
 
 
   

UNIT – 1 

       INVESTMENT: 
 

 
Investment involves making of a sacrifice in the present with the hope of deriving future benefits. Two most 

important features of an investment are current sacrifice and future benefit. Investment is the sacrifice of certain 

present values for the uncertain future reward. It involves numerous decision such as type, mix, amount, timing, 

grade etc, of investment the decision making has to be continues as well as investment may be defined as an 

activity that commits funds in any financial/physical form in the present with an expectation of receiving 

additional return in the future. The expectation brings with it a probability that the quantum of return may vary 

from a minimum to a maximum. This possibility of variation in the actual return is known as investment risk. 

Thus every investment involves a return and risk. Investment has many meaning and facets. However, 

investment can be interpreted broadly from three angles - 

 

– economic,  
 

– layman,  

 

– Financial.  
 
Economic investment includes the commitment of the fund for net addition to the capital stock of the economy. 

The net additions to the capital stock means an increase in building equipments or inventories over the amount 

of equivalent goods that existed, say, one year ago at the same time. 

The layman uses of the term investment as any commitment of funds for a future benefit not necessarily in 

terms of return. For example a commitment of money to buy a new car is certainly an investment from an 

individual point of view. 

Financial investment is the commitment of funds for a future return, thus investment may be understood as an 

activity that commits funds in any 

 
 
financial or physical form in the presence of an expectation of receiving additional return in future. In the 

present context of portfolio management, the investment is considered to be financial investment, which imply 

employment of funds with the objective of realizing additional income or growth in value of investment at a 

future date. Investing encompasses very conservative position as well as speculation the field of investment 

involves the study of investment process. Investment is concerned with the management of an investors’ wealth 

which is the sum of current income and the present value of all future incomes. In this text investment refers to 

financial assets. Financial investments are commitments of funds to derive income in form of interest, dividend 

premium, pension benefits or appreciation in the value of initial investment. Hence the purchase of shares, 

debentures post office savings certificates and insurance policies all are financial investments. Such investment 

generates financial assets. These activities are undertaken by anyone who desires a return, and is willing to 

accept the risk from the financial instruments. 
 
INVESTMENT  V/S  SPECULATION: 
 
 
Often investment is understood as a synonym of speculation. Investment and speculation are somewhat 



different and yet similar because speculation requires an investment and investment are at least somewhat 

speculative. Probably the best way to make a distinction between investment and speculation is by considering 

the role of expectation. Investments are usually made with the expectation that a certain stream of income or a 

certain price that has existed will not change in the future. Where as speculation are usually based on the 

expectation that some change will occur in future, there by resulting a return. 

Thus an expected change is the basis for speculation but not for investment. An investment also can be 

distinguished from speculation by the  time horizon of the investor and often by the risk return characteristic of 

investment. A true investor is interested in a good and consistent rate of return for a long period of time. In 

contrast, the speculator seeks opportunities promising very large return earned within a short period of time due 

to changing environment. Speculation involves a higher level of risk and a more uncertain expectation of 

returns, which is not necessarily the case with investment. 

 

Basis      Investment Speculation 

Type of contract     Creditor Ownership 

Basis of acquisition   Usually by outright purchase Often- on-margin 

Length of commitment Comparatively long term For a short time only 

Source of income    Earnings of enterprise Change in market price 

Quantity of risk    Small Large 

Stability of income    Very stable Uncertain and erratic 
 
Psychological attitude of Participants     Cautious and conservative 
 
Daring and careless Reasons for purchase Scientific analysis of intrinsic worthHunches, tips, “inside 

dope”, etc. 

The identification of these distinctions of these distinctions helps to define the role of the investor and the 

speculator in the market. The investor can be said to be interested in a good rate of return of a consistent basis 

over a relatively longer duration. For this purpose the investor computes the real worth of the security before 

investing in it. The speculator seeks very large returns from the market quickly. For a speculator, market 

expectations and price movements are the main factors influencing a buy or sell decision. Speculation, thus, is 

more risky than investment.In any stock exchange, there are two main categories of speculators called the bulls 

and bears. A bull buys shares in the expectation of selling them at a higher price. When there is a bullish 

tendency in the market, share prices tend to go up since the demand for the shares is high. A bear sells shares in 

the expectation of a fall in price with the intention of buying the shares at a lower price at a future date. These 

bearish tendencies result in a fall in the price of shares. 

 

A share market needs both investment and speculative activities. Speculative activity adds to the market 

liquidity. A wider distribution of shareholders makes it necessary for a market to exist. 

 



INVESTMENT PROCESS 
 

 

An organized view of the investment process involves analyzing the basic nature of investment decisions and 

organizing the activities in the decision process. 

 

Investment process is governed by the two important facets of investment they are risk and return. Therefore, 

we first consider these two basic parameters that are of critical importance to all investors and the trade off that 

exists between expected return and risk. 

 

Given the foundation for making investment decisions the tradeoff between expected return and risk- we next 

consider the decision process in investments as it is typically practiced today. Although numerous separate 

decisions must be made, for organizational purposes, this decision process has traditionally been divided into a 

two step process: security analysis and portfolio management. Security analysis involves the valuation of 

securities, whereas involves the management of an investor’s investment selections as a portfolio (package of 

assets), with its own unique characteristics. 

Security Analysis 
 
 
Traditional investment analysis, when applied to securities, emphasizes the projection of prices and dividends. 

That is, the potential price of a firm’s common stock and the future dividend stream are forecasted, then 

discounted back to the present. This intrinsic value is then compared with the security’s current market price. If 

the current market price is below the intrinsic value, a purchase is recommended, and if vice versa is the case 

sale is recommended. 

 

Although modern security analysis is deeply rooted in the fundamental concepts just outlined, the emphasis has 

shifted. The more modern approach to common stock analysis emphasizes return and risk estimates rather than 

mere price and dividend estimates. 

 
Portfolio Management 
 
 
Portfolios are combinations of assets. In this text, portfolios consist of collections of securities. Traditional 

portfolio planning emphasizes on the character and the risk bearing capacity of the investor. For example, a 

young, aggressive, single adult would be advised to buy stocks in newer, dynamic, rapidly growing firms. A 

retired widow would be advised to purchase stocks and bonds in old-line, established, stable firms, such as 

utilities. 

 

Modern portfolio theory suggests that the traditional approach to portfolio analysis, selection, and management 

may yield less than optimum results. Hence a more scientific approach is needed, based on estimates of risk and 

return of the portfolio and the attitudes of the investor toward a risk-return trade-off stemming from the analysis 



of the individual securities. 

 
 

Characteristics of Investment 
 
 
The characteristics of investment can be understood in terms of as  

- return, 

- risk,  

-safety, 

- liquidity etc. 

 
Return: All investments are characterized by the expectation of a return. In fact, investments are made with the 

primary objective of deriving return. The expectation of a return may be from income (yield) as well as through 

capital appreciation. Capital appreciation is the difference between the sale price and the purchase price. The 

expectation of return from an investment depends upon the nature of investment, maturity period, market 

demand and so on. 

 

Risk: Risk is inherent in any investment. Risk may relate to loss of capital, delay in repayment of capital, 

nonpayment of return or variability of returns. The risk of an investment is determined by the investments, 

maturity period, repayment capacity, nature of return commitment and so on. 

 

Risk and expected return of an investment are related. Theoretically, the higher the risk, higher is the expected 

returned. The higher return is a compensation expected by investors for their willingness to bear the higher risk. 

 

Safety: The safety of investment is identified with the certainty of return of capital without loss of time or 

money. Safety is another feature that an investor desires from investments. Every investor expects to get back 

the initial capital on maturity without loss and without delay. 

Liquidity: An investment that is easily saleable without loss of money or time is said to be liquid. A well 

developed secondary market for security increase the liquidity of the investment. An investor tends to prefer 

maximization of expected return, minimization of risk, safety of funds and liquidity of investment. 

 

Investment categories: 
 

 

Investment generally involves commitment of funds in two types of assets: -Real assets 
 
- Financial assets 
 
 
Real assets: Real assets are tangible material things like building, automobiles, land, gold etc. 

 
Financial assets: Financial assets are piece of paper representing an indirect claim to real assets held by 



someone else. These pieces of paper represent debt or equity commitment in the form of IOUs or stock 

certificates. Investments in financial assets consist of – 
 

- Securitiesed (i.e. security forms of) investment  

                                   - Non-securities investment  
 

 

The term ‘securities’ used in the broadest sense, consists of those papers which are quoted and are transferable. 

Under section 2 (h) of the Securities Contract (Regulation) Act, 1956 (SCRA) ‘securities’ include:  
 
i) Shares. Scrip’s, stocks, bonds, debentures, debenture stock or other marketable securities of a 

like nature in or of any incorporated company or other body corporate.  
 

ii) Government securities.  
 

iii) Such other instruments as may be declared by the central Government as 

securities, and,  

iv) Rights of interests in securities.  
 

 

Therefore, in the above context, security forms of investments include Equity shares, preference shares, 

debentures, government bonds, Units of UTI and other Mutual Funds, and equity shares and bonds of Public 

Sector Undertakings (PSUs). Non-security forms of investments include all those investments, which are not 

quoted in any stock market and are not freely marketable. viz., bank deposits, corporate deposits, post office 

deposits, National Savings and other small savings certificates and schemes, provident funds, and insurance 

policies. Another popular investment in physical assets such as Gold, Silver, Diamonds, Real estate, Antiques 

etc. Indian investors have always considered the physical assets to be very attractive investments. There are a 

large number of investment avenues for savers in India. Some of them are marketable and liquid, while others 

are non marketable, Some of them are highly risky while some others are almost risk less. The investor has to 

choose proper avenues from among them, depending on his specific need, risk preference, and return 

expectation. Investment avenues can be broadly 
 
Categorized under the following heads: - 
 

1. Corporate securities 
 

. Equity shares .Preference shares 
 

. Debentures/Bonds . GDRs /ADRs 
 

. Warrants . Derivatives 

 

2.Deposits in banks and non banking companies  

3.Post office deposits and certificates 
 

4.Life insurance policies 

 5.Provident fund schemes 
 

6.Government and semi government securities 

7.Mutual fund schemes 

8.Real assets 



 

 

CORPORATE SECURITIES 
 

 

Joint stock companies in the private sector issue corporate securities. These include equity shares, preference 

shares, and debentures. Equity shares have variable dividend and hence belong to the high risk high return 

category; preference shares and debentures have fixed returns with lower risk. The classification of corporate 

securities that can be chosen as investment avenues can be depicted as shown below. 

 

Equity Shares-: By investing in shares, investors basically buy the ownership right to that company. When the 

company makes profits, shareholders receive their share of the profits in the form of dividends. In addition, 

when a company performs well and the future expectation from the company is very high, the price of the 

company’s shares goes up in the market. This allows shareholders to sell shares at profit, leading to capital 

gains. Investors can invest in shares either through primary market offerings or in the secondary market. Equity 

shares can be classified in different ways but we will be using the terminology of Investors. It should be noted 

that the line of demarcation between the classes are not clear and such classification are not mutually exclusive. 

 
 
Blue Chips (also called Stalwarts): These are stocks of high quality, financially strong companies which are 

usually the leaders in their industry. They are stable and matured companies. They pay good dividends 

regularly and the market price of the shares does not fluctuate widely. Examples are stocks of Colgate, Pond’s 

Hindustan Lever, TELCO, Mafatlal Industries etc. 

 

Growth Stocks: Growth stocks are companies whose earnings per share is grows faster than the economy and 

at a rate higher than that of an average firm in the same industry. Often, the earnings are ploughed back with a 

view to use them for financing growth. They invest in research and development and diversify with an 

aggressive marketing policy. They are evidenced by high and strong EPS. Examples are ITC, Dr. Reddy’s Bajaj 

Auto, Sathyam Computers and Infosys Technologies ect.. The high growth stocks are often called “GLAMOUR 

STOCK’ or HIGH FLYERS’. 

 

Income Stocks: A company that pays a large dividend relative to the market price is called an income stock. 

They are also called defensive stocks. Drug, food and public utility industry shares are regarded as income 

stocks. Prices of income stocks are not as volatile as growth stocks. 

 

Cyclical Stocks: Cyclical stocks are companies whose earnings fluctuate with the business cycle. Cyclical 

stocks generally belong to infrastructure or capital goods industries such as general engineering, auto, cement, 

paper, construction etc. Their share prices also rise and fall in tandem with the trade cycles. 

 

Discount Stocks: Discount stocks are those that are quoted or valued below their face values. These are the 



shares of sick units. 

 

  
Under Valued Stock: Undervalued shares are those, which have all the potential to become growth stocks, 

have very good fundamentals and good future, but somehow the market is yet to price the shares correctly. 

 

Turn Around Stocks: Turn around stocks are those that are not really doing well in the sense that the market 

price is well below the intrinsic value mainly because the company is going through a bad patch but is on the 

way to recovery with signs of turning around the corner in the near future. Examples- EID – Parry in 80’s, Tata 

Tea (Tata Finlay), SPIC, Mukand Iron and steel etc. 

 

Preference Shares: Preference shares refer to a form of shares that lie in between pure equity and debt. They 

have the characteristic of ownership rights while retaining the privilege of a consistent return on investment. 

The claims of these holders carry higher priority than that of ordinary shareholders but lower than that of debt 

holders. These are issued to the general public only after a public issue of ordinary shares. 

 

Debentures and Bonds: These are essentially long-term debt instruments. Many types of debentures and bonds 

have been structured to suit investors with different time needs. Though having a higher risk as compared to 

bank fixed deposits, bonds, and debentures do offer higher returns. Debenture investment requires scanning the 

market and choosing specific securities that will cater to the investment objectives of the investors. 

 

Depository Receipts (GDRs/ADRs): Global Depositary Receipts are instruments in the form of a depositary 

receipt or certificate created by the overseas depositary bank outside India and issued to non-resident investors 

against ordinary shares or Foreign Currency Convertible Bonds (FCCBs) of a issuing company. A GDR issued 

in America is an American Depositary Receipt 

 
(ADR). Among the Indian companies, Reliance Industries Limited was the first company to raise funds through 

a GDR issue. Besides GDRs, ADRs are also popular in the capital market. As investors seek to diversify their 

equity holdings, the option of ADRs and GDRs are very lucrative. While investing in such securities, investors 

have to identify the capitalization and risk characteristics of the instrument and the company’s performance in 

its home country (underlying asset). 

 

Warrants: A warrant is a certificate giving its holder the right to purchase securities at a stipulated price within 

a specified time limit or perpetually. Sometimes a warrant is offered with debt securities as an inducement to 

buy the shares at a latter date. The warrant acts as a value addition because the holder of the warrant has the 

right but not the obligation of investing in the equity at the indicated rate. It can be defined as a long-term call 

option issued by a company on its shares. 

 



A warrant holder is not entitled to any dividends; neither does he have a voting right. But the exercise price of a 

warrant gets adjusted for the stock dividends or stock splits. On the expiry date, the holder exercises an option 

to buy the shares at the predetermined price. This enables the investor to decide whether or not to buy the shares 

or liquidate the debt from the company. If the market price is higher than the exercise price, it will be profitable 

for the investor to exercise the warrant. On the other hand, if the market price falls below the exercise price, the 

warrant holder would prefer to liquidate the debt of the firm. 
 
 

Derivatives: The introduction of derivative products has been one of the most significant developments in the 

Indian capital market. Derivatives are helpful risk-management tools that an investor has to look at for reducing 

the risk inherent in as investment portfolio. The first derivative product that has been offered in the Indian 

market is the index future. Besides index futures, other derivative instruments such as index options, stock 

options, have been introduced in the market. Stock futures are traded in the market regularly and in terms of 

turnover, have exceeded that of other derivative instruments. The liquidity in the futures market is concentrated 

in very few shares. Theoretically the difference between the futures and spot price should reflect the cost of 

carrying the position to the future of essentially the interest. Therefore, when futures are trading at a premium, it 

is and indication that participants are bullish of the underlying security and vice versa. Derivative trading is a 

speculative activity. However, investors have to utilize the derivative market since the opportunity of reducing 

the risk in price movements is possible through investments in derivative products. 

 

DEPOSITS: 
 
 
Among non-corporate investments, the most popular are deposits with banks such as savings accounts and fixed 

deposits. Savings deposits carry low interest rates whereas fixed deposits carry higher interest rates, varying 

with the period of maturity, Interest is payable quarterly or half-yearly or annually. Fixed deposits may also be 

recurring deposits wherein savings are deposited at regular intervals. Some banks have reinvestment plans 

whereby savings are re-deposited at regular intervals or reinvested as the interest gets accrued. The principal 

and accumulated interests in such investment plans are paid on maturity. 

  
Savings Bank Account with Commercial Banks: 

 
 

A safe, liquid, and convenient investment option, a savings bank account is an ideal investment avenue for 

setting aside funds for emergencies or unexpected expenses. Investors may prefer to keep an average balance 

equal to three months of their living expenses. A bank fixed deposit is recommended for those looking for 

preservation of capital along with current income in the short term. However, over the long-term the returns 

may not keep pace with inflation. 

 

Company Fixed Deposits: 
 
 



Many companies have come up with fixed deposit schemes to mobilize money for their needs. The company 

fixed deposit market is a risky market and ought to be looked at with caution. RBI has issued various 

regulations to monitor the company fixed deposit market. However, credit rating services are available to 

rate the risk of company fixed deposit schemes. 

 
The maturity period varies from three to five years. Fixed deposits in companies have a high risk since they 

are unsecured, but they promise higher returns than bank deposits. 

 

Fixed deposit in non-banking financial companies (NBFCs) is another investment avenue open to savers. 

NBFCs include leasing companies, hire purchase companies, investment companies, chit funds, and so on. 

Deposits in NBFCs carry higher returns with higher risk compared to bank deposits. 

  
Post Office Deposits and Certificates: 

 
 

The investment avenues provided by post offices are non-marketable. However, most of the savings schemes 

in post offices enjoy tax concessions. Post offices accept savings deposits as well as fixed deposits from the 

public. There is also a recurring deposit scheme that is an instrument of regular monthly savings. 

 

National Savings Certificates (NSC) is also marketed by post office to investors. The interest on the amount 

invested is compounded half-yearly and is payable along with the principal at the time of maturity, which is 

six years from the date of issue. 

 
There are a variety of post office savings certificates that cater to specific savings and investment 

requirements of investors and is a risk free, high yielding investment opportunity. Interest on these 

instruments is exempt from incometax. Some of these deposits are also exempt from wealth tax. 

 

Life Insurance Policies: 
 
 

Insurance companies offer many investment schemes to investors. These schemes promote savings and 

additionally provide insurance cover. LIC is the largest life insurance company in India. Some of its schemes 

include life policies, convertible whole life assurance policies, endowment assurance policies, Jeevan Saathi, 

Money Back Plan, Jeevan Dhara, and Marriage Endowment Plan. Insurance policies, while catering to the 

risk compensation to be faced in the future by investors, also have the advantage of earning a reasonable 

interest on their investment insurance premiums. Life insurance policies are also eligible for exemption from 

income tax. 

 
Provident Fund Scheme: 
 
 
Provident fund schemes are deposit schemes, applicable to employees in the public and private sectors. There 

are three kinds of provident funds applicable to different sectors of employment, namely, Statutory Provident 



Fund, Recognised Provident Fund, and Unrecognised Provident Fund. In addition to these, there is a voluntary 

provident fund scheme that is open to any investor, employed or not. This is known as the Public Provident 

Fund (PPF). Any member of the public can join the PPF, which is operated by the State Bank of India 

 

Equity Linked Savings Schemes (ELSSs): 
 
 
Investing in ELSSs gets investors a tax rebate of the amount invested. ELSSs are basically growth mutual funds 

with a lock-in period of three years. ELSSs have a risk higher than PPF and NSCs, but have the potential of 

giving higher returns. 

 
Pension Plan: 
 
 
Certain notified retirement/pension funds entitle investors to a tax rebate. UTI, LIC, and ICICI are some 

financial institutions that offer retirement plans to investors. 

