fixed interest/dividend securities and variable interest/dividend bearing securities? 
(c)   In case investments are to be made in the shares or debentures of companies, which particular industries show potential of growth? 
(d)  Once industries with high growth potential have been identified, the next step is to select the particular companies, in whose shares or securities investments are to be made. 

(iii)  Timing of purchase:  
The timing of purchase is very crucial. At what price the share is acquired for the portfolio depends entirely on the timing decision. It is obvious if a person wishes to make any gains, he should “buy cheap and sell dear” i.e. buy when the shares  are  selling  at a low price and sell when they are at a high price. Timing the purchase is very difficult as it is not easy to predict the movements of securities in the market. 
· Basic principles of effective portfolio management 

The two basic principles for effective portfolio management are: 
(i)  Effective  investment  planning  for  the  investment  in  securities  by  considering  the following factors:
           (a)  Fiscal, financial and monetary policies of the Government of India and the Reserve Bank of India. 
           (b)  Industrial and economic environment and its impact on industry prospects in terms of prospective technological changes, competition in the market, capacity utilization with industry and demand prospects etc. 
(ii)  Constant  review  of  investment:  Portfolio mangers  are required  to review  their  investment in securities on a continuous basis to identify more profitable avenues for  selling and purchasing their  investment.  For this purpose they will have to carry the following analysis: 
           (a)  Assessment of quality of management of the companies in which investment has already been made or is proposed to be made. 

           (b)  Financial  and  trend  analysis  of  companies’  balance  sheets/  profits  and  loss accounts to identify sound companies with optimum capital structure and better performance  and  to  disinvest  the  holding  of  those  companies  whose performance is found to be slackening. 

           (c)  The analysis of securities market and its trend is to be done on a continuous basis.

· Portfolio Stress Testing:

Portfolio stress testing is a means of identifying unusual circumstances that could lead to larger than expected losses. It frequently takes the form of scenario analysis or a simulation of historical or hypothetical events.

In a scenario analysis, stylized scenarios ranging from modest to extreme outcomes are modeled individually whereas, simulation of hypothetical or actual historical events is used to see how the entire portfolio would perform when subjected to a given set of extreme conditions.

· Portfolio Management Services

Portfolio Management Services is one of the merchant banking activities recognized by SEBI. The PMS can be rendered either by SEBI authorized categories I & II merchant bankers or portfolio managers or dictionary portfolio manager as defined in clauses (e) and (f) of Rule 2 of SEBI (Portfolio Managers) Rules, 1993. Residing the importance of PMS, the SEBI has laid down certain guidelines for the proper and professional conduct of PMS. As per guidelines, only Recognized Merchant Bankers registered with SEBI are authorized to offer these services. In India as well as in a number of Western countries, PMS has assumed the role of a specialised service now-a-days and a number of professional merchant bankers compete aggressively to provide the best to high net worth clients, who have little time to manage their investments.
· Who is Portfolio Manager?

Any person who pursuant to a contract or agreement with a client, advises or directs or undertakes on behalf of the client, the management or administration of a portfolio of securities or the funds of the clients, as the case may be.

· Role of Portfolio Manager:

· Risk Analyst

· Guide for Beginners

· Maintenance and updating of financial performance

· Study of environments
· Multifunctional
· Prerequisites for Portfolio Manager:

· Register under Portfolio Managers Rules and Regulations 1993

· Pay the applicable fees

· Coordinate with relating authorities

· Maintenance of Records

· Compliance with SEBI
· Common Mistakes made by Investors:
· Underestimating the time horizon for your assets

· Misaligning investment objectives and portfolio strategy

· Confusing income needs with cash flow needs

· Overlooking unintended risk factors

· Ignoring foreign securities markets

· Making investment bets based on widely known information

· Recent Development:

The Securities & Exchange Board of India (Sebi) is considering allowing exchange-traded derivatives to be a part of portfolio management services (PMS), according to executive director R K Nair.
· Pillar of successful portfolio Management:

Before any success – in nearly any area of expertise – you need some preparations. This could be a theoretical background or years of experience. Let’s say that you have been there. The preliminaries are over. Then the question is; what are the pillars of successful portfolio management……….??????
There are those investment gurus, like Peter Lynch, Warren Buffet or George Soros, S. P. Tulsian whom we might want to take example by; Peter, Warren or George. Their rules have been successful so why shouldn’t we copy them.

