CAPTIAL MARKETS – 
PORTFOLIO MANAGEMENT 	


INTRODUCTION

When you buy a share somebody else must be selling it. You buy in anticipation of price rise in the near future that is you believe that the share is under-priced whereas the seller is thinking in the opposite direction.
	
We all know that the shares are subject to continuous ups and downs and understanding and mastering the market means understanding the timing namely when to buy a share? And when to sell it? We should buy when it is low and sell it when it is at its peak. Though this statement looks very simple in practice it is rarely achieved.  
The Next question is, 
Is it possible to master or predict the share price movements?  We have two theories 

A) According to RANDOM WALK THEORY it is not possible to predict the share price movements as, they are speculator dens and behave like a drunkard. Always the novices will make money and get lured after getting addicted they become bankrupts. 

B) DOWJONES THEORY on the other hand believes that it is possible to predict the share market movements through a scientific approach such as fundamental analysis (Economy Analysis, Industry Analysis and Company Analysis) and technical analysis one can understand, interpret and predict the rise and fall of the prices.

CAN WE PREDICT THE SHARE MOVEMENT
Random Walk Theory
No
Yes
Dow Jones Theory









BULL AND BEAR 
BULL PHASE: Share market is a combination of bulls and bears.  When the prices are rising the stock market is said to be in a bull phase, which is represented in fig.1. Where the successive peaks are higher than the previous ones that is P2 is more than P1, and P3 is more than P2 and so on. Similarly the successive troughs are higher than the previous ones, (i.e.) T2 is more than T1 and T3 is more than T2, etc. A person is said to be bullish if he anticipates that a particular share price will go up.  Therefore he buys and then sells it.  A bull always goes long that is buys and later sells.  

BEAR PHASE: The share market is said to be under bear phase, when the share prices are falling, the phase can be identified by the successive peaks being less than the previous ones and similarly successive troughs are less than previous ones.  

A person is said to be bearish if he anticipates that the particular share price will fall and consequently he will sell now and buys later when the share price actually falls. 
A Bear always goes short that is he sells and later buys the share.
The Bull and Bear phases are graphically represented as under:
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PORTFOLIO THEORY – DON’T PUT ALL THE EGGS IN THE SAME BASKET.  

Let us consider the following data where Mr. Maruti has Rs.1,00,000 and considering the following alternative investments. 

TABLE: 1.                                              
             
	Annual Returns on Stock A and B

	Year
	Stock A
	Stock B
	Portfolio AB

	1995
	10%
	15%
	12.5%

	1996
	30%
	-10%
	10%

	1997
	-10%
	 25%
	7.5%

	1998
	 5%
	 20%
	12.5%

	1999
	 10%
	 15%
	12.5%

	     Average returns
	 9%
	 13%
	11%

	
	
	
	

	  Standard deviations
	14.3%
	13.5%
	2.2%



The above data shows the company can invest in any one of the securities as they all yield same return and have same risk (Standard deviation is same). However if you invest 50% in A and 50% in B we can observe that the return from the portfolio remains same but the risk is reduced.

RISK DIVERSIFICATION:  
Suppose you have Rs.10, 00,000 for investment in equity shares   which of the alternatives would you choose.
	Alternative I
	Alternative II
	Alternative III
	Alternative IV

	Infosys
	Infosys
	SBI
	TISCO

	
	Wipro
	ICICI
	ACC

	
	Satyam
	Vijaya Bank
	Infosys

	
	
	
	Ranbaxy




ANALYSIS: 
Instead of investing the entire amount in a single security we can diversify the risk by investing in more number of securities. The analysis of the second table shows, the standard deviation of a single security selected on a random basis shows a standard deviation of 49% that is the expected return may vary 49% below or above the expected return. 

If we introduce one more security, standard deviation reduces to 37% and about 10 securities will reduce SD to 24%  but if the portfolio contains more securities the reduction in risk is much less and above 100 securities it is almost. The inference is that one can draw is, always invest in more securities to diversify the risk and an ideal portfolio must include only 10 -15 securities. Anything more will become crowd. Let us go through this empirical data.