 

Government and Semi-Government Securities: 
 
 
Government and semi-government bodies such as the public sector undertakings borrow money from the public 

through the issue of government securities and public sector bonds. These are less risky avenues of investment 

because of the credibility of the government and government undertakings. The government issues securities in 

the money market and in the capital market. 
  
Money market instruments are traded in the Wholesale Debt Market (WDM) trades and retail segments. 

Instruments traded in the money market are short-term instruments such as treasury bills and repos. The 

government also introduced the pricatisation programme in many corporate enterprises and these securities are 

traded in the secondary market. These are the semi-government securities. PSU stocks have performed well 

during the years 2003-04 in the capital market. 

 

Mutual Fund Schemes: 
 
 
The Unit Trust of India is the first mutual fund in the country. A number of commercial banks and financial 

institutions have also set up mutual funds. Mutual funds have been set up in the private sector also. These 

mutual funds offer various investment schemes to investors. The number of mutual funds that have cropped up 

in recent years is quite large and though, on an average, the mutual fund industry has not been showing good 

returns, select funds have performed consistently, assuring the investor better returns and lower risk options. 

 

REAL ASSETS 
 
 
Investments in real assets are also made when the expected returns are very attractive. Real estate, gold, silver, 

currency, and other investments such as art are also treated as investments since the expectation from holding of 



such assets is associated with higher returns. 

 

Real Estate: Buying property is an equally strenuous investment decision. Real estate investment is often 

linked with the future development plans of the location. It is important to check the value while deciding to 

purchase a movable/immovable property other than buildings. Besides making a personal assessment from the 

market, the assistance of government-approved valuers may also be sought. A valuation report indication the 

value of the each of the major assets and also the basis and manner of valuation can be obtained from an 

approved valuer against the payment of a fee. In case of a plantation, a valuation report may also be obtained 

from recognized private valuers. 

 

Bullion Investment: The bullion market offers investment opportunity in the form of gold, silver, and other 

metals. Specific categories of metals are traded in the metals exchange. The bullion market presents an 

opportunity for an investor by offering returns and end value in future. It has been observed that on several 

occasions, when the stock market failed, the gold market provided a return on investments. The changing 

pattern of prices in the bullion market also makes this market risky for investors. Gold and Silver prices are not 

consistent and keep changing according to the changing local/global demands in the market. The fluctuation 

prices, however, have been compensated by real returns for many investors who have followed a buy and hold 

strategy in the bullion market. 

Financial Market 

A financial market is a broad term describing any marketplace where buyers and sellers participate in the trade 

of assets such as equities, bonds, currencies and derivatives. Financial markets are typically defined by having 

transparent pricing, basic regulations on trading, costs and fees, and market forces determining the prices of 

securities that trade. 

 

Financial markets can be found in nearly every nation in the world. Some are very small, with only a few 

participants, while others - like the New York Stock Exchange (NYSE) and the forex markets - trade trillions of 

dollars daily. 

 

Investors have access to a large number of financial markets and exchanges representing a vast array of 

financial products. Some of these markets have always been open to private investors; others remained the 

exclusive domain of major international banks and financial professionals until the very end of the twentieth 

century. 

 

Capital Markets 

A capital market is one in which individuals and institutions trade financial securities. Organizations and 

institutions in the public and private sectors also often sell securities on the capital markets in order to raise 

funds. Thus, this type of market is composed of both the primary and secondary markets.  

 

Any government or corporation requires capital (funds) to finance its operations and to engage in its own long-

term investments. To do this, a company raises money through the sale of securities - stocks and bonds in the 

company's name. These are bought and sold in the capital markets. 

 

Stock Markets 

Stock markets allow investors to buy and sell shares in publicly traded companies. They are one of the most 

vital areas of a market economy as they provide companies with access to capital and investors with a slice of 



ownership in the company and the potential of gains based on the company's future performance.  

 

This market can be split into two main sections: the primary market and the secondary market. The primary 

market is where new issues are first offered, with any subsequent trading going on in the secondary market. 

 

Bond Markets 

A bond is a debt investment in which an investor loans money to an entity (corporate or governmental), which 

borrows the funds for a defined period of time at a fixed interest rate. Bonds are used by companies, 

municipalities, states and U.S. and foreign governments to finance a variety of projects and activities. Bonds 

can be bought and sold by investors on credit markets around the world. This market is alternatively referred to 

as the debt, credit or fixed-income market. It is much larger in nominal terms that the world's stock markets. 

The main categories of bonds are corporate bonds, municipal bonds, and U.S. Treasury bonds, notes and bills, 

which are collectively referred to as simply "Treasuries." (For more, see the Bond Basics Tutorial.) 

 

Money Market 

The money market is a segment of the financial market in which financial instruments with high liquidity and 

very short maturities are traded. The money market is used by participants as a means for borrowing and 

lending in the short term, from several days to just under a year. Money market securities consist of negotiable 

certificates of deposit (CDs), banker's acceptances, U.S. Treasury bills, commercial paper, municipal notes, 

eurodollars, federal funds and repurchase agreements (repos). Money market investments are also called cash 

investments because of their short maturities. 

 

The money market is used by a wide array of participants, from a company raising money by selling 

commercial paper into the market to an investor purchasing CDs as a safe place to park money in the short 

term. The money market is typically seen as a safe place to put money due the highly liquid nature of the 

securities and short maturities. Because they are extremely conservative, money market securities offer 

significantly lower returns than most other securities. However, there are risks in the money market that any 

investor needs to be aware of, including the risk of default on securities such as commercial paper. (To learn 

more, read our Money Market Tutorial.) 

 

Cash or Spot Market 

Investing in the cash or "spot" market is highly sophisticated, with opportunities for both big losses and big 

gains. In the cash market, goods are sold for cash and are delivered immediately. By the same token, contracts 

bought and sold on the spot market are immediately effective. Prices are settled in cash "on the spot" at current 

market prices. This is notably different from other markets, in which trades are determined at forward prices. 

 

The cash market is complex and delicate, and generally not suitable for inexperienced traders. The cash markets 

tend to be dominated by so-called institutional market players such as hedge funds, limited partnerships and 

corporate investors. The very nature of the products traded requires access to far-reaching, detailed information 

and a high level of macroeconomic analysis and trading skills. 

 

Derivatives Markets 

The derivative is named so for a reason: its value is derived from its underlying asset or assets. A derivative is a 

contract, but in this case the contract price is determined by the market price of the core asset. If that sounds 

complicated, it's because it is. The derivatives market adds yet another layer of complexity and is therefore not 

ideal for inexperienced traders looking to speculate. However, it can be used quite effectively as part of a risk 

management program. (To get to know derivatives, read The Barnyard Basics Of Derivatives.) 

 

Examples of common derivatives are forwards, futures, options, swaps and contracts-for-difference (CFDs). 

Not only are these instruments complex but so too are the strategies deployed by this market's participants. 

There are also many derivatives, structured products and collateralized obligations available, mainly in the 

over-the-counter (non-exchange) market, that professional investors, institutions and hedge fund managers use 

to varying degrees but that play an insignificant role in private investing. 

 

Forex and the Interbank Market 
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The interbank market is the financial system and trading of currencies among banks and financial institutions, 

excluding retail investors and smaller trading parties. While some interbank trading is performed by banks on 

behalf of large customers, most interbank trading takes place from the banks' own accounts. 

 

The forex market is where currencies are traded. The forex market is the largest, most liquid market in the 

world with an average traded value that exceeds $1.9 trillion per day and includes all of the currencies in the 

world. The forex is the largest market in the world in terms of the total cash value traded, and any person, firm 

or country may participate in this market. 

 

There is no central marketplace for currency exchange; trade is conducted over the counter. The forex market is 

open 24 hours a day, five days a week and currencies are traded worldwide among the major financial centers 

of London, New York, Tokyo, Zürich, Frankfurt, Hong Kong, Singapore, Paris and Sydney. 

 

Until recently, forex trading in the currency market had largely been the domain of large financial institutions, 

corporations, central banks, hedge funds and extremely wealthy individuals. The emergence of the internet has 

changed all of this, and now it is possible for average investors to buy and sell currencies easily with the click 

of a mouse through online brokerage accounts. (For further reading, see The Foreign Exchange Interbank 

Market.) 

 

Primary Markets vs. Secondary Markets 

A primary market issues new securities on an exchange. Companies, governments and other groups obtain 

financing through debt or equity based securities. Primary markets, also known as "new issue markets," are 

facilitated by underwriting groups, which consist of investment banks that will set a beginning price range for a 

given security and then oversee its sale directly to investors. 

 

The primary markets are where investors have their first chance to participate in a new security issuance. The 

issuing company or group receives cash proceeds from the sale, which is then used to fund operations or expand 

the business. (For more on the primary market, see our IPO Basics Tutorial.) 

 

The secondary market is where investors purchase securities or assets from other investors, rather than from 

issuing companies themselves. The Securities and Exchange Commission (SEC) registers securities prior to 

their primary issuance, then they start trading in the secondary market on the New York Stock Exchange, 

Nasdaq or other venue where the securities have been accepted for listing and trading. (To learn more about the 

primary and secondary market, read Markets Demystified.)  

 

The secondary market is where the bulk of exchange trading occurs each day. Primary markets can see 

increased volatility over secondary markets because it is difficult to accurately gauge investor demand for a 

new security until several days of trading have occurred. In the primary market, prices are often set beforehand, 

whereas in the secondary market only basic forces like supply and demand determine the price of the security. 

 

Secondary markets exist for other securities as well, such as when funds, investment banks or entities such as 

Fannie Mae purchase mortgages from issuing lenders. In any secondary market trade, the cash proceeds go to 

an investor rather than to the underlying company/entity directly. (To learn more about primary and secondary 

markets, read A Look at Primary and Secondary Markets.) 

 

The OTC Market 

The over-the-counter (OTC) market is a type of secondary market also referred to as a dealer market. The term 

"over-the-counter" refers to stocks that are not trading on a stock exchange such as the Nasdaq, NYSE or 

American Stock Exchange (AMEX). This generally means that the stock trades either on the over-the-counter 

bulletin board (OTCBB) or the pink sheets. Neither of these networks is an exchange; in fact, they describe 

themselves as providers of pricing information for securities. OTCBB and pink sheet companies have far fewer 

regulations to comply with than those that trade shares on a stock exchange. Most securities that trade this way 

are penny stocks or are from very small companies. 

 

Third and Fourth Markets 
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You might also hear the terms "third" and "fourth markets." These don't concern individual investors because 

they involve significant volumes of shares to be transacted per trade. These markets deal with transactions 

between broker-dealers and large institutions through over-the-counter electronic networks. The third market 

comprises OTC transactions between broker-dealers and large institutions. The fourth market is made up of 

transactions that take place between large institutions. The main reason these third and fourth market 

transactions occur is to avoid placing these orders through the main exchange, which could greatly affect the 

price of the security. Because access to the third and fourth markets is limited, their activities have little effect 

on the average investor. 

 

 

Financial institutions and financial markets help firms raise money. They can do this by taking out a loan from 

a bank and repaying it with interest, issuing bonds to borrow money from investors that will be repaid at a fixed 

interest rate, or offering investors partial ownership in the company and a claim on its residual cash flows in the 

form of stock. 

 

Functions of financial market 

Borrowing and lending: 

Financial markets provide funds to investors by lending money at an interest rate known as the cost of 

borrowing. 

Price determination: 

Sets or defines fixed or volatile prices for each type of instrument in the market. 

Information collection and analysis: 

Important information used by market participants to value or estimate prices of a certain instrument. 

Risk sharing: 

Financial markets eliminate a type of risk known as systematic risk through investment diversification. 

Liquidity: 

The ability to quickly and directly convert securities into cash without value losses during a transaction. 

Efficiency: 

A markets ability to reflect public information on a certain instrument. 

 Major Market Participants 

Broker: 

Responsible for mediating between a buyer and a seller of products, services, or securities. 

Dealer: 

Smoothes the process of matching the buyer with the seller. 

Investment banks: 

Involved in the selling of newly issued securities. 

 Financial intermediaries: 

Mediators between investors and firms when trading securities. 
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Types of financial instruments 

Equities are a type of security that represents the ownership in a company. Equities are traded (bought and sold) 

in stock markets. Alternatively, they can be purchased via the Initial Public Offering (IPO) route, i.e. directly 

from the company. Investing in equities is a good long-term investment option as the returns on equities over a 

long time horizon are generally higher than most other investment avenues. However, along with the possibility 

of greater returns comes greater risk. 

Mutual funds 

A mutual fund allows a group of people to pool their money together and have it professionally managed, in 

keeping with a predetermined investment objective. This investment avenue is popular because of its cost-

efficiency, risk-diversification, professional management and sound regulation. You can invest as little as Rs. 

1,000 per month in a mutual fund. There are various general and thematic mutual funds to choose from and the 

risk and return possibilities vary accordingly. 

Bonds 

Bonds are fixed income instruments which are issued for the purpose of raising capital. Both private entities, 

such as companies, financial institutions, and the central or state government and other government institutions 

use this instrument as a means of garnering funds. Bonds issued by the Government carry the lowest level of 

risk but could deliver fair returns. 

Deposits 

Investing in bank or post-office deposits is a very common way of securing surplus funds. These instruments 

are at the low end of the risk-return spectrum. 

Cash equivalents 

These are relatively safe and highly liquid investment options. Treasury bills and money market funds are cash 

equivalents. 

 

Non-financial Instruments 

 

Real estate 

With the ever-increasing cost of land, real estate has come up as a profitable investment proposition. 

Gold 

The 'yellow metal' is a preferred investment option, particularly when markets are volatile. Today, beyond 

physical gold, a number of products which derive their value from the price of gold are available for 

investment. These include gold futures and gold exchange traded funds. 

 

 

 

 

 

Securities market 



Securities market is an economic institute within which takes place the sale and purchase transactions of 

securities between subjects of the economy, on the basis of demand and supply. Also we can say that securities 

market is a system of interconnection between all participants (professional and nonprofessional) that provides 

effective conditions: to buy and sell securities, and also 

 to attract new capital by means of issuance new security (securitization of debt), 

 to transfer real asset into financial asset, 

 to invest money for short or long term periods with the aim of deriving profitability. 

 commercial function (to derive profit from operation on this market) 

 price determination (demand and supply balancing, the continuous process of prices movements 

guarantees to state correct price for each security so the market corrects mispriced securities) 

 informative function (market provides all participants with market information about participants 

and traded instruments) 

 regulation function (securities market creates the rules of trade, contention  regulation, priorities 

determination) 

Specific functions of the securities market 

 Transfer of ownership (securities markets transfer existing stocks and bonds from owners who 

no longer desire to maintain their investments to buyers who wish to increase those specific 

investments. There is no net change in the number of securities in existence, for there is only a transfer 

of ownership. The role of securities market is to facilitate this transfer of ownership. This transfer of 

securities is extremely important, for securities holders know that a secondary market exists in which 

they may sell their securities holdings. The ease with which securities may be sold and converted into 

cash increases the willingness of people to hold stocks and bonds and thus increases the ability of firms 

to issue securities) 

 Insurance (hedging) of operations though securities market (options, futures, etc.) 

Levels of securities market 

Primary market 

The primary market s that part of the capital markets that deals with the issue of new securities. Companies, 

governments or public sector institutions can obtain funding through the sale of a new stock or bond issue. This 

is typically done through a syndicate of securities dealers. The process of selling new issues to investors is 

called underwriting. In the case of a new stock issue, this sale is a public offering. Dealers earn a commission 

that is built into the price of the security offering, though it can be found in the prospectus. Primary markets 

creates long term instruments through which corporate entities borrow from capital market. 

Features of primary markets are: 

 This is the market for new long term equity capital. The primary market is the market where the 

securities are sold for the first time. Therefore it is also called the new issue market (NIM). 

 In a primary issue, the securities are issued by the company directly to investors. 

 The company receives the money and issues new security certificates to the investors. 

 Primary issues are used by companies for the purpose of setting up new business or for 

expanding or modernizing the existing business. 

 The primary market performs the crucial function of facilitating capital formation in the 

economy. 
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 The new issue market does not include certain other sources of new long term external finance, 

such as loans from financial institutions. Borrowers in the new issue market may be raising capital for 

converting private capital into public capital; this is known as "going public." 

Secondary market 

The secondary market, also known as the aftermarket, is the financial market where previously issued 

securities and financial instruments such as stock, bonds, options, and futures are bought and sold. The term 

"secondary market" is also used to refer to the market for any used goods or assets, or an alternative use for an 

existing product or asset where the customer base is the second market (for example, corn has been traditionally 

used primarily for food production and feedstock, but a "second" or "third" market has developed for use in 

ethanol production). Stock exchange and over the counter markets. 

With primary issuances of securities or financial instruments, or the primary market, investors purchase these 

securities directly from issuers such as corporations issuing shares in an IPO or private placement, or directly 

from the federal government in the case of treasuries. After the initial issuance, investors can purchase from 

other investors in the secondary market. 

The secondary market for a variety of assets can vary from loans to stocks, from fragmented to centralized, and 

from illiquid to very liquid. The major stock exchanges are the most visible example of liquid secondary 

markets - in this case, for stocks of publicly traded companies. Exchanges such as the New York Stock 

Exchange, Nasdaq and the American Stock Exchange provide a centralized, liquid secondary market for the 

investors who own stocks that trade on those exchanges. Most bonds and structured products trade “over the 

counter,” or by phoning the bond desk of one’s broker-dealer. Loans sometimes trade online using a Loan 

Exchange. 

Over-the-counter market 

Over-the-counter (OTC) or off-exchange trading is to trade financial instruments such as stocks, bonds, 

commodities or derivatives directly between two parties. It is contrasted with exchange trading, which occurs 

via facilities constructed for the purpose of trading (i.e., exchanges), such as futures exchanges or stock 

exchanges. In the U.S., over-the-counter trading in stock is carried out by market makers that make markets in 

OTCBB and Pink Sheets securities using inter-dealer quotation services such as Pink Quote (operated by Pink 

OTC Markets) and the OTC Bulletin Board (OTCBB). OTC stocks are not usually listed nor traded on any 

stock exchanges, though exchange listed stocks can be traded OTC on the third market. Although stocks quoted 

on the OTCBB must comply with United States Securities and Exchange Commission (SEC) reporting 

requirements, other OTC stocks, such as those stocks categorized as Pink Sheets securities, have no reporting 

requirements, while those stocks categorized as OTCQX have met alternative disclosure guidelines through 

Pink OTC Markets. An over-the-counter contract is a bilateral contract in which two parties agree on how a 

particular trade or agreement is to be settled in the future. It is usually from an investment bank to its clients 

directly. Forwards and swaps are prime examples of such contracts. It is mostly done via the computer or the 

telephone. For derivatives, these agreements are usually governed by an International Swaps and Derivatives 

Association agreement. 

This segment of the OTC market is occasionally referred to as the "Fourth Market." 

The NYMEX has created a clearing mechanism for a slate of commonly traded OTC energy derivatives which 

allows counterparties of many bilateral OTC transactions to mutually agree to transfer the trade to ClearPort, 

the exchange's clearing house, thus eliminating credit and performance risk of the initial OTC transaction 

counterparts.. 

Main financial instruments 

Bond, Promissory note, Cheque – a security contains requirement to make full payment to the bearer of cheque, 

Certificate of deposit, Bill of Lading (a Bill of Lading is a “document evidencing the receipt of goods for 

shipment issued by a person engaged in the business of transporting or forwarding goods." ), Stock. 

Promissory note 
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[[Promissory Note A promissory note]], referred to as a note payable in accounting, or commonly as just a 

"note", is a contract where one party (the maker or issuer) makes an unconditional promise in writing to pay a 

sum of money to the other (the payee), either at a fixed or determinable future time or on demand of the payee, 

under specific terms. They differ from IOUs in that they contain a specific promise to pay, rather than simply 

acknowledging that a debt exists. 