So the first pillar is about these Rules. Investment is a game you can learn and there are many examples to follow. Just open your search engine and type: Peter Lynch Rules. I searched for Warren Buffet Rules and found: Rules # 1: never loose money, Rule # 2: Never forget rules # 1.

Anyhow, the investment game is not new, information is nearly free and you should be able to retrieve a set of rules used by the masters.

This brings us to the second pillar Credibility. Credibility is one of the most important topics in both economics as in investment. The investment market acts by the existence of expectations, and these expectations bear certain credibility. Companies that report earnings that continue to fail expectations will under-perform for a long period, even when the next first reported earnings will meet the expectations again. The link with rules is perhaps a bit different that you might have thought at first. The rules you apply needs to be credible. And this can only be the case when they are yours. 
You are not Peter, nor Warren or George. After a while you will know what rules work for you and which do not.

And then, pillar number three. Once you have found your rules, you need the discipline to follow them. This is perhaps the most difficult one. Do what you have said to do. Think about the following anecdote. Someone in a little village always bought a lottery ticket on Friday. Always buying the same number. Always on Friday. One day, this person, after years of gambling and never any reasonable prize... That Friday this person, thought, “I’m off. I quit.”

And you probably already know what happened later that day...

· Interesting observations & Concluding Remarks:

There are some firms and advisors who might suggest a higher risk portfolio - if they do, beware. It is theoretically possible for a portfolio to be so well managed that it is mainly comprised of equities and has a medium risk. But in reality, this does not happen very often and the percentage of equities in the total portfolio does reveal the risk-level pretty reliably. As a general rule, if your investments can ever drop in value by 20-30%, it is a high-risk investment. It is, therefore, also possible to measure the risk level by looking at the maximum amount you could lose with a particular portfolio. 

This is evident if you look at a safer investment like a bond fund. At the worst of times, it may drop by about 10%. Again, there are extremes when it is more, but by and large, the fluctuations are far lower than for equities. 

Why then do people end up with higher risk levels than they want…..????? 
One potential problem is that the industry often makes more money from selling higher-risk assets, creating the temptation for advisors to recommend them.
Also, investors are easily tempted by the huge returns that can be earned in bull markets. They tend not to think about possible losses, and they may take it for granted that their fund managers and brokers will have some way of minimizing or preventing losses.

Despite the potential upside, when the equity markets go down, most equity-based investments go down with it. For this reason, the most important and reliable way of preventing losses and nasty surprises is to keep to the basic asset allocation rules and to never put more money into the stock market than corresponds to the level of risk that is appropriate for you.
Whichever strategy or type you will use, managing successful portfolios are a bit like cultivating gardens! Although the fruits of one's labors do not appear immediately, it is essential to maintain discipline and vigilance while focusing on the eventual harvest. 

Discipline and vigilance must always characterize your management style. Stick to a core strategy with a low-risk profile, reflecting a more disciplined, value-oriented and diversified approach. 

When markets rise many investors feel comfortable just to be participating. But when markets start gyrating investors start taking more critical looks at their portfolios. 

On several occasions, stock prices will experience substantial increases or severe declines. Amidst these ups and downs, follow your strategy, and as a refuge, concentrate mostly on dividend paying stocks and attractively priced companies that are poised for positive change. 

You can beat the indexes and funds! 

There are three ways to win: 

1. Rational Analysis 

2. Crystal Ball and 

3. inside Information! 

But... 
You'd better leave the last two methods to fortune tellers and spies! 

You should always focus on rational financial analysis with fundamental screening and charting. 
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