TABLE: 2.		
Computation of RISK
	Portfolio Standard Deviations

	(1)
	(2)

	Number of Stocks in Portfolio
	Average Standard Deviation of Annual Portfolio Returns

	1
	49.24%

	2
	37.36

	4
	29.69

	6
	26.64

	8
	24.98

	10
	23.93

	20
	21.68

	30
	20.87

	40
	20.46

	50
	20.20

	100
	19.69

	200
	19.42

	300
	19.34

	400
	19.29

	500
	19.27

	1,000
	19.21


The answer will be alternative 4 because we have a portfolio of securities chosen from various industries. The return will be more and at the same time the risk will be much less because of the diversified portfolio.

FIVE STEP PROCEDURE FOR RATIONAL INVESTMENT DECISIONS  

1. Determine the investment objectives and policy.
2. Undertake security analysis.
3. Construct a portfolio.
4. Review the portfolio.
5. Evaluate the performance of the portfolio. 

HOW TO MEASURE RETURN IN CASE OF A SINGLE SECURITY?
When we invest in a share we expect dividends, known as current yield and appreciation in the price of the share known as capital gains. For Example the current price of a share P0 is Rs.50.  The company is expected to declare Rs.2 per share as dividend at the end of year if the share price  is expected to be  Rs.60 (P1) the return is calculated as under: 
R  =     (D1 + P1 - P0) / Po =   2 + (60 - 50)  / 50      = 24%

CALCULATION OF EXPECTED RETURN AND STANDARD DEVIATION

PROBLEM: 2.
	State of the 
Economy
	Probability of 
Occurrence
	Rate of Return (%)

	
	
	H. Foods
	R. Shipping

	Boom
	0.30
	25
	40

	Normal
	0.50
	20
	10

	Recession
	0.20
	15
	-20



SOLUTION:

STEP: 1. Calculation of the expected return (multiply return with probability)
                   This is also known as average return or mean return (R x P).    
                   Hanuman Foods 	(0.3 x 25) +  (0.5 x 20) +(0.2 x 15) = 20.5%
                   Ram Shipping     	(0.3 x 40) + (0.5 x 10) + (0.2 x (-20)) = 13%

 STEP: 2. Calculation of standard deviation:

   Calculate the deviation from mean	         = D
   Take the square of Deviation                   = D2
   Multiply with probability                          = p x D2
   Take the total and calculate the square root =  (Standard Deviation)

A) Calculation of Standard Deviation for Hanuman Foods
	(i) State of the Economy
	pi	RI(%)
	R-R
	D=R- R	
	D2
	pi D2

	1.Boom
	0.30      25   7.5
	25 - 20.5
	4.5
	20.25
	6.075

	2. Normal
	0.50      20  10.0
	20 - 20.5
	- 0.5
	0.25
	0.125

	3. Recession
	0.20      15   3.0
	15 - 20.5
	-5.5
	30.25
	6.050

	
	piRI=         20.5
	D2
	12.25

	
	 =	{piD1/2}  =  (12.25)1/2  = 3.5%
	


             
 
B) Ram Shipping Stock
	(i) State of the Economy
	pI           RI
	Ri
	D=R- R	
	D2
	pi D2

	1.Boom
	0.30      40
	13.0
	23.0
	729.0
	218.7

	2. Normal
	0.50      10
	13.0
	-3.0
	9.0
	4.5

	3. Recession
	0.20      -20 
	13.0
	-33.0
	1089.0
	217.8

	
	piRI= 13.0
	D2
	441.0

	
	 =	{piD1/2}  =  (441.0)1/2  = 21.0%
	





C) Summary:
	Particulars
	H Foods
	R shipping 

	Expected return (%)
	20.5
	13

	Standard Deviation (Risk) (%)
	3.5
	21



CONCLUSION: Security H foods dominate R shipping with higher return and lower standard deviation.