Certificate of deposit 

A certificate of deposit or CD is a time deposit, a financial product commonly offered to consumers by banks, 

thrift institutions, and credit unions. CDs are similar to savings accounts in that they are insured and thus 

virtually risk-free; they are "money in the bank" (CDs are insured by the FDIC for banks or by the NCUA for 

credit unions). They are different from savings accounts in that the CD has a specific, fixed term (often three 

months, six months, or one to five years), and, usually, a fixed interest rate. It is intended that the CD be held 

until maturity, at which time the money may be withdrawn together with the accrued interest. 

Bond 

Bond - an issued security establishing its holder's right to receive from the issuer of the bond, within the time 

period specified therein, 

 its nominal value 

 and the interest fixed therein on this value or other property equivalent. 

The bond may provide for other property rights of its holder, where this is not contrary to legislation. 

Stocks (shares) 

Common shares 

Common shares represent ownership in a company and a claim (dividends) on a portion of profits. Investors 

get one vote per share to elect the board members, who oversee the major decisions made by management. 

Over the long term, common stock, by means of capital growth, yields higher returns than almost every other 

investment. This higher return comes at a cost since common stocks entail the most risk. If a company goes 

bankrupt and liquidates, the common shareholders will not receive money until the creditors, and preferred 

shareholders are paid. 

Preferred stock 

Preferred stock represents some degree of ownership in a company but usually doesn't come with the same 

voting rights. (This may vary depending on the company.) With preferred shares investors are usually 

guaranteed a fixed dividend forever. This is different than common stock, which has variable dividends that are 

never guaranteed. Another advantage is that in the event of liquidation preferred shareholders are paid off 

before the common shareholder (but still after debt holders). Preferred stock may also be callable, meaning that 

the company has the option to purchase the shares from shareholders at anytime for any reason (usually for a 

premium). Some people consider preferred stock to be more like debt than equity. 

How securities are traded 

Process of Securities Issue  

–  New securities issued in a primary market  such as NYSE 

–  Initial Public Offer (IPO)/Seasoned Issues 

–   IPOs are typically smaller firms, 

    no public history 

–   Bond issue:  

    (1) public offer is sold to public and   later traded;  
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    (2) private placement - sold to few  

     institutional investor and then held 

     until maturity    

 

• Underwriting 

– lead bank forms underwriting syndicate to share with other banks share the commitment, which 

can be firm commitment or best-efforts basis 

•  Shelf Registration  

– in 1982, SEC passed Rule 415 that 

  allows firms to register securities for 

  a 2-year period and market them  

  when needed 

•  Underpricing  

–  New issues are often underpriced 

–  conflict of interest: a guarantee of  

   issue success, less proceeds to  

   issuing firm. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

 

 

 

 

 

 

Unit-2 

Portfolio Theory and Capital Market Theory 

 

Return and Risk – The Basis of Investment Decisions: 
 
 

An organized view of the investment process involves analyzing the basic nature of investment 

decisions and organizing the activities in the decision process. Common stocks have produced, on average, 

significantly larger returns over the years than savings accounts or bonds. Should not all investors invest in 

common stocks and realize these larger returns? The answer to this question is to pursue higher returns 

investors must assume larger risks. Underlying all investment decisions is the trade off between expected return 

and risk. Therefore, we first consider these two basic parameters that are of critical importance to all investors 

and the trade- off that exists between expected return 
 
and risk. 
 

 

Given the foundation for making investment decisions the trade off between expected return and 

risk – we next consider the decision process in investments as it is typically practiced today. Although 

numerous separate decisions must be made, for organizational purposes, this decision process has traditionally 

been divided into a two step process: security analysis and portfolio management. Security analysis involves the 

valuation of securities, whereas portfolio management involves the management of an investor’s investment 

selections as a portfolio (package of assets), with its own unique characteristics. 

 

Return: Why invest? Stated in simplest terms, investors wish to earn a return on their money. Cash 

has an opportunity cost: By holding cash, you forego the opportunity to earn a return on that cash. Furthermore, 

in an inflationary environment, the purchasing power of cash diminishes, with high rates of inflation bringing a 

relatively rapid decline in purchasing power. In investments it is critical to distinguish between an expected 

return (the anticipated return for some future period) and a realized return (the actual return over some past 

period). Investors invest for the future for the returns they expect to earn but when the investing period is over, 

they are left with their realized returns. What investors actually earn from their holdings may turn out to be 

more or less than what they expected to earn when they initiated the investment. This point is the essence of the 



investments process; Investors must always consider the risk involved in investing. 

 

Risk: Risk is explained theoretically as the fluctuation in returns from a security. A security that 

yields consistent returns over a period of time is termed as “ risk less security “ or “ risk free security “. Risk is 

inherent in all walks of life. An investor cannot foresee the future definitely; hence, risk will always exist for an 

investor. Risk is in fact the watchword for all investors who enter capital markets. Investment risk can be an 

extraordinary stress for many investors. When the secondary market does not respond to rational expectations, 

the risk components of such markets are relatively high and most investors fail to recognize the real risk 

involved in the investment process. Risk aversion is the criteria commonly associated with many small 

investors in the secondary market. Many small investors look upon the market for a definite return and when 

their expectations are not met, the effect on the small investors’ morale is negative. Hence these investors prefer 

to lock up their funds in securities that would rather give them back their investment with small returns than 

those securities that yield high returns on an average but are subject to wild fluctuations. 

 
There are different types and therefore different definition of risk. Risk is defined as the uncertainty 

about the actual return that will earn on an investment. When one invest, expects some particular return, but 

there is a risk that he ends up with a different return when he terminates the investment. The more the 

difference between the expected and the actual the more is the risk. It is not sensible to talk about the 

investment returns with out talking about the risk, because the investment decision involves a trade-off between 

the two, return and risk. 

 

Factors influence risk: What makes financial assets risky. Traditionally, investors have talked about several 

factors causing risk such as business failure, market fluctuations, change in the interest rate inflation in the 

economy, fluctuations in exchange rates changes in the political situation etc. Based on the factors affecting the 

risk the risk can be understood in following manners- 

 
 
Interest rate risk: The variability in a security return resulting from changes in the level of interest rates is 

referred to as interest rate risk. Such changes generally affect securities inversely, that is other things being 

equal, security price move inversely to interest rate. 

 
Market risk: The variability in returns resulting from fluctuations in overall market that is, the agree get stock 

market is referred to as market risk. Market risk includes a wide range of factors exogenous to securities them 

selves, like recession, wars, structural changes in the economy, and changes in consumer preference. The risk of 

going down with the market movement is known as market risk. 

 

Inflation risk: Inflation in the economy also influences the risk inherent in investment. It may also result in the 

return from investment not matching the rate of increase in general price level (inflation). The change in the 



inflation rate also changes the consumption pattern and hence investment return carries an additional risk. This 

risk is related to interest rate risk, since interest rate generally rise as inflation increases, because lenders 

demands additional inflation premium to compensate for the loss of purchasing power. 

 

Business risk: The changes that take place in an industry and the environment causes risk for the company in 

earning the operational revenue creates business risk. For example the traditional telephone industry faces 

major changes today in the rapidly changing telecommunication industry and the mobile phones. When a 

company fails to earn through its operations due to changes in the business situations leading to erosion of 

capital, there by faces the business risk. 
 
Financial risk: The use of debt financing by the company to finance a larger proportion of assets causes larger 

variability in returns to the investors in the faces of different business situation. During prosperity the investors 

get higher return than the average return the company earns, but during distress investors faces possibility of 

vary low return or in the worst case erosion of capital which causes the financial risk. The larger the proportion 

of assets finance by debt (as opposed to equity) the larger the variability of returns thus lager the financial risk. 

 

Liquidity risk: An investment that can be bought or sold quickly without significant price concession is 

considered to be liquid. The more uncertainty about the time element and the price concession the greater the 

liquidity risk. The liquidity risk is the risk associated with the particular secondary market in which a security 

trades. 

 

Exchange rate risk: The change in the exchange rate causes a change in the value of foreign holdings, foreign 

trade, and the profitability of the firms, there by returns to the investors. The exchange rate risk is applicable 

mainly to the companies who operate oversees. The exchange rate risk is nothing but the variability in the 

return on security caused by currencies fluctuation. 

 

Political risk: Political risk also referred, as country risk is the risk caused due to change in government 

policies that affects business prospects there by return to the investors. Policy changes in the tax structure, 

concession and levy of duty to products, relaxation or tightening of foreign trade relations etc. carry a risk 

component that changes the return pattern of the business. 

 
 
 
 
 
  
TYPES OF RISK 
 

 

Thus far, our discussion has concerned the total risk of an asset, which is one important consideration in 

investment analysis. However modern investment analysis categorizes the traditional sources of risk identified 

previously as causing variability in returns into two general types: those that are pervasive in nature, such as 



market risk or interest rate risk, and those that are specific to a particular security issue, such as business or 

financial risk. Therefore, we must consider these two categories of total risk. The following discussion 

introduces these terms. Dividing total risk in to its two components, a general (market) component and a 

specific (issue ) component, we have systematic risk and unsystematic risk which are additive: 
 

Total risk = general risk + specific risk 
 

= market risk + issuer risk  
 

= systematic risk + non systematic risk  
 

 

Systematic risk: Variability in a securities total return that is directly associated with overall moment in the 

general market or economy is called as systematic risk. This risk cannot be avoided or eliminated by 

diversifying the investment. Normally diversification eliminates a part of the total risk the left over after 

diversification is the non-diversifiable portion of the total risk or market risk. Virtually all securities have some 

systematic risk because systematic risk directly encompasses the interest rate, market and inflation risk. The 

investor cannot escape this part of the risk, because no matter how well he or she diversifies, the risk of the 

overall market cannot be avoided. If the stock market declines sharply, most stock will be adversely affected, if 

it rises strongly, most stocks will appreciate in value. Clearly mark risk is critical to all investors. 

  
Non-systematic risk: Variability in a security total return not related to overall market variability is called un 

systematic (non market) risk. This risk is unique to a particular security and is associated with such factors as 

business, and financial risk, as well as liquidity risk. Although all securities tend to have some nonsystematic 

risk, it is generally connected with common stocks. 

 

MEASURING RETURNS: 
 

 

Return is the outcome of an investment. Measurement of return occupies a strategic importance in 

investment analysis as the investment is undertaken with a view to get returns in future 

 

Total Return 
 
 

A correct returns measure must incorporate the two components of return, yield and price changes. 

Returns across time or from different securities can be measured and compared using the total return concept. 

Formally, the total return (TR) for a given holding period is a decimal (or percentage) number relating all the 

cash flows received by an investor during any desired time period to the purchase price of the asset. Total return 

is defined as 

 

TR  = any cash payments received + Price changes over 
 
The period 
 

Price at which the asset is purchased 



 

 

All the items are measured in rupees. The price change over the period, defined as the difference 

between the beginning (or purchase) price and the ending (or sale) price, can be either positive (sales price 

exceeds purchase price), negative (purchase price exceeds sales price), or zero. The cash payments can be either 

positive or zero. Netting the two items in the numerator together and 
 
dividing by the purchase price results in a decimal return figure that can easily be converted into percentage 

form. Note that in using the TR, the two components of return, yield and price change have been measured. 

 

The general equation for calculating TR is 
 

 

 TR = CFt + (PE – PB) = CFt + PC  

  

PB 

 

PB 

 

    

Where   

CFt = Cash flows during the measurement period  

PE = price at the end of the period t or sale price  

PB = purchase price of the asset or price at the beginning of the  

period      

PC = change in price during the period, or PE minus PB  
 

 

The cash flows for a bond comes from the interest payments received, and that for a stock comes for the 

dividends received. For some assets, such as warrant or a stock that pays no dividends, there is only a price 

change. Although one year is often used for convenience, the TR calculation can be applied to periods of any 

length. 

 

In summary, the total return concept is valuable as a measure of return because it is all-inclusive 

measuring the total return per rupees of original investment. Total return is the basic measure of the actual 

return earned by investors on any financial assets for any specific period of time. It facilitates the comparison of 

asset returns over a specified period whether the comparison is of different assets, such as stocks versus bonds, 

or of different securities have to be sold within the same type, such as several common socks. 

 

RETURN RELATIVE: 

 

It is often necessary to measure returns on a slightly different basis than TRs. This is particularly true 

when calculating a geometric mean because negative returns cannot be used in the calculation. The return 

relative (RR) solves this problem by adding 1.0 to the total return. 
 

· RR = TR in decimal form +1.0  



 
· TR in decimal form = RR – 1.0  

 

 

Although return relatives may be less than 1.0, they will be greater than zero, thereby 

eliminating negative numbers. 

 

Relative Return = RR = CFt + PE 
 

PB 
 

 

MEASURING RISK: 
 
 

Risk is often associated with the dispersion in the likely outcomes. Dispersion refers to variability. It is 

assumed to arise out of variability, which is consistent with our definition of risk as the chance that the actual 

outcome of an investment will differ from the expected outcome. If an assets’ return has no variability, in effect 

it has no risk. Thus a one-year treasury bill purchased to yield 10 percent and held to maturity will, in fact, yield 

(a nominal) 10 percent. No other outcome is possible, barring default by the government, which is not 

considered a reasonable possibility. 

 

 

 

 

STANDARD DEVIATION: 
 
 

The risk can be measured with an absolute measure of dispersion, or variability. The most commonly 

used measure of dispersion over some period of years is the standard deviation, which measures the deviation 

of each observation from the arithmetic mean of the observations and is a reliable measure of variability, 

because all the information in a sample is used. 

 

The standard deviation is a measure of the total risk of an asset or a portfolio. It captures the total 

variability in the assets or portfolio’s return, whatever the source(s) of that variability. The standard deviation is 

the square root of variance, which can be calculated as follows: 

In summary, the standard deviation of return measures the total risk of one security or the total risk of a 

portfolio of securities. The historical standard deviation can be calculated for individual securities or portfolio 

of securities using TRs for some specified period of time. This ex post value is useful in evaluating the total risk 

for a particular historical period and in estimating the total risk that is expected to prevail over some future 

period. 

 

COMMON STOCK VALUATION: 
 
 

The use of present-value theory by bond and preferred-stock investors is well established. The valuation 



task is relatively straightforward because benefits are generally constant and reasonably certain. One deals with 

perpetuities, or infinite life securities with constant dividend receipts, with straight preferred stock. Bonds 

represent constant income flows with a finite, measurable life. 

 

 

Common-stock valuation is different because earnings and dividend streams are uncertain as to the 

timing of receipt and the amount of the dividend. The value of a common stock at any moment in time can be 

thought of as the discounted value of a series of uncertain future dividends that may grow or decline at varying 

rates over time. The more theoretical present-value approach to common-stock valuation will be compared with 

the more traditional and pragmatic capitalization or multiplier approach in the next several sections. 

Capital asset pricing model 

In finance, the capital asset pricing model (CAPM) is used to determine a theoretically appropriate required 

rate of return of an asset, if that asset is to be added to an already well-diversified portfolio, given that asset's 

non-diversifiable risk. The model takes into account the asset's sensitivity to non-diversifiable risk (also known 

as systematic risk or market risk), often represented by the quantity beta (β) in the financial industry, as well as 

the expected return of the market and the expected return of a theoretical risk-free asset. CAPM “suggests that 

an investor’s cost of equity capital is determined by beta.”[1]:2 An extension to the CAPM is the dual-beta 

model, which differentiates downside beta from upside beta.[2] 

The CAPM was introduced by Jack Treynor (1961, 1962),[3] William Sharpe (1964), John Lintner (1965a,b) 

and Jan Mossin (1966) independently, building on the earlier work of Harry Markowitz on diversification and 

modern portfolio theory. Sharpe, Markowitz and Merton Miller jointly received the Nobel Memorial Prize in 

Economics for this contribution to the field of financial economics. 

Because of its simplicity and despite more modern approaches to asset pricing and portfolio selection (like 

Arbitrage pricing theory and Merton's portfolio problem, respectively), CAPM still remains popular. 

The CAPM is a model for pricing an individual security or portfolio. For individual securities, we make use of 

the security market line (SML) and its relation to expected return and systematic risk (beta) to show how the 

market must price individual securities in relation to their security risk class. The SML enables us to calculate 

the reward-to-risk ratio for any security in relation to that of the overall market. Therefore, when the expected 

 

 

The Security Market Line, seen here in a graph, describes a relation between the beta and the asset's 

expected rate of return. 
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rate of return for any security is deflated by its beta coefficient, the reward-to-risk ratio for any individual 

security in the market is equal to the market reward-to-risk ratio, thus: 

 

The market reward-to-risk ratio is effectively the market risk premium and by rearranging the above equation 

and solving for E(Ri), we obtain the Capital Asset Pricing Model (CAPM). 

 

where: 

 is the expected return on the capital asset 

 is the risk-free rate of interest such as interest arising from government bonds 

 (the beta) is the sensitivity of the expected excess asset returns to the expected excess market returns, 

or also , 

 is the expected return of the market 

 is sometimes known as the market premium (the difference between the expected 

market rate of return and the risk-free rate of return). 

 is also known as the risk premium 

Restated, in terms of risk premium, we find that: 

 

which states that the individual risk premium equals the market premium times β. 

Note 1: the expected market rate of return is usually estimated by measuring the Geometric Average of the 

historical returns on a market portfolio (e.g. S&P 500). 

Note 2: the risk free rate of return used for determining the risk premium is usually the arithmetic average of 

historical risk free rates of return and not the current risk free rate of return. 

For the full derivation see Modern portfolio theory. 

Modified Formula 

CAPM can be modified to include size premium and specific risk. This is important for investors in privately 

held companies who often do not hold a well-diversified portfolio. The equation is similar to the traditional 

CAPM equation “with the market risk premium replaced by the product of beta times the market risk 

premium:”[1]:5 

 

"where: 

is required return on security i 

is risk-free rate 
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is general market risk premium 

is risk premium for small size 

is risk premium due to company-specific risk factor" 

Security market line 

The SML essentially graphs the results from the capital asset pricing model (CAPM) formula. The x-axis 

represents the risk (beta), and the y-axis represents the expected return. The market risk premium is determined 

from the slope of the SML. 

The relationship between β and required return is plotted on the securities market line (SML), which shows 

expected return as a function of β. The intercept is the nominal risk-free rate available for the market, while the 

slope is the market premium, E(Rm)− Rf. The securities market line can be regarded as representing a single-

factor model of the asset price, where Beta is exposure to changes in value of the Market. The equation of the 

SML is thus: 

 

It is a useful tool in determining if an asset being considered for a portfolio offers a reasonable expected return 

for risk. Individual securities are plotted on the SML graph. If the security's expected return versus risk is 

plotted above the SML, it is undervalued since the investor can expect a greater return for the inherent risk. And 

a security plotted below the SML is overvalued since the investor would be accepting less return for the amount 

of risk assumed. 

Asset pricing 

Once the expected/required rate of return is calculated using CAPM, we can compare this required rate 

of return to the asset's estimated rate of return over a specific investment horizon to determine whether it would 

be an appropriate investment. To make this comparison, you need an independent estimate of the return outlook 

for the security based on either fundamental or technical analysis techniques, including P/E, M/B etc. 

Assuming that the CAPM is correct, an asset is correctly priced when its estimated price is the same as the 

present value of future cash flows of the asset, discounted at the rate suggested by CAPM. If the estimated price 

is higher than the CAPM valuation, then the asset is undervalued (and overvalued when the estimated price is 

below the CAPM valuation).[4] When the asset does not lie on the SML, this could also suggest mis-pricing. 

Since the expected return of the asset at time is , a higher expected return than 

what CAPM suggests indicates that is too low (the asset is currently undervalued), assuming that at time 

the asset returns to the CAPM suggested price.[5] 

The asset price using CAPM, sometimes called the certainty equivalent pricing formula, is a linear 

relationship given by 

 

where is the payoff of the asset or portfolio.[4] 

Asset-specific required return 

The CAPM returns the asset-appropriate required return or discount rate—i.e. the rate at which future cash 

flows produced by the asset should be discounted given that asset's relative riskiness. Betas exceeding one 

signify more than average "riskiness"; betas below one indicate lower than average. Thus, a more risky stock 

will have a higher beta and will be discounted at a higher rate; less sensitive stocks will have lower betas and be 
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discounted at a lower rate. Given the accepted concave utility function, the CAPM is consistent with intuition—

investors (should) require a higher return for holding a more risky asset. 