WHAT IS DIVERSIFIABLE AND NON - DIVERSIFIABLE RISK? – CONCEPT OF BETA
· The total risk in relation to a portfolio comprises of a) diversifiable and b) non-diversifiable risk. unrest, competition, loss of big customers etc., This risk can be avoided by replacing that Diversifiable risk refers to company specific risk, which may arise on account of labour particular share with another one.  
· Non-diversifiable risk arises on account of macro wide factors, political and economic in nature, which will affect all the companies in the stock exchange and cannot be avoided, but the intensity varies from company to company. This is measured by beta coefficient.     
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WHAT IS SECURITY MARKET LINE ?

It is the graphical representation of capital asset pricing model the two parameters of SML are Rf the intercept and the slope  x (Rm - Rf) Rf is expected to equal the risk free real rate of return plus inflation rate, whereas the slope represents the price payable for the risk and is a function of risk aversion of investors.  Hence the intercept is subject to fluctuation an account of inflation and risk perception of the investors. 
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· The value of beta is one for normal securities and if the value is less than one, it is known as defensive security. (The profits show lesser fluctuation over a period)  if the beta value is more than one it is known as aggressive security (the profits show wider fluctuations for changes in the economy wide factors as shown below).  When compared with Share market index.
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CONCEPT OF PORTFOLIO BETA OR WEIGHTED BETA’S AND ANALYSIS OF PORTFOLIO PERFORMANCE

PROBLEM: 20.

Good luck Ltd. has been enjoying a substantial net cash inflow, and until the surplus funds are needed to meet tax and dividend payments, and to finance further capital expenditure in several months time, they have been invested in a small portfolio of short-term equity investments. Details of the portfolio, which consists of shares in four UK listed companies, are as follows.

	Portfolio I

	Company
	Number of shares held
	Beta 
	MPS
	Dividend yield %
	 Ke actual

	D
	60000
	1.16
	 4.29
	6.10
	19.50

	E
	80000
	2.28
	 2.92
	3.40
	24.00

	F
	100000
	0.90
	 2.17
	5.70
	17.50

	G
	125000
	1.50
	 3.14
	3.30
	23.00



The current market return is 19% a year and the Treasury bill yield is 11% a year: Required: (a) On the basis of the data given, calculate the risk of Good luck Ltd.’s short term investment portfolio relative to that of the market.(b) To recommend, with reasons, whether Good luck Ltd. should change the composition of its portfolio.

SOLUTION:

STEP: 1. Calculate the total market value of the portfolio by multiplying the number of shares with the market price and calculate the proportion of each share in the total portfolio this is known as weights.

STEP: 2. The beta value of each share should be multiplying with the weights to get the weighted beta or portfolio beta.

STEP: 3. Using the CAPM model we can calculate the expected return for the risk taken.

STEP: 4. Calculate the actual return from the portfolio by multiplying the actual return with the weights.

STEP: 5. By comparing the actual weighted return from the portfolio with expected return we can comment on the under or over performance of the portfolio. Applying the same logic to individual shares we can find out under or over valued shares.
	Company
	Number of 
shares held
	Beta equity 
co-efficient
	Market value
	Weight proportions
	Beta
	P. Beta

	D
	60000
	 4.29
	257400
	0.23
	1.16
	0.267

	E
	80000
	 2.92
	233600
	0.21
	2.28
	0.479

	F
	100000
	 2.17
	217000
	0.20
	0.90
	0.180

	G
	125000
	 3.14
	392500
	0.36
	1.50
	0.540

	Total
	
	
	1100500
	
	
	



257400/1100500 =. 23
Ke = 11% + 1.466 (19 -11) = 22.728
	
	Wt x Exp. Return
	Wt. Avg. return

	D
	0.23 x 19.50
	4.485

	E
	0.21 x 24.00
	5.04

	F
	0.20 x 17.50
	3.50

	G
	0.36 x 23.00
	8.28

	
	
	21.305


Comments actual return is less than the expected return. Hence we have to eliminate over valued shares to get an efficient portfolio:
	
	Actual
	CAPM
	EXPECTED
	REMARKS

	D
	19.5
	11% + 1.16 (19-11)
	20.28
	Over valued

	E
	24.00
	11% + 2.28 (19-11)
	29.24
	Over valued

	F
	17.50
	11% + 0.90 (19-11)
	18.20
	Over valued

	G
	23.00
	11% + 1.50 (19-11)
	23.00
	Indifferent