Since beta reflects asset-specific sensitivity to non-diversifiable, i.e. market risk, the market as a whole, by 

definition, has a beta of one. Stock market indices are frequently used as local proxies for the market—and in 

that case (by definition) have a beta of one. An investor in a large, diversified portfolio (such as a mutual fund), 

therefore, expects performance in line with the market. 

Risk and diversification 

The risk of a portfolio comprises systematic risk, also known as undiversifiable risk, and unsystematic risk 

which is also known as idiosyncratic risk or diversifiable risk. Systematic risk refers to the risk common to all 

securities—i.e. market risk. Unsystematic risk is the risk associated with individual assets. Unsystematic risk 

can be diversified away to smaller levels by including a greater number of assets in the portfolio (specific risks 

"average out"). The same is not possible for systematic risk within one market. Depending on the market, a 

portfolio of approximately 30-40 securities in developed markets such as UK or US will render the portfolio 

sufficiently diversified such that risk exposure is limited to systematic risk only. In developing markets a larger 

number is required, due to the higher asset volatilities. 

A rational investor should not take on any diversifiable risk, as only non-diversifiable risks are rewarded within 

the scope of this model. Therefore, the required return on an asset, that is, the return that compensates for risk 

taken, must be linked to its riskiness in a portfolio context—i.e. its contribution to overall portfolio riskiness—

as opposed to its "stand alone risk." In the CAPM context, portfolio risk is represented by higher variance i.e. 

less predictability. In other words the beta of the portfolio is the defining factor in rewarding the systematic 

exposure taken by an investor. 

The efficient frontier 

Main article: Efficient frontier 

 

The (Markowitz) efficient frontier. CAL stands for the capital allocation line. 

The CAPM assumes that the risk-return profile of a portfolio can be optimized—an optimal portfolio displays 

the lowest possible level of risk for its level of return. Additionally, since each additional asset introduced into a 

portfolio further diversifies the portfolio, the optimal portfolio must comprise every asset, (assuming no trading 

costs) with each asset value-weighted to achieve the above (assuming that any asset is infinitely divisible). All 

such optimal portfolios, i.e., one for each level of return, comprise the efficient frontier. 

Because the unsystematic risk is diversifiable, the total risk of a portfolio can be viewed as beta. 

The market portfolio 

An investor might choose to invest a proportion of his or her wealth in a portfolio of risky assets with the 

remainder in cash—earning interest at the risk free rate (or indeed may borrow money to fund his or her 
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purchase of risky assets in which case there is a negative cash weighting). Here, the ratio of risky assets to risk 

free asset does not determine overall return—this relationship is clearly linear. It is thus possible to achieve a 

particular return in one of two ways: 

1. By investing all of one's wealth in a risky portfolio, 

2. or by investing a proportion in a risky portfolio and the remainder in cash (either borrowed or invested). 

For a given level of return, however, only one of these portfolios will be optimal (in the sense of lowest risk). 

Since the risk free asset is, by definition, uncorrelated with any other asset, option 2 will generally have the 

lower variance and hence be the more efficient of the two. 

This relationship also holds for portfolios along the efficient frontier: a higher return portfolio plus cash is more 

efficient than a lower return portfolio alone for that lower level of return. For a given risk free rate, there is only 

one optimal portfolio which can be combined with cash to achieve the lowest level of risk for any possible 

return. This is the market portfolio. 

Assumptions of CAPM 

1. Aim to maximize economic utilities. 

2. Are rational and risk-averse. 

3. Are broadly diversified across a range of investments. 

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

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

6. Trade without transaction or taxation costs. 

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

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

Further, the model assumes that standard deviation of past returns is a perfect proxy for the future risk 

associated with a given security. 

Problems of CAPM 

 The model assumes that the variance of returns is an adequate measurement of risk. This would be 

implied by the assumption that returns are normally distributed, or indeed are distributed in any two-

parameter way, but for general return distributions other risk measures (like coherent risk measures) will 

reflect the active and potential shareholders' preferences more adequately. Indeed risk in financial 

investments is not variance in itself, rather it is the probability of losing: it is asymmetric in nature. 

Barclays Wealth have published some research on asset allocation with non-normal returns which shows 

that investors with very low risk tolerances should hold more cash than CAPM suggests. 

  The model assumes that all active and potential shareholders have access to the same information and 

agree about the risk and expected return of all assets (homogeneous expectations assumption). The 

model assumes that the probability beliefs of active and potential shareholders match the true 

distribution of returns. A different possibility is that active and potential shareholders' expectations are 

biased, causing market prices to be informationally inefficient. This possibility is studied in the field of 

behavioral finance, which uses psychological assumptions to provide alternatives to the CAPM such as 

the overconfidence-based asset pricing model of Kent Daniel, David Hirshleifer, and Avanidhar 

Subrahmanyam (2001).  

 The model does not appear to adequately explain the variation in stock returns. Empirical studies show 

that low beta stocks may offer higher returns than the model would predict. Some data to this effect was 

presented as early as a 1969 conference in Buffalo, New York in a paper by Fischer Black, Michael 
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Jensen, and Myron Scholes. Either that fact is itself rational (which saves the efficient-market 

hypothesis but makes CAPM wrong), or it is irrational (which saves CAPM, but makes the EMH wrong 

– indeed, this possibility makes volatility arbitrage a strategy for reliably beating the market).[citation needed] 

 The model assumes that given a certain expected return, active and potential shareholders will prefer 

lower risk (lower variance) to higher risk and conversely given a certain level of risk will prefer higher 

returns to lower ones. It does not allow for active and potential shareholders who will accept lower 

returns for higher risk. Casino gamblers pay to take on more risk, and it is possible that some stock 

traders will pay for risk as well. 

 The model assumes that there are no taxes or transaction costs, although this assumption may be relaxed 

with more complicated versions of the model. 

 The market portfolio consists of all assets in all markets, where each asset is weighted by its market 

capitalization. This assumes no preference between markets and assets for individual active and 

potential shareholders, and that active and potential shareholders choose assets solely as a function of 

their risk-return profile. It also assumes that all assets are infinitely divisible as to the amount which 

may be held or transacted. 

 The market portfolio should in theory include all types of assets that are held by anyone as an 

investment (including works of art, real estate, human capital...) In practice, such a market portfolio is 

unobservable and people usually substitute a stock index as a proxy for the true market portfolio. 

Unfortunately, it has been shown that this substitution is not innocuous and can lead to false inferences 

as to the validity of the CAPM, and it has been said that due to the inobservability of the true market 

portfolio, the CAPM might not be empirically testable. This was presented in greater depth in a paper by 

Richard Roll in 1977, and is generally referred to as Roll's critique.  

 The model assumes economic agents optimise over a short-term horizon, and in fact investors with 

longer-term outlooks would optimally choose long-term inflation-linked bonds instead of short-term 

rates as this would be more risk-free asset to such an agent.  

 The model assumes just two dates, so that there is no opportunity to consume and rebalance portfolios 

repeatedly over time. The basic insights of the model are extended and generalized in the intertemporal 

CAPM (ICAPM) of Robert Merton, and the consumption CAPM (CCAPM) of Douglas Breeden and 

Mark Rubinstein.  

 CAPM assumes that all active and potential shareholders will consider all of their assets and optimize 

one portfolio. This is in sharp contradiction with portfolios that are held by individual shareholders: 

humans tend to have fragmented portfolios or, rather, multiple portfolios: for each goal one portfolio — 

see behavioral portfolio theory and Maslowian Portfolio Theory.  

 Empirical tests show market anomalies like the size and value effect that cannot be explained by the 

CAPM. For details see the Fama–French three-factor model.  

Arbitrage pricing theory 

In finance, arbitrage pricing theory (APT) is a general theory of asset pricing that holds that the expected 

return of a financial asset can be modeled as a linear function of various macro-economic factors or theoretical 

market indices, where sensitivity to changes in each factor is represented by a factor-specific beta coefficient. 

The model-derived rate of return will then be used to price the asset correctly - the asset price should equal the 

expected end of period price discounted at the rate implied by the model. If the price diverges, arbitrage should 

bring it back into line. 

The theory was proposed by the economist Stephen Ross in 1976. 

The APT model 

Risky asset returns are said to follow a factor structure if they can be expressed as: 
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where  

 is a constant for asset  

 is a systematic factor 

 is the sensitivity of the th asset to factor , also called factor loading, 

 and is the risky asset's idiosyncratic random shock with mean zero. 

Idiosyncratic shocks are assumed to be uncorrelated across assets and uncorrelated with the factors. 

The APT states that if asset returns follow a factor structure then the following relation exists between expected 

returns and the factor sensitivities: 

 

where  

 is the risk premium of the factor, 

 is the risk-free rate, 

That is, the expected return of an asset j is a linear function of the asset's sensitivities to the n factors. 

Note that there are some assumptions and requirements that have to be fulfilled for the latter to be correct: 

There must be perfect competition in the market, and the total number of factors may never surpass the total 

number of assets (in order to avoid the problem of matrix singularity), 

Arbitrage and the APT 

Arbitrage is the practice of taking positive expected return from overvalued or undervalued securities in the 

inefficient market without any incremental risk and zero additional investments. 

Arbitrage in expectations 

The capital asset pricing model and its extensions are based on specific assumptions on investors’ asset 

demand. For example: 

 Investors care only about mean return and variance. 

 Investors hold only traded assets. 

Arbitrage mechanics 

In the APT context, arbitrage consists of trading in two assets – with at least one being mispriced. The 

arbitrageur sells the asset which is relatively too expensive and uses the proceeds to buy one which is relatively 

too cheap. 

Under the APT, an asset is mispriced if its current price diverges from the price predicted by the model. The 

asset price today should equal the sum of all future cash flows discounted at the APT rate, where the expected 

return of the asset is a linear function of various factors, and sensitivity to changes in each factor is represented 

by a factor-specific beta coefficient. 

A correctly priced asset here may be in fact a synthetic asset - a portfolio consisting of other correctly priced 

assets. This portfolio has the same exposure to each of the macroeconomic factors as the mispriced asset. The 

arbitrageur creates the portfolio by identifying x correctly priced assets (one per factor plus one) and then 

weighting the assets such that portfolio beta per factor is the same as for the mispriced asset. 
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When the investor is long the asset and short the portfolio (or vice versa) he has created a position which has a 

positive expected return (the difference between asset return and portfolio return) and which has a net-zero 

exposure to any macroeconomic factor and is therefore risk free (other than for firm specific risk). The 

arbitrageur is thus in a position to make a risk-free profit: 

Where today's price is too low: 

The implication is that at the end of the period the portfolio would have appreciated at the rate implied 

by the APT, whereas the mispriced asset would have appreciated at more than this rate. The arbitrageur 

could therefore:  

Today:  

1 short sell the portfolio 

2 buy the mispriced asset with the proceeds. 

At the end of the period:  

1 sell the mispriced asset 

2 use the proceeds to buy back the portfolio 

3 pocket the difference. 

Where today's price is too high: 

The implication is that at the end of the period the portfolio would have appreciated at the rate implied 

by the APT, whereas the mispriced asset would have appreciated at less than this rate. The arbitrageur 

could therefore:  

Today:  

1 short sell the mispriced asset 

2 buy the portfolio with the proceeds. 

At the end of the period:  

1 sell the portfolio 

2 use the proceeds to buy back the mispriced asset 

3 pocket the difference. 

Relationship with the capital asset pricing model (CAPM) 

The APT along with the capital asset pricing model (CAPM) is one of two influential theories on asset pricing. 

The APT differs from the CAPM in that it is less restrictive in its assumptions. It allows for an explanatory (as 

opposed to statistical) model of asset returns. It assumes that each investor will hold a unique portfolio with its 

own particular array of betas, as opposed to the identical "market portfolio". In some ways, the CAPM can be 

considered a "special case" of the APT in that the securities market line represents a single-factor model of the 

asset price, where beta is exposed to changes in value of the market. 

Additionally, the APT can be seen as a "supply-side" model, since its beta coefficients reflect the sensitivity of 

the underlying asset to economic factors. Thus, factor shocks would cause structural changes in assets' expected 

returns, or in the case of stocks, in firms' profitabilities. 
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On the other side, the capital asset pricing model is considered a "demand side" model. Its results, although 

similar to those of the APT, arise from a maximization problem of each investor's utility function, and from the 

resulting market equilibrium (investors are considered to be the "consumers" of the assets). 

Using the APT 

Identifying the factors 

As with the CAPM, the factor-specific betas are found via a linear regression of historical security returns on 

the factor in question. Unlike the CAPM, the APT, however, does not itself reveal the identity of its priced 

factors - the number and nature of these factors is likely to change over time and between economies. As a 

result, this issue is essentially empirical in nature. Several a priori guidelines as to the characteristics required 

of potential factors are, however, suggested: 

1. their impact on asset prices manifests in their unexpected movements 

2. they should represent undiversifiable influences (these are, clearly, more likely to be macroeconomic 

rather than firm-specific in nature) 

3. timely and accurate information on these variables is required 

4. the relationship should be theoretically justifiable on economic grounds 

Chen, Roll and Ross (1986) identified the following macro-economic factors as significant in explaining 

security returns: 

 surprises in inflation; 

 surprises in GNP as indicated by an industrial production index; 

 surprises in investor confidence due to changes in default premium in corporate bonds; 

 surprise shifts in the yield curve. 

As a practical matter, indices or spot or futures market prices may be used in place of macro-economic factors, 

which are reported at low frequency (e.g. monthly) and often with significant estimation errors. Market indices 

are 

 sometimes derived by means of factor analysis. More direct "indices" that might be used are: 

 short term interest rates; 

 the difference in long-term and short-term interest rates; 

 a diversified stock index such as the S&P 500 or NYSE Composite Index; 

 oil prices 

 gold or other precious metal prices 

 Currency exchange rates 

 

 

 

 

 

 

 

 

 

http://en.wikipedia.org/wiki/Capital_asset_pricing_model
http://en.wikipedia.org/wiki/Linear_regression
http://en.wikipedia.org/wiki/Empirical_evidence
http://en.wikipedia.org/wiki/A_priori_and_a_posteriori
http://en.wikipedia.org/wiki/Richard_Roll
http://en.wikipedia.org/wiki/Stephen_Ross_%28economist%29
http://en.wikipedia.org/wiki/Inflation
http://en.wikipedia.org/wiki/GNP
http://en.wikipedia.org/wiki/Yield_curve
http://en.wikipedia.org/wiki/Factor_analysis
http://en.wikipedia.org/wiki/S%26P_500
http://en.wikipedia.org/wiki/NYSE_Composite_Index
http://en.wikipedia.org/wiki/Exchange_rate


 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Unit-3 

Bond:- 

In finance, a bond is an instrument of indebtedness of the bond issuer to the holders. It is a debt security, under 

which the issuer owes the holders a debt and, depending on the terms of the bond, is obliged to pay them 

interest (the coupon) and/or to repay the principal at a later date, termed the maturity.[1] Interest is usually 

payable at fixed intervals (semiannual, annual, sometimes monthly). Very often the bond is negotiable, i.e. the 

ownership of the instrument can be transferred in the secondary market.[2] 

Thus a bond is a form of loan or IOU: the holder of the bond is the lender (creditor), the issuer of the bond is 

the borrower (debtor), and the coupon is the interest. Bonds provide the borrower with external funds to finance 

long-term investments, or, in the case of government bonds, to finance current expenditure. Certificates of 

deposit (CDs) or short term commercial paper are considered to be money market instruments and not bonds: 

the main difference is in the length of the term of the instrument. 

Bonds and stocks are both securities, but the major difference between the two is that (capital) stockholders 

have an equity stake in the company (i.e. they are owners), whereas bondholders have a creditor stake in the 

company (i.e. they are lenders). Another difference is that bonds usually have a defined term, or maturity, after 

which the bond is redeemed, whereas stocks are typically outstanding indefinitely. An exception is an 

irredeemable bond, such as Consols, which is a perpetuity, i.e. a bond with no maturity. 

Issuance 

Bonds are issued by public authorities, credit institutions, companies and supranational institutions in the 

primary markets. The most common process for issuing bonds is through underwriting. When a bond issue is 

underwritten, one or more securities firms or banks, forming a syndicate, buy the entire issue of bonds from the 

issuer and re-sell them to investors. The security firm takes the risk of being unable to sell on the issue to end 

investors. Primary issuance is arranged by bookrunners who arrange the bond issue, have direct contact with 

investors and act as advisers to the bond issuer in terms of timing and price of the bond issue. The bookrunner 

is listed first among all underwriters participating in the issuance in the tombstone ads commonly used to 

announce bonds to the public. The bookrunners' willingness to underwrite must be discussed prior to any 

decision on the terms of the bond issue as there may be limited demand for the bonds. 

In contrast, government bonds are usually issued in an auction. In some cases both members of the public and 

banks may bid for bonds. In other cases only market makers may bid for bonds. The overall rate of return on the 

bond depends on both the terms of the bond and the price paid.[3] The terms of the bond, such as the coupon, are 

fixed in advance and the price is determined by the market. 
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In the case of an underwritten bond, the underwriters will charge a fee for underwriting. An alternative process 

for bond issuance, which is commonly used for smaller issues and avoids this cost, is the private placement 

bond. Bonds are sold directly to buyers and may not be tradeable in the bond market.  

Historically an alternative practice of issuance was for the borrowing government authority to issue bonds over 

a period of time, usually at a fixed price, with volumes sold on a particular day dependent on market conditions. 

This was called a tap issue or bond tap.  

Features 

Principal 

Nominal, principal, par or face amount is the amount on which the issuer pays interest, and which, most 

commonly, has to be repaid at the end of the term. Some structured bonds can have a redemption amount which 

is different from the face amount and can be linked to performance of particular assets such as a stock or 

commodity index, foreign exchange rate or a fund. This can result in an investor receiving less or more than his 

original investment at maturity. 

Maturity 

The issuer has to repay the nominal amount on the maturity date. As long as all due payments have been made, 

the issuer has no further obligations to the bond holders after the maturity date. The length of time until the 

maturity date is often referred to as the term or tenor or maturity of a bond. The maturity can be any length of 

time, although debt securities with a term of less than one year are generally designated money market 

instruments rather than bonds. Most bonds have a term of up to 30 years. Some bonds have been issued with 

terms of 50 years or more, and historically there have been some issues with no maturity date (irredeemables). 

In the market for United States Treasury securities, there are three categories of bond maturities: 

 short term (bills): maturities between one to five year; (instruments with maturities less than one year 

are called Money Market Instruments) 

 medium term (notes): maturities between six to twelve years; 

 long term (bonds): maturities greater than twelve years. 

Coupon 

The coupon is the interest rate that the issuer pays to the holder. Usually this rate is fixed throughout the life of 

the bond. It can also vary with a money market index, such as LIBOR, or it can be even more exotic. The name 

"coupon" arose because in the past, paper bond certificates were issued which had coupons attached to them, 

one for each interest payment. On the due dates the bondholder would hand in the coupon to a bank in exchange 

for the interest payment. Interest can be paid at different frequencies: generally semi-annual, i.e. every 6 

months, or annual. 

 

 

Yield 

The yield is the rate of return received from investing in the bond. It usually refers either to 

 the current yield, or running yield, which is simply the annual interest payment divided by the current 

market price of the bond (often the clean price), or to 

 the yield to maturity or redemption yield, which is a more useful measure of the return of the bond, 

taking into account the current market price, and the amount and timing of all remaining coupon 

payments and of the repayment due on maturity. It is equivalent to the internal rate of return of a bond. 

Credit Quality 
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The "quality" of the issue refers to the probability that the bondholders will receive the amounts promised at the 

due dates. This will depend on a wide range of factors. High-yield bonds are bonds that are rated below 

investment grade by the credit rating agencies. As these bonds are more risky than investment grade bonds, 

investors expect to earn a higher yield. These bonds are also called junk bonds. 

Market Price 

The market price of a tradeable bond will be influenced amongst other things by the amounts, currency and 

timing of the interest payments and capital repayment due, the quality of the bond, and the available redemption 

yield of other comparable bonds which can be traded in the markets. 

The price can be quoted as clean or dirty. ("Dirty" refers to the actual price to be paid; "Clean" includes an 

adjustment for accrued interest.) 

The issue price at which investors buy the bonds when they are first issued will typically be approximately 

equal to the nominal amount. The net proceeds that the issuer receives are thus the issue price, less issuance 

fees. The market price of the bond will vary over its life: it may trade at a premium (above par, usually because 

market interest rates have fallen since issue), or at a discount (price below par, if market rates have risen or 

there is a high probability of default on the bond). 

Others 

 Indentures and Covenants — An indenture is a formal debt agreement that establishes the terms of a 

bond issue, while covenants are the clauses of such an agreement. Covenants specify the rights of 

bondholders and the duties of issuers, such as actions that the issuer is obligated to perform or is 

prohibited from performing. In the U.S., federal and state securities and commercial laws apply to the 

enforcement of these agreements, which are construed by courts as contracts between issuers and 

bondholders. The terms may be changed only with great difficulty while the bonds are outstanding, with 

amendments to the governing document generally requiring approval by a majority (or super-majority) 

vote of the bondholders. 

 Optionality: Occasionally a bond may contain an embedded option; that is, it grants option-like features 

to the holder or the issuer:  

o Callability — Some bonds give the issuer the right to repay the bond before the maturity date on 

the call dates; see call option. These bonds are referred to as callable bonds. Most callable bonds 

allow the issuer to repay the bond at par. With some bonds, the issuer has to pay a premium, the 

so-called call premium. This is mainly the case for high-yield bonds. These have very strict 

covenants, restricting the issuer in its operations. To be free from these covenants, the issuer can 

repay the bonds early, but only at a high cost. 

o Putability — Some bonds give the holder the right to force the issuer to repay the bond before 

the maturity date on the put dates; see put option. These are referred to as retractable or putable 

bonds. 

o call dates and put dates—the dates on which callable and putable bonds can be redeemed early. 

There are four main categories.  

 A Bermudan callable has several call dates, usually coinciding with coupon dates. 

 A European callable has only one call date. This is a special case of a Bermudan callable. 

 An American callable can be called at any time until the maturity date. 

 A death put is an optional redemption feature on a debt instrument allowing the 

beneficiary of the estate of a deceased bondholder to put (sell) the bond (back to the 

issuer) at face value in the event of the bondholder's death or legal incapacitation. Also 

known as a "survivor's option". 
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 sinking fund provision of the corporate bond indenture requires a certain portion of the issue to be 

retired periodically. The entire bond issue can be liquidated by the maturity date. If that is not the case, 

then the remainder is called balloon maturity. Issuers may either pay to trustees, which in turn call 

randomly selected bonds in the issue, or, alternatively, purchase bonds in open market, then return them 

to trustees. 

Types 

Bond certificate for the state of South Carolina issued in 1873 under the state's Consolidation Act. 

The following descriptions are not mutually exclusive, and more than one of them may apply to a particular 

bond. 

 Fixed rate bonds have a coupon that remains constant throughout the life of the bond. A variation are 

stepped-coupon bonds, whose coupon increases during the life of the bond. 

 Floating rate notes (FRNs, floaters) have a variable coupon that is linked to a reference rate of interest, 

such as LIBOR or Euribor. For example the coupon may be defined as three month USD LIBOR + 

0.20%. The coupon rate is recalculated periodically, typically every one or three months. 

 Zero-coupon bonds (zeros) pay no regular interest. They are issued at a substantial discount to par value, 

so that the interest is effectively rolled up to maturity (and usually taxed as such). The bondholder 

receives the full principal amount on the redemption date. An example of zero coupon bonds is Series E 

savings bonds issued by the U.S. government. Zero-coupon bonds may be created from fixed rate bonds 

by a financial institution separating ("stripping off") the coupons from the principal. In other words, the 

separated coupons and the final principal payment of the bond may be traded separately. See IO 

(Interest Only) and PO (Principal Only). 

 High-yield bonds (junk bonds) are bonds that are rated below investment grade by the credit rating 

agencies. As these bonds are more risky than investment grade bonds, investors expect to earn a higher 

yield. 

 Convertible bonds lets a bondholder exchange a bond to a number of shares of the issuer's common 

stock. 

 Exchangeable bonds allows for exchange to shares of a corporation other than the issuer. 

 Inflation-indexed bonds (linkers) (US) or Index-linked bond (UK), in which the principal amount and 

the interest payments are indexed to inflation. The interest rate is normally lower than for fixed rate 

bonds with a comparable maturity (this position briefly reversed itself for short-term UK bonds in 

December 2008). However, as the principal amount grows, the payments increase with inflation. The 

United Kingdom was the first sovereign issuer to issue inflation linked gilts in the 1980s. Treasury 

Inflation-Protected Securities (TIPS) and I-bonds are examples of inflation linked bonds issued by the 

U.S. government. 

 

 

Receipt for temporary bonds for the state of Kansas issued in 1922 

 Other indexed bonds, for example equity-linked notes and bonds indexed on a business indicator 

(income, added value) or on a country's GDP. 

 Asset-backed securities are bonds whose interest and principal payments are backed by underlying cash 

flows from other assets. Examples of asset-backed securities are mortgage-backed securities (MBS's), 

collateralized mortgage obligations (CMOs) and collateralized debt obligations (CDOs). 

 Subordinated bonds are those that have a lower priority than other bonds of the issuer in case of 

liquidation. In case of bankruptcy, there is a hierarchy of creditors. First the liquidator is paid, then 

government taxes, etc. The first bond holders in line to be paid are those holding what is called senior 

bonds. After they have been paid, the subordinated bond holders are paid. As a result, the risk is higher. 

Therefore, subordinated bonds usually have a lower credit rating than senior bonds. The main examples 
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of subordinated bonds can be found in bonds issued by banks, and asset-backed securities. The latter are 

often issued in tranches. The senior tranches get paid back first, the subordinated tranches later. 

 Covered bond are backed by cash flows from mortgages or public sector assets. Contrary to asset-

backed securities the assets for such bonds remain on the issuers balance sheet. 

 Perpetual bonds are also often called perpetuities or 'Perps'. They have no maturity date. The most 

famous of these are the UK Consols, which are also known as Treasury Annuities or Undated 

Treasuries. Some of these were issued back in 1888 and still trade today, although the amounts are now 

insignificant. Some ultra-long-term bonds (sometimes a bond can last centuries: West Shore Railroad 

issued a bond which matures in 2361 (i.e. 24th century) are virtually perpetuities from a financial point 

of view, with the current value of principal near zero. 

 Bearer bond is an official certificate issued without a named holder. In other words, the person who has 

the paper certificate can claim the value of the bond. Often they are registered by a number to prevent 

counterfeiting, but may be traded like cash. Bearer bonds are very risky because they can be lost or 

stolen. Especially after federal income tax began in the United States, bearer bonds were seen as an 

opportunity to conceal income or assets.[6] U.S. corporations stopped issuing bearer bonds in the 1960s, 

the U.S. Treasury stopped in 1982, and state and local tax-exempt bearer bonds were prohibited in 1983. 

 Registered bond is a bond whose ownership (and any subsequent purchaser) is recorded by the issuer, or 

by a transfer agent. It is the alternative to a Bearer bond. Interest payments, and the principal upon 

maturity, are sent to the registered owner. 

 A government bond, also called Treasury bond, is issued by a national government and is not exposed to 

default risk. It is characterized as the safest bond, with the lowest interest rate. A treasury bond is 

backed by the “full faith and credit” of the relevant government. For that reason, for the major OECD 

countries this type of bond is often referred to as risk-free. 

Pacific Railroad Bond issued by City and County of San Francisco, CA. May 1, 1865 

Municipal bond is a bond issued by a state, U.S. Territory, city, local government, or their agencies. 

Interest income received by holders of municipal bonds is often exempt from the federal income tax and 

from the income tax of the state in which they are issued, although municipal bonds issued for certain 

purposes may not be tax exempt. 

 Build America Bonds (BABs) are a form of municipal bond authorized by the American Recovery and 

Reinvestment Act of 2009. Unlike traditional US municipal bonds, which are usually tax exempt, 

interest received on BABs is subject to federal taxation. However, as with municipal bonds, the bond is 

tax-exempt within the US state where it is issued. Generally, BABs offer significantly higher yields 

(over 7 percent) than standard municipal bonds.[8] 

 Book-entry bond is a bond that does not have a paper certificate. As physically processing paper bonds 

and interest coupons became more expensive, issuers (and banks that used to collect coupon interest for 

depositors) have tried to discourage their use. Some book-entry bond issues do not offer the option of a 

paper certificate, even to investors who prefer them.[9] 

 Lottery bonds are issued by European and other states. Interest is paid as on a traditional fixed rate 

bond, but the issuer will redeem randomly selected individual bonds within the issue according to a 

schedule. Some of these redemptions will be for a higher value than the face value of the bond. 

 War bond is a bond issued by a country to fund a war. 

 Serial bond is a bond that matures in instalments over a period of time. In effect, a $100,000, 5-year 

serial bond would mature in a $20,000 annuity over a 5-year interval. 

 Revenue bond is a special type of municipal bond distinguished by its guarantee of repayment solely 

from revenues generated by a specified revenue-generating entity associated with the purpose of the 
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bonds. Revenue bonds are typically "non-recourse," meaning that in the event of default, the bond 

holder has no recourse to other governmental assets or revenues. 

 Climate bond is a bond issued by a government or corporate entity in order to raise finance for climate 

change mitigation- or adaptation-related projects or programmes. 

 Dual currency bonds [10] 

 Retail bond is a type of corporate bond with very low interest rates mostly designed for ordinary 

investors in the industry.[11] They have become particularly attractive since the London Stock Exchange 

(LSE) launched an order book for retail bonds.[12] 

Foreign currencies 

Some companies, banks, governments, and other sovereign entities may decide to issue bonds in foreign 

currencies as it may appear to be more stable and predictable than their domestic currency. Issuing bonds 

denominated in foreign currencies also gives issuers the ability to access investment capital available in foreign 

markets. The proceeds from the issuance of these bonds can be used by companies to break into foreign 

markets, or can be converted into the issuing company's local currency to be used on existing operations 

through the use of foreign exchange swap hedges. Foreign issuer bonds can also be used to hedge foreign 

exchange rate risk. Some foreign issuer bonds are called by their nicknames, such as the "samurai bond." These 

can be issued by foreign issuers looking to diversify their investor base away from domestic markets. These 

bond issues are generally governed by the law of the market of issuance, e.g., a samurai bond, issued by an 

investor based in Europe, will be governed by Japanese law. Not all of the following bonds are restricted for 

purchase by investors in the market of issuance. 

 Eurodollar bond, a U.S. dollar-denominated bond issued by a non-U.S. entity outside the U.S[13] 

 Baklava bond, a bond denominated in Turkish Lira and issued by a domestic or foreign entity in the 

Turkish market[14] 

 Yankee bond, a US dollar-denominated bond issued by a non-US entity in the US market 

 Kangaroo bond, an Australian dollar-denominated bond issued by a non-Australian entity in the 

Australian market 

 Maple bond, a Canadian dollar-denominated bond issued by a non-Canadian entity in the Canadian 

market 

 Samurai bond, a Japanese yen-denominated bond issued by a non-Japanese entity in the Japanese 

market 

 Uridashi bond, a non-yen-demoninated bond sold to Japanese retail investors. 

 Shibosai Bond, a private placement bond in Japanese market with distribution limited to institutions and 

banks. 

 Shogun bond, a non-yen-denominated bond issued in Japan by a non-Japanese institution or 

government[15] 

 Bulldog bond, a pound sterling-denominated bond issued in London by a foreign institution or 

government 

 Matrioshka bond, a Russian rouble-denominated bond issued in the Russian Federation by non-Russian 

entities. The name derives from the famous Russian wooden dolls, Matrioshka, popular among foreign 

visitors to Russia 

 Arirang bond, a Korean won-denominated bond issued by a non-Korean entity in the Korean market[16] 
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 Kimchi bond, a non-Korean won-denominated bond issued by a non-Korean entity in the Korean 

market[17] 

 Formosa bond, a non-New Taiwan Dollar-denominated bond issued by a non-Taiwan entity in the 

Taiwan market[18] 

 Panda bond, a Chinese renminbi-denominated bond issued by a non-China entity in the People's 

Republic of China market[19] 

 Dim sum bond, a Chinese renminbi-denominated bond issued by a Chinese entity in Hong Kong. 

Enables foreign investors forbidden from investing in Chinese corporate debt in mainland China to 

invest in and be exposed to Chinese currency in Hong Kong.[20] 

 Huaso bond, a Chilean peso-denominated bond issued by a non-Chilean entity in the Chilean market.[21] 

 Kauri bond, a New Zealand dollar-denominated bond issued by a non-New Zealand entity in the New 

Zealand market.[22] 

 Thai Baht bond, issued by The Ministraty of Finance of The Lao People's Democratic Republic (Lao 

PDR) into the Thailand market.[23] 

Bond valuation 

See also: Bond valuation 

At the time of issue of the bond, the interest rate and other conditions of the bond will have been influenced by 

a variety of factors, such as current market interest rates, the length of the term and the creditworthiness of the 

issuer. 

These factors are likely to change over time, so the market price of a bond will vary after it is issued. The 

market price is expressed as a percentage of nominal value. Bonds are not necessarily issued at par (100% of 

face value, corresponding to a price of 100), but bond prices will move towards par as they approach maturity 

(if the market expects the maturity payment to be made in full and on time) as this is the price the issuer will 

pay to redeem the bond. This is referred to as "Pull to Par". At other times, prices can be above par (bond is 

priced at greater than 100), which is called trading at a premium, or below par (bond is priced at less than 100), 

which is called trading at a discount. Most government bonds are denominated in units of $1000 in the United 

States, or in units of £100 in the United Kingdom. Hence, a deep discount US bond, selling at a price of 75.26, 

indicates a selling price of $752.60 per bond sold. (Often, in the US, bond prices are quoted in points and thirty-

seconds of a point, rather than in decimal form.) Some short-term bonds, such as the U.S. Treasury bill, are 

always issued at a discount, and pay par amount at maturity rather than paying coupons. This is called a 

discount bond. 

The market price of a bond is the present value of all expected future interest and principal payments of the 

bond discounted at the bond's redemption yield, or rate of return. That relationship is the definition of the 

redemption yield on the bond, which is likely to be close to the current market interest rate for other bonds with 

similar characteristics. (Otherwise there would be arbitrage opportunities.) The yield and price of a bond are 

inversely related so that when market interest rates rise, bond prices fall and vice versa. 

The market price of a bond may be quoted including the accrued interest since the last coupon date. (Some 

bond markets include accrued interest in the trading price and others add it on separately when settlement is 

made.) The price including accrued interest is known as the "full" or "dirty price". (See also Accrual bond.) The 

price excluding accrued interest is known as the "flat" or "clean price". 

The interest rate divided by the current price of the bond is called the current yield (this is the nominal yield 

multiplied by the par value and divided by the price). There are other yield measures that exist such as the yield 

to first call, yield to worst, yield to first par call, yield to put, cash flow yield and yield to maturity. 

The relationship between yield and term to maturity (or alternatively between yield and the weighted mean term 

allowing for both interest and capital repayment) for otherwise identical bonds is called a yield curve. The yield 

curve is a graph plotting this relationship. 
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Bond markets, unlike stock or share markets, sometimes do not have a centralized exchange or trading system. 

Rather, in most developed bond markets such as the U.S., Japan and western Europe, bonds trade in 

decentralized, dealer-based over-the-counter markets. In such a market, market liquidity is provided by dealers 

and other market participants committing risk capital to trading activity. In the bond market, when an investor 

buys or sells a bond, the counterparty to the trade is almost always a bank or securities firm acting as a dealer. 

In some cases, when a dealer buys a bond from an investor, the dealer carries the bond "in inventory", i.e. holds 

it for his own account. The dealer is then subject to risks of price fluctuation. In other cases, the dealer 

immediately resells the bond to another investor. 

Bond markets can also differ from stock markets in that, in some markets, investors sometimes do not pay 

brokerage commissions to dealers with whom they buy or sell bonds. Rather, the dealers earn revenue by means 

of the spread, or difference, between the price at which the dealer buys a bond from one investor—the "bid" 

price—and the price at which he or she sells the same bond to another investor—the "ask" or "offer" price. The 

bid/offer spread represents the total transaction cost associated with transferring a bond from one investor to 

another. 

Investing in bonds 

Bonds are bought and traded mostly by institutions like central banks, sovereign wealth funds, pension funds, 

insurance companies, hedge funds, and banks. Insurance companies and pension funds have liabilities which 

essentially include fixed amounts payable on predetermined dates. They buy the bonds to match their liabilities, 

and may be compelled by law to do this. Most individuals who want to own bonds do so through bond funds. 

Still, in the U.S., nearly 10% of all bonds outstanding are held directly by households. 

The volatility of bonds (especially short and medium dated bonds) is lower than that of equities (stocks). Thus 

bonds are generally viewed as safer investments than stocks, but this perception is only partially correct. Bonds 

do suffer from less day-to-day volatility than stocks, and bonds' interest payments are sometimes higher than 

the general level of dividend payments. Bonds are often liquid – it is often fairly easy for an institution to sell a 

large quantity of bonds without affecting the price much, which may be more difficult for equities – and the 

comparative certainty of a fixed interest payment twice a year and a fixed lump sum at maturity is attractive. 

Bondholders also enjoy a measure of legal protection: under the law of most countries, if a company goes 

bankrupt, its bondholders will often receive some money back (the recovery amount), whereas the company's 

equity stock often ends up valueless. However, bonds can also be risky but less risky than stocks: 

 Fixed rate bonds are subject to interest rate risk, meaning that their market prices will decrease in value 

when the generally prevailing interest rates rise. Since the payments are fixed, a decrease in the market 

price of the bond means an increase in its yield. When the market interest rate rises, the market price of 

bonds will fall, reflecting investors' ability to get a higher interest rate on their money elsewhere — 

perhaps by purchasing a newly issued bond that already features the newly higher interest rate. This 

does not affect the interest payments to the bondholder, so long-term investors who want a specific 

amount at the maturity date do not need to worry about price swings in their bonds and do not suffer 

from interest rate risk. 

Bonds are also subject to various other risks such as call and prepayment risk, credit risk, reinvestment risk, 

liquidity risk, event risk, exchange rate risk, volatility risk, inflation risk, sovereign risk and yield curve risk. 

Again, some of these will only affect certain classes of investors. 

Price changes in a bond will immediately affect mutual funds that hold these bonds. If the value of the bonds in 

their trading portfolio falls, the value of the portfolio also falls. This can be damaging for professional investors 

such as banks, insurance companies, pension funds and asset managers (irrespective of whether the value is 

immediately "marked to market" or not). If there is any chance a holder of individual bonds may need to sell his 

bonds and "cash out", interest rate risk could become a real problem (conversely, bonds' market prices would 

increase if the prevailing interest rate were to drop, as it did from 2001 through 2003. One way to quantify the 

interest rate risk on a bond is in terms of its duration. Efforts to control this risk are called immunization or 

hedging. 
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 Bond prices can become volatile depending on the credit rating of the issuer – for instance if the credit 

rating agencies like Standard & Poor's and Moody's upgrade or downgrade the credit rating of the 

issuer. An unanticipated downgrade will cause the market price of the bond to fall. As with interest rate 

risk, this risk does not affect the bond's interest payments (provided the issuer does not actually default), 

but puts at risk the market price, which affects mutual funds holding these bonds, and holders of 

individual bonds who may have to sell them. 

 A company's bondholders may lose much or all their money if the company goes bankrupt. Under the 

laws of many countries (including the United States and Canada), bondholders are in line to receive the 

proceeds of the sale of the assets of a liquidated company ahead of some other creditors. Bank lenders, 

deposit holders (in the case of a deposit taking institution such as a bank) and trade creditors may take 

precedence. 

There is no guarantee of how much money will remain to repay bondholders. As an example, after an 

accounting scandal and a Chapter 11 bankruptcy at the giant telecommunications company Worldcom, in 2004 

its bondholders ended up being paid 35.7 cents on the dollar[citation needed]. In a bankruptcy involving 

reorganization or recapitalization, as opposed to liquidation, bondholders may end up having the value of their 

bonds reduced, often through an exchange for a smaller number of newly issued bonds. 

 Some bonds are callable, meaning that even though the company has agreed to make payments plus 

interest towards the debt for a certain period of time, the company can choose to pay off the bond early. 

This creates reinvestment risk, meaning the investor is forced to find a new place for his money, and the 

investor might not be able to find as good a deal, especially because this usually happens when interest 

rates are falling. 

Bond indices 

A number of bond indices exist for the purposes of managing portfolios and measuring performance, similar to 

the S&P 500 or Russell Indexes for stocks. The most common American benchmarks are the Barclays Capital 

Aggregate (ex Lehman Aggregate), Citigroup BIG and Merrill Lynch Domestic Master. Most indices are parts 

of families of broader indices that can be used to measure global bond portfolios, or may be further subdivided 

by maturity and/or sector for managing specialized portfolios. 

Bond yield 

Understanding the price fluctuation of bonds is probably the most confusing part of this lesson. In fact, many 

new investors are surprised to learn that a bond's price changes on a daily basis, just like that of any other 

publicly-traded security. Up to this point, we've talked about bonds as if every investor holds them to maturity. 

It's true that if you do this you're guaranteed to get your principal back; however, a bond does not have to be 

held to maturity. At any time, a bond can be sold in the open market, where the price can fluctuate - sometimes 

dramatically. We'll get to how price changes in a bit. First, we need to introduce the concept of yield. 

 

Measuring Return with Yield 
Yield is a figure that shows the return you get on a bond. The simplest version of yield is calculated using the 

following formula: yield = coupon amount/price. When you buy a bond at par, yield is equal to the interest rate. 

When the price changes, so does the yield. 

 

Let's demonstrate this with an example. If you buy a bond with a 10% coupon at its $1,000 par value, the yield 

is 10% ($100/$1,000). Pretty simple stuff. But if the price goes down to $800, then the yield goes up to 12.5%. 

This happens because you are getting the same guaranteed $100 on an asset that is worth $800 ($100/$800). 

Conversely, if the bond goes up in price to $1,200, the yield shrinks to 8.33% ($100/$1,200). 

 

Yield to Maturity 
 
Of course, these matters are always more complicated in real life. When bond investors refer to yield, they are usually 

referring to yield to maturity (YTM). YTM is a more advanced yield calculation that shows the total return you will 

receive if you hold the bond to maturity. It equals all the interest payments you will receive (and assumes that you will 

reinvest the interest payment at the same rate as the current yield knowing how to calculate YTM isn't important right 
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now. In fact, the calculation is rather sophisticated and beyond the scope of this tutorial. The key point here is that YTM 

is more accurate and enables. 

 

 

Bond Convexity 

In finance, convexity is a measure of the sensitivity of the duration of a bond to changes in interest rates, the 

second derivative of the price of the bond with respect to interest rates (duration is the first derivative). In 

general, the higher the convexity, the more sensitive the bond price is to the change in interest rates. Bond 

convexity is one of the most basic and widely-used forms of convexity in finance. 

Calculation of convexity 

Duration is a linear measure or 1st derivative of how the price of a bond changes in response to interest rate 

changes. As interest rates change, the price is not likely to change linearly, but instead it would change over 

some curved function of interest rates. The more curved the price function of the bond is, the more inaccurate 

duration is as a measure of the interest rate sensitivity. 

Convexity is a measure of the curvature or 2nd derivative of how the price of a bond varies with interest rate, 

i.e. how the duration of a bond changes as the interest rate changes. Specifically, one assumes that the interest 

rate is constant across the life of the bond and that changes in interest rates occur evenly. Using these 

assumptions, duration can be formulated as the first derivative of the price function of the bond with respect to 

the interest rate in question. Then the convexity would be the second derivative of the price function with 

respect to the interest rate. 

In actual markets the assumption of constant interest rates and even changes is not correct, and more complex 

models are needed to actually price bonds. However, these simplifying assumptions allow one to quickly and 

easily calculate factors which describe the sensitivity of the bond prices to interest rate changes. 

Why bond convexities may differ 

The price sensitivity to parallel changes in the term structure of interest rates is highest with a zero-coupon 

bond and lowest with an amortizing bond (where the payments are front-loaded). Although the amortizing bond 

and the zero-coupon bond have different sensitivities at the same maturity, if their final maturities differ so that 

they have identical bond durations they will have identical sensitivities. That is, their prices will be affected 

equally by small, first-order, (and parallel) yield curve shifts. They will, however, start to change by different 

amounts with each further incremental parallel rate shift due to their differing payment dates and amounts. 

For two bonds with same par value, same coupon and same maturity, convexity may differ depending on at 

what point on the price yield curve they are located. 

Suppose both of them have at present the same price yield (p-y) combination; also you have to take into 

consideration the profile, rating, etc. of the issuers: let us suppose they are issued by different entities. Though 

both bonds have same p-y combination bond A may be located on a more elastic segment of the p-y curve 

compared to bond B. This means if yield increases further, price of bond A may fall drastically while price of 

bond B won’t change, i.e. bond B holders are expecting a price rise any moment and are therefore reluctant to 

sell it off, while bond A holders are expecting further price-fall and ready to dispose of it. 

This means bond B has better rating than bond A. 

So the higher the rating or credibility of the issuer the less the convexity and the less the gain from risk-return 

game or strategies; less convexity means less price-volatility or risk; less risk means less return. 

Bond duration 

In finance, the duration of a financial asset that consists of fixed cash flows, for example a bond, is the weighted 

average of the times until those fixed cash flows are received. When an asset is considered as a function of 

yield, duration also measures the price sensitivity to yield, the rate of change of price with respect to yield or 

the percentage change in price for a parallel shift in yields.  
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The dual use of the word "duration", as both the weighted average time until repayment and as the percentage 

change in price, often causes confusion. Strictly speaking, Macaulay duration is the name given to the weighted 

average time until cash flows are received, and is measured in years. Modified duration is the name given to the 

price sensitivity and is the percentage change in price for a unit change in yield. When yields are continuously 

compounded Macaulay duration and modified duration will be numerically equal. When yields are periodically 

compounded Macaulay and modified duration will differ slightly, and there is a simple relation between the 

two. Modified duration is used more than Macaulay duration. 

For bonds with fixed cash flows a price change can come from two sources: 

1. The passage of time (convergence towards par). This is of course totally predictable, and hence not a 

risk. 

2. A change in the yield. This can be due to a change in the benchmark yield, and/or change in the yield 

spread. 

The yield-price relationship is inverse, and we would like to have a measure of how sensitive the bond price is 

to yield changes. The modified duration is a measure of the price sensitivity to yields and provides a linear 

approximation. For large yield changes convexity can be added to provide a quadratic or second-order 

approximation. Alternatively, and often more usefully, convexity can be used to measure how the modified 

duration changes as yields change. Similar risk measures (first and second order) used in the options markets 

are the delta and gamma. 

Macaulay duration and modified duration are both termed "duration" and have the same (or close to the same) 

numerical value, but it is important to keep in mind the conceptual distinctions between them. Macaulay 

duration is a time measure with units in years, and really makes sense only for an instrument with fixed cash 

flows. For a standard bond the Macaulay duration will be between 0 and the maturity of the bond. It is equal to 

the maturity if and only if the bond is a zero-coupon bond. 

Modified duration, on the other hand, is a derivative (rate of change) or price sensitivity and measures the 

percentage rate of change of price with respect to yield. (Price sensitivity with respect to yields can also be 

measured in absolute (dollar) terms, and the absolute sensitivity is often referred to as dollar duration, DV01, 

PV01, or delta (δ or Δ) risk). The concept of modified duration can be applied to interest-rate sensitive 

instruments with non-fixed cash flows, and can thus be applied to a wider range of instruments than can 

Macaulay duration. 

For every-day use, the equality (or near-equality) of the values for Macaulay and modified duration can be a 

useful aid to intuition. For example a standard ten-year coupon bond will have Macaulay duration somewhat 

but not dramatically less than 10 years and from this we can infer that the modified duration (price sensitivity) 

will also be somewhat but not dramatically less than 10%. Similarly, a two-year coupon bond will have 

Macaulay duration somewhat below 2 years, and modified duration somewhat below 2%. (For example a ten-

year 5% par bond has a modified duration of 7.8% while a two-year 5% par bond has a modified duration of 

1.9%.) 

Macaulay duration 

Macaulay duration, named for Frederick Macaulay who introduced the concept, is the weighted average 

maturity of cash flows. Consider some set of fixed cash flows. The present value of these cash flows is: 

 

Macaulay duration is defined as:[1][2][3] [4] 

(1)      

where: 
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 indexes the cash flows, 

 is the present value of the th cash payment from an asset, 

 is the time in years until the th payment will be received, 

 is the present value of all cash payments from the asset. 

In the second expression the fractional term is the ratio of the cash flow to the total PV. These terms add to 

1.0 and serve as weights for a weighted average. Thus the overall expression is a weighted average of time until 

cash flow payments, with weight being the proportion of the asset's present value due to cash flow . 

For a set of all-positive fixed cash flows the weighted average will fall between 0 (the minimum time), or more 

precisely (the time to the first payment) and the time of the final cash flow. The Macaulay duration will equal 

the final maturity if and only if there is only a single payment at maturity. In symbols, if cash flows are, in 

order, , then: 

 

with the inequalities being strict unless it has a single cash flow. In terms of standard bonds (for which cash 

flows are fixed and positive), this means the Macaulay duration will equal the bond maturity only for a zero-

coupon bond. 

Macaulay duration has the diagrammatic interpretation shown in figure 1. 

 
Fig. 1: Macaulay Duration 

This represents the bond discussed in the example below, two year maturity with a coupon of 20% and 

continuously compounded yield of 3.9605%. The circles represents the PV of the payments, with the coupon 

circles getting smaller the further out they are and the final large circle including the final principal repayment. 

If these circles were put on a balance beam, the fulcrum of the beam would represent the weighted average 

distance (time to payment), which is 1.78 years in this case. 

For most practical calculations, the Macaulay duration is calculated using the yield to maturity to calculate the 

: 

(2)      

(3)      

where: 
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 indexes the cash flows, 

 is the present value of the th cash payment from an asset, 

 is the cash flow of the th payment from an asset, 

 is the yield to maturity (continuously compounded) for an asset, 

 is the time in years until the th payment will be received, 

 is the present value of all cash payments from the asset until maturity. 

Macaulay gave two alternative measures: 

 Expression (1) is Fisher–Weil duration which uses zero-coupon bond prices as discount factors, and 

 Expression (3) which uses the bond's yield to maturity to calculate discount factors. 

The key difference between the two is that the Fisher–Weil duration allows for the possibility of a sloping yield 

curve, whereas the second form is based on a constant value of the yield , not varying by term to payment. 

With the use of computers, both forms may be calculated but expression (3), assuming a constant yield, is more 

widely used because of the application to modified duration. 

Passive management 

Passively managed funds – also called index funds – invest in a portfolio of bonds designed to match the 

performance of a particular index, such as the Barclays Aggregate U.S. Bond Index. Index funds simply hold 

the securities that are in the index, or, in many cases, a representative sample of the index holdings. When the 

composition of the index changes, so do the fund’s holdings. In this case, the managers of the funds aren’t 

seeking to produce returns greater than the benchmark – the goal is simply matching its performance. 

 

Active management 

Actively managed funds are those with portfolio managers who try to choose bonds that will outperform the 

index over time and avoid those they see as likely to underperform. In general, their goal is to find bonds that 

are undervalued or to position the portfolio for anticipated changes in interest rates. Active managers can adjust 

their funds’ average maturity, duration, average credit quality, or positioning among the various segments of the 

market. 

The Key Differences between the Two Management Styles 

Fees: Since actively managed funds incur more trading costs and need to devote greater resources to research 

and portfolio management than passively managed funds, they tend to charge higher expense ratio. Sometimes 

this is worth it, but very few actively managed funds can sustain outperformance relative to indices over an 

extended period of time. Over time, the higher fees of active managers tend to eat into returns – particularly in 

the current environment of ultra-low interest rates. 

Turnover and taxes: Since actively managed funds are steadily shifting their portfolios in response to market 

conditions, they have a much higher turnover than index funds, which only change when the underlying index 

changes. This can result in a higher tax bill at year-end, which reduces investors’ after-tax returns. 

Performance variability: One of the most important reasons investors would choose an actively managed fund 

is the notion that the fund will be able to beat the market over time. That may in fact occur, but along the way 

even the best funds can have off years. Whereas passively managed funds produce returns that are in line with 

the market, actively managed can experience wide annual swings around the index return. And when a fund 

underperforms, investors run the risk that they will be correct in their initial choice (for instance, to invest in 

high yield bonds), but they won’t receive the full benefit of their decision. 
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Performance results: This is the most important difference between active and passive management. While 

there will always be a good number of actively managed funds that outperform in any given year, over time 

index funds tend to come out on top. One reason for this is the fees – the gap between the two types of funds is 

large enough that the difference compounds over time. Also, the market is so efficient – i.e., analyzed by such a 

large number of investors – that it’s extremely difficult for a manager to deliver consistent outperformance over 

the long term. 

The numbers bear this out. The investment manager Robert W. Baird & Co. published a paper in June 2012 in 

which it analyzed the results of active managers over the previous 15 years. Only 16% of high-yield funds 

outperformed over the full time period, while 18% and 37% of taxable investment-grade bond and tax-exempt 

managers beat their benchmarks, respectively. In all cases, investors would have been better off in index funds. 

Separately, the investment consultant DiMeo Schneider & Associates calculated that as of the end of 2011, the 

median intermediate-term bond fund had underperformed its benchmark by 0.3 percentage points, the median 

high yield fund had lagged by 3.3 percentage points, and the median international bond fund by 1.6 percentage 

points. 

The takeaway: while in theory active management should enable the managers to add value through security 

selections, avoidance of losses, or the anticipation of ratings changes to the bonds they hold in their portfolios. 

In reality, however, the numbers don’t show this to be true. 

The Bottom Line 

Passively managed funds have their drawbacks, as outlined in the index funds link highlighted above, and some 

managers – such as PIMCO’s Bill Gross, DoubleLine’s Jeffrey Gundlach, and Daniel Fuss at Loomis Sayles, to 

name three – have excelled at adding value for their investors. However, picking which manager will 

outperform in the next five to ten years is much more challenging. Keep this in mind as you’re selecting funds 

for your portfolio. 

ACTIVE PORTFOLIO STRATEGIES 

Armed with an understanding of the risk factors for a benchmark index and how to gauge the risk exposure of a 

portfolio relative to a benchmark index using forward-looking tracking error, we can discuss various active 

portfolio strategies that are typically employed by managers. 

 

Manager Expectations Versus the Market Consensus 

 

A money manager who pursues an active strategy will position a portfolio to capitalize on expectations about 

future interest rates. 

 

Interest-Rate Expectations Strategies 

 

A money manager who believes that he or she can accurately forecast the future level of interest rates will alter 

the portfolio’s sensitivity to interest-rate changes. 

 

A portfolio’s duration may be altered by swapping (or exchanging) bonds in the portfolio for new bonds that 

will achieve the target portfolio duration. Such swaps are commonly referred to as rate anticipation swaps. 

 

Although a manager may not pursue an active strategy based strictly on future interest-rate movements, there 

can be a tendency to make an interest-rate bet to cover inferior performance relative to a benchmark index. 

There are other active strategies that rely on forecasts of future interest-rate levels. 

 

Yield Curve Strategies 

 

The yield curve for U.S. Treasury securities shows the relationship between their maturities and yields. The 

shape of this yield curve changes over time. Yield curve strategies involve positioning a portfolio to capitalize 

on expected changes in the shape of the Treasury yield curve. 
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A shift in the yield curve refers to the relative change in the yield for each Treasury maturity. A parallel shift in 

the yield curve is a shift in which the change in the yield on all maturities is the same. A nonparallel shift in the 

yield curve indicates that the yield for maturities does not change by the same number of basis points. 

 

Historically, two types of nonparallel yield curve shifts have been observed: a twist in the slope of the yield 

curve and a change in the humpedness of the yield curve. A flattening of the yield curve indicates that the yield 

spread between the yield on a long-term and a short-term Treasury has decreased; a steepening of the yield 

curve indicates that the yield spread between a long-term and a short-term Treasury has increased. The other 

type of nonparallel shift, a change in the humpedness of the yield curve, is referred to as a butterfly shift. 

 

In portfolio strategies that seek to capitalize on expectations based on short-term movements in yields, the 

dominant source of return is the impact on the price of the securities in the portfolio. This means that the 

maturity of the securities in the portfolio will have an important impact on the portfolio’s return. The key point 

is that for short-term investment horizons, the spacing of the maturity of bonds in the portfolio will have a 

significant impact on the total return. 

 

In a bullet strategy, the portfolio is constructed so that the maturities of the securities in the portfolio are highly 

concentrated at one point on the yield curve. In a barbell strategy, the maturities of the securities in the 

portfolio are concentrated at two extreme maturities. In a ladder strategy the portfolio is constructed to have 

approximately equal amounts of each maturity. 

 

Duration and Yield Curve Shifts 

 

Duration is a measure of the sensitivity of the price of a bond or the value of a bond portfolio to changes in 

market yields. A bond with a duration of 4 means that if market yields change by 100 basis points, the bond will 

change by approximately 4%. However, if a three-bond portfolio has a duration of 4, the statement that the 

portfolio’s value will change by 4% for a 100-basis-point change in yields actually should be stated as follows: 

The portfolio’s value will change by 4% if the yield on five-, 10-, and 20-year bonds all change by 100 basis 

points. That is, it is assumed that there is a parallel yield curve shift. 

 

Analyzing Expected Yield Curve Strategies 

 

The proper way to analyze any portfolio strategy is to look at its potential total return. If a manager wants to 

assess the outcome of a portfolio for any assumed shift in the Treasury yield curve, this should be done by 

calculating the potential total return if that shift actually occurs. 

 

Duration is just a first approximation of the change in price resulting from a change in interest rates. Convexity 

provides a second approximation. Dollar convexity has a meaning similar to convexity, in that it provides a 

second approximation to the dollar price change. For two portfolios with the same dollar duration, the greater 

the convexity, the better the performance of a bond or a portfolio when yields change. What is necessary to 

understand is that the larger the dollar convexity, the greater the dollar price change due to a portfolio’s 

convexity. 

 

Suppose that a portfolio manager with a six-month investment horizon has a choice of investing in a bullet 

portfolio or a barbell portfolio. Further suppose that the manager knows that (1) the two portfolios have the 

same dollar duration, (2) the yield for the bullet portfolio is greater than that of the barbell portfolio, and (3) the 

dollar convexity of the barbell portfolio is greater than that of the bullet portfolio. Which portfolio should he 

choose? Actually, the portfolio manager does not have enough information to make an adequate decision. What 

is necessary is to assess the potential total return when the yield curve shifts. Which portfolio is the better 

investment alternative if the yield curve shifts in a parallel fashion and the investment horizon is six months? 

The answer depends on the amount by which yields change. Even if the yield curve shifts in a parallel fashion, 

two portfolios with the same dollar duration will not give the same performance. The reason is that the two 

portfolios do not have the same dollar convexity. Although with all other things equal it is better to have more 

convexity than less, the market charges for convexity in the form of a higher price or a lower yield. But the 

benefit of the greater convexity depends on how much yields change. 



 

Approximating the Exposure of a Portfolio’s Yield Curve Risk 

 

A portfolio and a benchmark have key rate durations. The extent to which the profile of the key rate durations 

of a portfolio differs from that of its benchmark helps identify the difference in yield curve risk exposure. 

 

Complex Strategies 

 

A study by Fabozzi, Martinelli, and Priaulet finds evidence of the predictability in the time-varying shape of the 

U.S. term structure of interest rates using a more advanced econometric model. Variables such as default 

spread, equity volatility, and short-term and forward rates are used to predict changes in the slope of the yield 

curve and (to a lesser extent) changes in its curvature. Systematic trading strategies based on butterfly swaps 

reveal that the evidence of predictability in the shape of the yield curve is both statistically and economically 

significant. 

 

Yield Spread Strategies 

 

Yield spread strategies involve positioning a portfolio to capitalize on expected changes in yield spreads 

between sectors of the bond market. Swapping (or exchanging) one bond for another when the manager 

believes that the prevailing yield spread between the two bonds in the market is out of line with their historical 

yield spread, and that the yield spread will realign by the end of the investment horizon, are called intermarket 

spread swaps. 

 

Credit or quality spreads change because of expected changes in economic prospects. Credit spreads between 

Treasury and non-Treasury issues widen in a declining or contracting economy and narrow during economic 

expansion. Yield spreads between Treasury and federal agency securities will vary depending on investor 

expectations about the prospects that an implicit government guarantee will be honored. 

 

Spreads attributable to differences in callable and noncallable bonds and differences in coupons of callable 

bonds will change as a result of expected changes in (1) the direction of the change in interest rates, and (2) 

interest-rate volatility. An expected drop in the level of interest rates will widen the yield spread between 

callable bonds and noncallable bonds as the prospects that the issuer will exercise the call option increase. 

 

Individual Security Selection Strategies 

 

There are several active strategies that money managers pursue to identify mispriced securities. The most 

common strategy identifies an issue as undervalued because either (i) its yield is higher than that of comparably 

rated issues, or (ii) its yield is expected to decline (and price therefore rise) because credit analysis indicates that 

its rating will improve. A swap in which a money manager exchanges one bond for another bond that is similar 

in terms of coupon, maturity, and credit quality, but offers a higher yield, is called a substitution swap. 

 

Strategies for Asset Allocation within Bond Sectors 

 

The ability to outperform a benchmark index will depend on the how the manager allocates funds within a bond 

sector relative to the composition of the benchmark index. The incremental return over Treasuries depends on 

the initial spread, the change in the spread, and the probability of a rating change. For all rating sectors and 

maturity sectors, expected incremental returns are less than the initial spread 

 

 

 

 

 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Unit-4 

Equity valuation and management 

In financial markets, stock valuation is the method of calculating theoretical values of companies and their 

stocks. The main use of these methods is to predict future market prices, or more generally, potential market 

prices, and thus to profit from price movement – stocks that are judged undervalued (with respect to their 

theoretical value) are bought, while stocks that are judged overvalued are sold, in the expectation that 

undervalued stocks will, on the whole, rise in value, while overvalued stocks will, on the whole, fall. 

In the view of fundamental analysis, stock valuation based on fundamentals aims to give an estimate of their 

intrinsic value of the stock, based on predictions of the future cash flows and profitability of the business. 

Fundamental analysis may be replaced or augmented by market criteria – what the market will pay for the 

stock, without any necessary notion of intrinsic value. These can be combined as "predictions of future cash 

flows/profits (fundamental)", together with "what will the market pay for these profits?" These can be seen as 
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"supply and demand" sides – what underlies the supply (of stock), and what drives the (market) demand for 

stock? 

In the view of others, such as John Maynard Keynes, stock valuation is not a prediction but a convention, which 

serves to facilitate investment and ensure that stocks are liquid, despite being underpinned by an illiquid 

business and its illiquid investments, such as factories. 

Fundamental criteria (fair value) 

The most theoretically sound stock valuation method, called income valuation or the discounted cash flow 

(DCF) method, involves discounting of the profits (dividends, earnings, or cash flows) the stock will bring to 

the stockholder in the foreseeable future, and a final value on disposal. The discounted rate normally includes a 

risk premium which is commonly based on the capital asset pricing model. 

In July 2010, a Delaware court ruled on appropriate inputs to use in discounted cash flow analysis in a dispute 

between shareholders and a company over the proper fair value of the stock. In this case the shareholders' 

model provided value of $139 per share and the company's model provided $89 per share. Contested inputs 

included the terminal growth rate, the equity risk premium, and beta.  

Stock Valuation Methods 

Stocks have two types of valuations. One is a value created using some type of cash flow, sales or fundamental 

earnings analysis. The other value is dictated by how much an investor is willing to pay for a particular share of 

stock and by how much other investors are willing to sell a stock for (in other words, by supply and demand). 

Both of these values change over time as investors change the way they analyze stocks and as they become 

more or less confident in the future of stocks. 

The fundamental valuation is the valuation that people use to justify stock prices. The most common example 

of this type of valuation methodology is P/E ratio, which stands for Price to Earnings Ratio. This form of 

valuation is based on historic ratios and statistics and aims to assign value to a stock based on measurable 

attributes. This form of valuation is typically what drives long-term stock prices. 

The other way stocks are valued is based on supply and demand. The more people that want to buy the stock, 

the higher its price will be. And conversely, the more people that want to sell the stock, the lower the price will 

be. This form of valuation is very hard to understand or predict, and it often drives the short-term stock market 

trends. 

There are many different ways to value stocks. The key is to take each approach into account while formulating 

an overall opinion of the stock. If the valuation of a company is lower or higher than other similar stocks, then 

the next step would be to determine the reasons. 

Earnings Per Share (EPS). EPS is the net income available to common shareholders of the company divided 

by the number of shares outstanding. They usually have a GAAP EPS number (which means that it is computed 

using all of mutually agreed upon accounting rules) and a Pro Forma EPS figure (which means that they have 

adjusted the income to exclude any one time items as well as some non-cash items like amortization of 

goodwill or stock option expenses). The most important thing to look for in the EPS figure is the overall quality 

of earnings. Make sure the company is not trying to manipulate their EPS numbers to make it look like they are 

more profitable. Also, look at the growth in EPS over the past several quarters / years to understand how 

volatile their EPS is, and to see if they are an underachiever or an overachiever. In other words, have they 

consistently beaten expectations or are they constantly restating and lowering their forecasts? 

The EPS number that most analysts use is the pro forma EPS. To compute this number, use the net income that 

excludes any one-time gains or losses and excludes any non-cash expenses like stock options or amortization of 

goodwill. Then divide this number by the number of fully diluted shares outstanding. Historical EPS figures 

and forecasts for the next 1–2 years can be found by visiting free financial sites such as Yahoo Finance (enter 

the ticker and then click on "estimates"). 

Through fundamental investment research, one can determine their own EPS forecasts and apply other 

valuation techniques below. 
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Price to Earnings (P/E). Now that you have several EPS figures (historical and forecasts), you'll be able to 

look at the most common valuation technique used by analysts, the price to earnings ratio, or P/E. To compute 

this figure, take the stock price and divide it by the annual EPS figure. For example, if the stock is trading at 

$10 and the EPS is $0.50, the P/E is 20 times. To get a good feeling of what P/E multiple a stock trades at, be 

sure to look at the historical and forward ratios. 

Historical P/Es are computed by taking the current price divided by the sum of the EPS for the last four 

quarters, or for the previous year. You should also look at the historical trends of the P/E by viewing a chart of 

its historical P/E over the last several years (you can find on most finance sites like Yahoo Finance). 

Specifically you want to find out what range the P/E has traded in so that you can determine if the current P/E is 

high or low versus its historical average. 

Forward P/Es reflect the future growth of the company into the figure. Forward P/Es are computed by taking 

the current stock price divided by the sum of the EPS estimates for the next four quarters, or for the EPS 

estimate for next calendar or fiscal year or two. 

P/Es change constantly. If there is a large price change in a stock you are watching, or if the earnings (EPS) 

estimates change, the ratio is recomputed. 

Growth Rate. Valuations rely very heavily on the expected growth rate of a company. One must look at the 

historical growth rate of both sales and income to get a feeling for the type of future growth expected. However, 

companies are constantly changing, as well as the economy, so solely using historical growth rates to predict 

the future is not an acceptable form of valuation. Instead, they are used as guidelines for what future growth 

could look like if similar circumstances are encountered by the company. Calculating the future growth rate 

requires personal investment research. This may take form in listening to the company's quarterly conference 

call or reading a press release or other company article that discusses the company's growth guidance. However, 

although companies are in the best position to forecast their own growth, they are far from accurate, and 

unforeseen events could cause rapid changes in the economy and in the company's industry. 

And for any valuation technique, it's important to look at a range of forecast values. For example, if the 

company being valued has been growing earnings between 5 and 10% each year for the last 5 years, but 

believes that it will grow 15 - 20% this year, a more conservative growth rate of 10 - 15% would be appropriate 

in valuations. Another example would be for a company that has been going through restructuring. They may 

have been growing earnings at 10 - 15% over the past several quarters / years because of cost cutting, but their 

sales growth could be only 0 - 5%. This would signal that their earnings growth will probably slow when the 

cost cutting has fully taken effect. Therefore, forecasting an earnings growth closer to the 0 - 5% rate would be 

more appropriate rather than the 15 - 20%. Nonetheless, the growth rate method of valuations relies heavily on 

gut feel to make a forecast. This is why analysts often make inaccurate forecasts, and also why familiarity with 

a company is essential before making a forecast. 

Price Earnings to Growth (PEG) Ratio. This valuation technique has really become popular over the past 

decade or so. It is better than just looking at a P/E because it takes three factors into account; the price, 

earnings, and earnings growth rates. To compute the PEG ratio, divide the Forward P/E by the expected 

earnings growth rate (you can also use historical P/E and historical growth rate to see where it's traded in the 

past). This will yield a ratio that is usually expressed as a percentage. The theory goes that as the percentage 

rises over 100% the stock becomes more and more overvalued, and as the PEG ratio falls below 100% the stock 

becomes more and more undervalued. The theory is based on a belief that P/E ratios should approximate the 

long-term growth rate of a company's earnings. Whether or not this is true will never be proven and the theory 

is therefore just a rule of thumb to use in the overall valuation process. 

Here's an example of how to use the PEG ratio. Say you are comparing two stocks that you are thinking about 

buying. Stock A is trading at a forward P/E of 15 and expected to grow at 20%. Stock B is trading at a forward 

P/E of 30 and expected to grow at 25%. The PEG ratio for Stock A is 75% (15/20) and for Stock B is 120% 

(30/25). According to the PEG ratio, Stock A is a better purchase because it has a lower PEG ratio, or in other 

words, you can purchase its future earnings growth for a lower relative price than that of Stock B. 

Sum of Perpetuities Method 



The PEG ratio is a special case in the Sum of Perpetuities Method (SPM) [3] equation. A generalized version of 

the Walter model (1956),[4] SPM considers the effects of dividends, earnings growth, as well as the risk profile 

of a firm on a stock's value. Derived from the compound interest formula using the present value of a perpetuity 

equation, SPM is an alternative to the Gordon Growth Model. The variables are: 

 is the value of the stock or business 

 is a company's earnings 

 is the company's constant growth rate 

 is the company's risk adjusted discount rate 

 is the company's dividend payment 

 

In a special case where is equal to 10%, and the company does not pay dividends, SPM reduces to the PEG 

ratio. 

Nerbrand Z. Given that investments are subject to revisions of future expectations the Nerbrand Z utilises 

uncertainty of consensus estimates to assess how much earnings forecasts can be revised in standard deviation 

terms before P/E rations return to normalised levels. This calculation is best done with I/B/E/S consensus 

estimates. The market tend to focus on the 12 month forward P/E level but this ratio is dependent on earnings 

estimates which are never homogenous. Hence there is a standard deviation of 12 month forward earnings 

estimates. 

The Nerbrand z is therefore expressed as 

 

where H[P/E] = normalised P/E, e.g. a 5 year historical average of 12 month forward P/E ratios. 

E12 = mean 12 month forward earnings estimates 

stdev(E12) = standard deviation of 12 month forward earnings estimates. 

A negative number indicates that earnings can be downgraded before valuations normalise. As such, a negative 

number indicate a valuation adjusted earnings buffer. For example, if the 12 month forward mean EPS forecast 

is $10, the price of the equity is $100, the historical average P/E ratio is 15, the standard deviation of EPS 

forecast is 2 then the Nerbrand Z is -1.67. That is, 12 month forward consensus earnings estimates could be 

downgraded by 1.67 standard deviation before P/E ratio would go back to 15. 

Return on Invested Capital (ROIC). This valuation technique measures how much money the company 

makes each year per dollar of invested capital. Invested Capital is the amount of money invested in the 

company by both stockholders and debtors. The ratio is expressed as a percent and you should look for a 

percent that approximates the level of growth that you expect. In its simplest definition, this ratio measures the 

investment return that management is able to get for its capital. The higher the number, the better the return. 

To compute the ratio, take the pro forma net income (same one used in the EPS figure mentioned above) and 

divide it by the invested capital. Invested capital can be estimated by adding together the stockholders equity, 

the total long and short term debt and accounts payable, and then subtracting accounts receivable and cash (all 

of these numbers can be found on the company's latest quarterly balance sheet). This ratio is much more useful 

when you compare it to other companies that you are valuing. 

Return on Assets (ROA). Similar to ROIC, ROA, expressed as a percent, measures the company's ability to 

make money from its assets. To measure the ROA, take the pro forma net income divided by the total assets. 

However, because of very common irregularities in balance sheets (due to things like Goodwill, write-offs, 
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discontinuations, etc.) this ratio is not always a good indicator of the company's potential. If the ratio is higher 

or lower than you expected, be sure to look closely at the assets to see what could be over or understating the 

figure. 

Price to Sales (P/S). This figure is useful because it compares the current stock price to the annual sales. In 

other words, it tells you how much the stock costs per dollar of sales earned. To compute it, take the current 

stock price divided by the annual sales per share. The annual sales per share should be calculated by taking the 

net sales for the last four quarters divided by the fully diluted shares outstanding (both of these figures can be 

found by looking at the press releases or quarterly reports). The price to sales ratio is useful, but it does not take 

into account any debt the company has. For example, if a company is heavily financed by debt instead of 

equity, then the sales per share will seem high (the P/S will be lower). All things equal, a lower P/S ratio is 

better. However, this ratio is best looked at when comparing more than one company. 

Market Cap. Market Cap, which is short for Market Capitalization, is the value of all of the company's stock. 

To measure it, multiply the current stock price by the fully diluted shares outstanding. Remember, the market 

cap is only the value of the stock. To get a more complete picture, you'll want to look at the Enterprise Value. 

Enterprise Value (EV). Enterprise Value is equal to the total value of the company, as it is trading for on the 

stock market. To compute it, add the market cap (see above) and the total net debt of the company. The total net 

debt is equal to total long and short term debt plus accounts payable, minus accounts receivable, minus cash. 

The Enterprise Value is the best approximation of what a company is worth at any point in time because it takes 

into account the actual stock price instead of balance sheet prices[citation needed]. When analysts say that a company 

is a "billion dollar" company, they are often referring to its total enterprise value. Enterprise Value fluctuates 

rapidly based on stock price changes. 

EV to Sales. This ratio measures the total company value as compared to its annual sales. A high ratio means 

that the company's value is much more than its sales. To compute it, divide the EV by the net sales for the last 

four quarters. This ratio is especially useful when valuing companies that do not have earnings, or that are 

going through unusually rough times. For example, if a company is facing restructuring and it is currently 

losing money, then the P/E ratio would be irrelevant. However, by applying an EV to Sales ratio, you could 

compute what that company could trade for when its restructuring is over and its earnings are back to normal. 

EBITDA. EBITDA stands for earnings before interest, taxes, depreciation and amortization. It is one of the 

best measures of a company's cash flow and is used for valuing both public and private companies. To compute 

EBITDA, use a company's income statement, take the net income and then add back interest, taxes, 

depreciation, amortization and any other non-cash or one-time charges. This leaves you with a number that 

approximates how much cash the company is producing. EBITDA is a very popular figure because it can easily 

be compared across companies, even if all of the companies are not profitable. 

EV to EBITDA. This is perhaps one of the best measurements of whether or not a company is cheap or 

expensive.[citation needed] To compute, divide the EV by EBITDA (see above for calculations). The higher the 

number, the more expensive the company is. However, remember that more expensive companies are often 

valued higher because they are growing faster or because they are a higher quality company. With that said, the 

best way to use EV/EBITDA is to compare it to that of other similar companies. 

Approximate valuation approaches 

Average growth approximation: Assuming that two stocks have the same earnings growth, the one with a 

lower P/E is a better value. The P/E method is perhaps the most commonly used valuation method in the stock 

brokerage industry.[5][6] By using comparison firms, a target price/earnings (or P/E) ratio is selected for the 

company, and then the future earnings of the company are estimated. The valuation's fair price is simply 

estimated earnings times target P/E. This model is essentially the same model as Gordon's model, if k-g is 

estimated as the dividend payout ratio (D/E) divided by the target P/E ratio. 

Constant growth approximation: The Gordon model or Gordon's growth model[7] is the best known of a class 

of discounted dividend models. It assumes that dividends will increase at a constant growth rate (less than the 

discount rate) forever. The valuation is given by the formula: 
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. 

and the following table defines each symbol: 

Symbol Meaning Units 

 

estimated stock price $ or € or £ 

 

last dividend paid $ or € or £ 

 

discount rate  % 

 

the growth rate of the dividends  % 

Limited high-growth period approximation: When a stock has a significantly higher growth rate than its 

peers, it is sometimes assumed that the earnings growth rate will be sustained for a short time (say, 5 years), and 

then the growth rate will revert to the mean. This is probably the most rigorous approximation that is 

practical.[8] 

While these DCF models are commonly used, the uncertainty in these values is hardly ever discussed. Note that 

the models diverge for and hence are extremely sensitive to the difference of dividend growth to 

discount factor. One might argue that an analyst can justify any value (and that would usually be one close to 

the current price supporting his call) by fine-tuning the growth/discount assumptions. 

Implied Growth Models 

One can use the Gordon model or the limited high-growth period approximation model to impute an implied 

growth estimate. To do this, one takes the average P/E and average growth for a comparison index, uses the 

current (or forward) P/E of the stock in question, and calculates what growth rate would be needed for the two 

valuation equations to be equal. This gives you an estimate of the "break-even" growth rate for the stock's 

current P/E ratio. (Note : we are using earnings not dividends here because dividend policies vary and may be 

influenced by many factors including tax treatment). 

Imputed growth acceleration ratio 

Subsequently, one can divide this imputed growth estimate by recent historical growth rates. If the resulting 

ratio is greater than one, it implies that the stock would need to experience accelerated growth relative to its 

prior recent historical growth to justify its current P/E (higher values suggest potential overvaluation). If the 

resulting ratio is less than one, it implies that either the market expects growth to slow for this stock or that the 

stock could sustain its current P/E with lower than historical growth (lower values suggest potential 

undervaluation). Comparison of the IGAR across stocks in the same industry may give estimates of relative 

value. IGAR averages across an industry may give estimates of relative expected changes in industry growth 

(e.g. the market's imputed expectation that an industry is about to "take-off" or stagnate). Naturally, any 

differences in IGAR between stocks in the same industry may be due to differences in fundamentals, and would 

require further specific analysis. 

Market criteria (potential price) 

Some feel that if the stock is listed in a well organized stock market, with a large volume of transactions, the 

listed price will be close to the estimated fair value.[citation needed] This is called the efficient market hypothesis. 

On the other hand, studies made in the field of behavioral finance tend to show that deviations from the fair 

price are rather common, and sometimes quite large.[citation needed] 

Thus, in addition to fundamental economic criteria, market criteria also have to be taken into account market-

based valuation. Valuing a stock is not only to estimate its fair value, but also to determine its potential price 

range, taking into account market behavior aspects. One of the behavioral valuation tools is the stock image, a 

coefficient that bridges the theoretical fair value and the market price. 
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Keynes's view 

In the view of noted economist John Maynard Keynes, stock valuation is not an estimate of the fair value of 

stocks, but rather a convention, which serves to provide the necessary stability and liquidity for investment, so 

long as the convention does not break down:[9] 

Certain classes of investment are governed by the average expectation of those who deal on the 

Stock Exchange as revealed in the price of shares, rather than by the genuine expectations of the 

professional entrepreneur. How then are these highly significant daily, even hourly, revaluations 

of existing investments carried out in practice? 

In practice, we have tacitly agreed, as a rule, to fall back on what is, in truth, a convention. The 

essence of this convention – though it does not, of course, work out so simply – lies in assuming 

that the existing state of affairs will continue indefinitely, except in so far as we have specific 

reasons to expect a change. 

... 

Nevertheless the above conventional method of calculation will be compatible with a 

considerable measure of continuity and stability in our affairs, so long as we can rely on the 

maintenance of the convention. … 

Thus investment becomes reasonably 'safe' for the individual investor over short periods, and 

hence over a succession of short periods however many, if he can fairly rely on there being no 

breakdown in the convention and on his therefore having an opportunity to revise his judgment 

and change his investment, before there has been time for much to happen. Investments which 

are 'fixed' for the community are thus made 'liquid' for the individual. 

Dividend Discount Models 

The dividend discount model (DDM) is a method of valuing a company based on the theory that a stock is 

worth the discounted sum of all of its future dividend payments. In other words, it is used to value stocks based 

on the net present value of the future dividends. The equation most widely used is called the Gordon growth 

model. It is named after Myron J. Gordon of the University of Toronto, who originally published it along with 

Eli Shapiro in 1956 and made reference to it in 1959; although the theoretical underpin was provided by John 

Burr Williams in his 1938 text "The Theory of Investment Value". 

The variables are: is the current stock price. is the constant growth rate in perpetuity expected for the 

dividends. is the constant cost of equity for that company. is the value of the next year's dividends. There is 

no reason to use a calculation of next year's dividend using the current dividend and the growth rate, when 

management commonly disclose the future year's dividend and websites post it. 

 

Derivation of equation 

The model sums the infinite series which gives the current price P. 

 

 

 

Income plus capital gains equals total return 
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The equation can also be understood to generate the value of a stock such that the sum of its dividend yield 

(income) plus its growth (capital gains) equals the investor's required total return. Consider the dividend growth 

rate as a proxy for the growth of earnings and by extension the stock price and capital gains. Consider the 

company's cost of equity capital as a proxy for the investor's required total return.[3] 

 

 

 

 

 

Growth cannot exceed cost of equity 

From the first equation, one might notice that cannot be negative. When growth is expected to exceed the 

cost of equity in the short run, then usually a two stage DDM is used: 

 

Therefore, 

 

where denotes the short-run expected growth rate, denotes the long-run growth rate, and is the period 

(number of years), over which the short-run growth rate is applied. 

Even when g is very close to r, P approaches infinity, so the model becomes meaningless. 

Some properties of the model 

a) When the growth g is zero the dividend is capitalized. 

. 

b) This equation is also used to estimate cost of capital by solving for . 

 

Problems with the model 

a) The presumption of a steady and perpetual growth rate less than the cost of capital may not be reasonable. 

b) If the stock does not currently pay a dividend, like many growth stocks, more general versions of the 

discounted dividend model must be used to value the stock. One common technique is to assume that the 

Miller-Modigliani hypothesis of dividend irrelevance is true, and therefore replace the stocks’ dividend D with 
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E earnings per share. However, this requires the use of earnings growth rather than dividend growth, which 

might be different. 

c) The stock price resulting from the Gordon model is hyper-sensitive to the growth rate chosen. 

Market value vs intrinsic value 

Market value is assumed as stock market value of shares multiplied by the number of shares issued. On the 

other side, intrinsic values is considered to be the value based on all relevant information and facts necessary 

for valuation of company (regardless if those are publicly available information or inside information usually 

gained during due diligence process). Very rarely is the case that market value is equal to intrinsic value. 

Some of the reasons for these differences are:  

 Many times the number of shares which are traded on stock exchange (free float) is very low which 

decreases share liquidity (lack of liquidity contributes to higher share price fluctuations) 

 Market psychology results in fact that stock exchange prices are under big influence of general trends on 

capital markets (most share prices rise or fall more or less in line with the market independently of the 

actual status of the company – too much optimism results in euphoria and price bubble, while on the 

other side too much pessimism leads to panic sale and breakdown of market prices) 

 Demand for a share can be a consequence of specific sector attractiveness as a whole or high liquidity at 

disposal to institutional investors 

 Most participants on capital markets have short investment horizon (traders) which do not care if the 

share is overvalued, undervalued or has fair value, but will they be able to sell it at a short period at a 

satisfactory price 

When it is a case of taking over controlling stake in ownership structure, interested buyer usually seeks 

permission to conduct due diligence. If the buyer believed that the current market price equals intrinsic value, 

there would be no reason for due diligence. Practice shows that majority of level-headed acquirers does not take 

market prices easily but instead during due diligence try to come to important understandings to perform 

(intrinsic) valuation of a company.  

Passive and Active Strategy 

A Comparison of Active and Passive Investment Strategies  

ACTIVE MANAGEMENT 
  

Active management might best be described as an attempt to apply human intelligence to find "good deals" in 

the financial markets. Active management is the predominant model for investment strategy today. Active 

managers try to pick attractive stocks, bonds, mutual funds, time when to move into or out of markets or market 

sectors, and place leveraged bets on the future direction of securities and markets with options, futures, and 

other derivatives. Their objective is to make a profit, and, often without intention, to do better than they would 

have done if they simply accepted average market returns. In pursuing their objectives, active managers search 

out information they believe to be valuable, and often develop complex or proprietary selection and trading 

systems. Active management encompasses hundreds of methods, and includes fundamental analysis, technical 

analysis, and macroeconomic analysis, all having in common an attempt to determine profitable future 

investment trends.  

PASSIVE MANAGEMENT 
  

Passive investment management makes no attempt to distinguish attractive from unattractive securities, or 

forecast securities prices, or time markets and market sectors. Passive managers invest in broad sectors of the 

market, called asset classes or indexes, and, like active investors, want to make a profit, but accept the average 

returns various asset classes produce. Passive investors make little or no use of the information active investors 

seek out. Instead, they allocate assets based upon long-term historical data delineating probable asset class risks 



and returns, diversify widely within and across asset classes, and maintain allocations long-term through 

periodic rebalancing of asset classes.  

 INDEX INVESTING 
  

Index investing is a form of passive investing in which portfolios are based upon securities indexes which 

sample various market sectors and are constructed by committee.  They are often called benchmarks 

though indexes are reconstituted on a regular basis, typically every six months, with poor performers deleted 

and good performers added.  They are, thus, not constant benchmarks but variables somewhat influenced by 

price momentum.  Best known of all indexes is the Dow Jones Industrial index, a basket of thirty very large 

U.S. companies but only one of the companies in the index in 1929 is still in the index today.  Indexes are 

available for domestic and international equities and fixed income, industry sectors, commodities and gold, and 

virtually all asset classes and sub-asset classes.     

  

Research supporting passive management comes from the nation's universities and privately funded research 

centers, not from Wall Street firms, powerful banks, insurance companies, active managers, and other groups 

with a vested interest in the huge profits available from active management.  Results from this research are clear 

and indisputable: Active investment management is an appealing mirage which substantially boosts costs and 

decreases returns compared to properly designed passive portfolios.  Active management does not do better in 

bear markets or allow investors to avoid losses.   

MARKETS AND ECONOMIES ARE UNPREDICTABLE. 
  

Given that there are thousands of stock market experts, mutual fund managers, private money managers, and 

advisors, some will make spectacular calls and accurate predictions.  And, when they do, this small group 

usually attributes it to their skill, not luck.  Yet, extensive research has shown that, as a group, the performance 

of experts is what would be expected from chance guessing, there is no way of knowing in advance who will 

make the right call, and past predictive success is unrelated to future predictive success.  The problem is that 

investment returns are the result of numerous unpredictable factors themselves, political, social, technological, 

emotional and other factors effect market prices and cannot be foreseen in advance.  In addition, those who 

attempt to predict the future often use flawed models which make sense but only apply part of the time.  For 

example, studies have found that past earnings growth for companies is only weakly correlated with future 

earnings growth or stock prices. Never-the-less, active managers and investors excitedly watch earnings reports 

for clues to the future price of a stock and buy stocks based on earnings predictions.  Numerous studies of 

brokerage firm analyst predictions clearly show a wildly optimistic bias. 

Economists in both the public and private sector provide a continuous series of data and forecasts in an attempt 

to predict future economic and investment trends. Yet, numerous studies have found that economists cannot 

predict major turning points in the economy, forecasting skill is, on average, about as good as chance guessing, 

and economic data is of poor quality and subject to frequent major revisions. For example, one study found that 

Federal Reserve economists did significantly worse than chance in predicting economic growth and turning 

points in inflation from 1980 through 1995.  As of 2011, Fed Chairman Ben Bernanke's record in predicting 

economic trends has been almost 100% incorrect, an inverse predictor of future economic developments.  The 

future is unpredictable despite the excellent livings many make in doing so.  An article on "Economists and 

Economics" is found elsewhere on this site.   

FUTURE SECURITIES PRICES ARE UNPREDICTABLE. 
  

Several statistical studies have found that the price behavior of securities, such as stocks, bonds and 

commodities, is indistinguishable from that of random numbers over intermediate and shorter time frames. 

 Patterns in numbers occur, technicians attribute great significance to them, but they have no demonstrated 

persistence or predictive power.  We examine weaknesses in mean-variance models commonly used in 

securities analysis elsewhere on the site in "Risk and Return".  Over many decades, the prices of equities, real 

estate, and gold trend upward due to inflation and economic growth. Otherwise, future securities prices are 



unpredictable.   However, selling predictions is a big and profitable business (See "The Fortune Sellers" by 

Sherden, referenced below).  

RISK AND RETURN ARE ABSOLUTELY CORRELATED. 
  

High potential returns always involve higher potential risks. There are no low-risk/high-return investments. 

Investment risk comes in many forms but, to most investors, risk means the potential for losing investment 

capital and the duration or permanency of that loss. Through analyzing the best available long-term data, 

academic researchers have provided estimates of risk, defined as volatility, and mean returns.  These findings 

provide our best approximation of future risk and return for any given asset class or mix of asset classes, and 

clearly show that there are no high return, low risk asset classes.  Never-the-less, Wall Street continually 

introduces and promotes new and appealing alternatives supposedly immune to this solidly proven principle.  

An article on the site, "Risk and Return" examines risk and return in detail.  

ACTIVE MANAGEMENT IS MORE EXPENSIVE THAN PASSIVE MANAGEMENT. 

  

Active investors must overcome many costs to match the returns of the average passively managed portfolio. 

These include trading costs, much higher management fees, market impact costs as active managers affect the 

prices they pay, dilution from maintaining higher cash positions than passive managers, taxes in taxable 

accounts due to high turnover rates, and, commissions, if an investment "product", like a mutual fund, is 

purchased through a broker or financial salesperson. These costs create a handicap for the active investor of 

about 2% to 10% per year, depending upon asset class mix, and whether a salesperson is involved. The least 

expensive forms of active management, no-load mutual funds and "wrap fee" accounts, typically consume 

1.3%-2.5% per year of an investor's returns, while the average passive or index portfolio runs under 0.4% per 

year.  

ACTIVE MANAGEMENT IS MORE RISKY THAN PASSIVE MANAGEMENT. 

  

Active managers attempt to choose securities which will outperform the market and, therefore, concentrate their 

"bets" across relatively few securities. If an active manager bets wrong, they may very significantly 

underperform market averages. Passively constructed portfolios, however, are highly diversified and contain 

thousands of securities allocated amongst various investment categories which have been identified by research 

and have predictable and quantifiable risks and returns.  They never produce exceptional returns but also never 

produce exceptional losses compared to their respective asset class(s).  For example, from 1991 Bill Miller's 

Legg Mason Value Trust outperformed the broad market every year through 2005, a winning streak no other 

fund manager has come close to matching.  Then, in 2008, the fund dramatically underperformed the S&P 

500, wiping out nearly 20 years of market-beating performance.  As of December 2008, the fund was one of the 

worst-performing in its asset class for the prior one, three, five, and 10-year periods.  Mr. Miller told the WSJ, 

"he failed to consider that the (financial crisis) would be so severe, and the fundamental problems so deep, that 

a whole group of once-stalwart companies would collapse." 

Further, research has shown that asset class diversification with passive and index funds produces higher 

returns with lower volatility than simply investing in one or two asset classes, typical of most active 

management strategies.   This is covered elsewhere on the site under an article on "Portfolio Design". 

ACTIVE MANAGERS UNDERPERFORM PASSIVE MANAGERS. 
  

Because of increased costs and risks, about 65% of active managers, as a group, underperform passive 

portfolios during any given year and, over time, this percentage increases until only a few outperform market 

averages.  DFA examined the percentage of active equity funds which failed to beat their respective indexes 

from July 2004 through June 2009.  It ranged from 63% for US large cap growth to 90% for emerging markets.  

For the same period, between 93% and 100% of actively managed fixed income funds failed to beat the 

market.  Worse still, survivorship bias increases the apparent returns of active managers.  On average 5.7% of 

the actively managed equity fund universe disappeared each year and by the fifth year, 28.5% of the fund 

universe had disappeared.  Only about 33.2% of actively managed funds outperformed their index benchmarks 



in 2004 and five years later, only 1.4% of the surviving funds had outperformed their benchmark every year.  

The Financial Times (2-6-12) reported a study done by Merrill Lynch.  Only one in five managers of US stocks 

managed to outperform the US stock market in 2011, almost an exact repeat of 2010.  Active fund managers 

with a focus on growth stocks fared particularly poorly, with just 11% beating their benchmark and an average 

underperformance of 4.5%.  An S&P Dow Jones study reported on marketwatch.com (10-10-12) found that in 

the five years through June 2012 fewer than a third of active equity managers and only 3% of active long-term 

bond portfolios beat their respective benchmarks. 

Past active manager outperformance doesn't predict future outperformance.  Of the 452 domestic equity funds 

in the Morningstar database that existed for 20 years, 1990-2009, only 3% outperformed their respective 

indexes and that doesn't take into account survivorship bias mentioned in the last paragraph.  Several studies 

have shown that Morningstar "star" ratings have no predictive value.  For example, of the 248 stock funds with 

Morningstar's (highest) five star rating in January 2000, only four, or 1.6% kept that rank after ten years (12-31-

09).   The odds of picking which active manager will outperform their respective index for longer time frames 

are about 1-1.5 out of 100.  Another Morningstar study examined five broad equity and fixed fund 

categories over multiple periods beginning in 2005 and running through March 2010.  They found that, "In 

every single time period and data point tested, low-cost funds beat high-cost funds."  Expense ratios matter 

significantly in predicting future fund returns. 

Passive and index funds and ETF's are inherently very low cost.   S&P did an analysis of persistence, "The S&P 

Persistence Scorecard" and summarized, “Very few funds have managed to consistently repeat top-half or top-

quartile performance.  Over the five years ending September 2010, only 4.1% of large-cap funds, 3.8% of mid-

cap funds, 4.60% of small-cap funds maintained a top-half ranking over five consecutive 12-month periods.  

Expectations of a random outcome would suggest a rate of 6.25% so funds, in the aggregate, showed no 

evidence that past performance persisted.  The study was repeated for the five years ending March 2011 with 

the same conclusions. 

In "The Drunkard's Walk", physicist Leonard Mlodinow examines randomness and the statistical basis of Bill 

Miller's extraordinary winning streak.  He references a Credit Suisse-First Boston newsletter published a few 

years before the winning streak ended which calculated that the odds of a manger outperforming the market on 

chance alone for 12 straight years to be one in 2.2 billion.  Surely, chance could account for a few good years 

but not such an extraordinary and sustained performance.  Mlodinow notes, however, that 

the CSFB statisticians were considering the odds that a specific fund manager chosen at a specific point in time, 

a priori,  would outperform for the next 12 years straight.  Mlodinow poses a question, "if thousands of people 

are tossing coins once a year and have been doing so for decades, what are the chances that one of them, for 

some period 15 years or longer, will toss all heads?"  He calculates the probability that some fund manager in 

the last four decades would beat the market each year for some period of 15 years or longer.  That probability is 

almost 3 out of 4.  Bill Miller's winning streak didn't differ from what we would expect from chance samplings 

of a posteriori mutual fund manager performance.  

Active managers do not do better in bear markets, a frequent claim.  In 2008, a difficult year, Morningstar 

data found that stock-index funds lost 39.1% compared to 40.5% in actively managed funds.   Standard and 

Poor's states, "One of the most enduring investment myths is the belief that active management has a distinct 

advantage in bear markets due to the ability to shift rapidly into cash or defensive securities.  We dispelled this 

myth in 2003 using the case study of the 2000-2002 bear market.  The downturn of 2008 provided another case 

study.  The results are similar, with under performance across all nine style boxes."  DFA examined the 

percentage of active equity funds which failed to beat their respective indexes from July 2004 through June 

2009.  That period includes a very strong bull market and the second largest equity market decline in the last 

100 years.  DFA found that active managers underperformed their respective asset classes from between 63% 

for US large cap growth stocks to 90% for emerging market stocks.  

When matched for asset type and portfolio mix, passive managers outperform active managers by about 2% per 

year, on average after all costs.  DFA has calculated that it would take an outperformance of about 5% annually 

for 64 years to prove that an active manager has outperformed a comparable passive portfolio.   



INVESTORS EMPLOYING ACTIVE MANAGEMENT DO FAR WORSE THAN THE ADVERTISED NUMBERS AND WOULD 
PROBABLY DO BETTER BUYING T-BILLS OR C.D.'S AT A BANK. 
  

Studies of real returns achieved by real investors in real brokerage accounts are rare.  Two studies covering ten 

to fifteen year time frames have found that broker advised investors, and investors self-managing their 

accounts, captured only one-quarter or less of the total returns produced by indexes and less than half the return 

reported by managers and mutual funds. This is due to the tendency of brokers and investors to move around 

too rapidly, enter or leave asset classes at the wrong time, chase hot stocks and funds and managers, and run up 

management costs. A study conducted by the New York Times pitted five prominent advisors specializing in 

mutual fund selection (including the owner of Morningstar) against the S & P 500, a widely used market and 

index benchmark. The best advisor lagged the S & P by about 40% for the six years from 1993 through 1997.   

Dalbar, an investment research firm, has performed studies of stock and bond investor returns versus the S&P 

500 return and Barclay's US aggregate bond index for many years.  Their 2012 update covered January 1992 

through December 2011.  They found that the average retail equity fund investor received 3.49% annually 

versus 7.81% for the S&P 500, trailing it by 4.32% annually.  Coincidentally, 4.32% is about the size of the 

equity premium over T-bills.  Investors would have done as well buying T-bills or CD's.  The average bond 

fund investor received 0.94% versus 6.50% for the Barclay's Aggregate US bond index, trailing it by 5.56% .  

Inflation averaged 2.56% so the average stock investor only beat inflation by 0.93% and the average bond 

investor lost 1.62% annually after inflation.   

It's important to note, as a few critics of the Dalbar study have, that Dalbar's data is based on the average dollar 

invested in mutual funds, not the actual performance of real investment accounts.  Critics have proposed 

alternative methodologies to those used by Dalbar but there's no way to prove or disprove which methodology 

is more accurate since data on the performance of real assets in real investment accounts is sorely lacking.  

What little we have suggests that real investors in real brokerage accounts and mutual funds do poorly. On 10-

3-12 the Wall Street Journal published data from a Morningstar study indicating that active investors manage to 

dramatically mistime buying and selling decisions.  In the 10 years through August 2012, Dodge and Cox's $37 

billiion DODFX, their international stock fund, gave an annualized return of 9.61% while annualized investor 

returns were -1.17% (Data from Morningstar).  Research on traded retail accounts by Barber, Odean, and others 

confirms the Dalbar and Morningstar studies and further shows that the majority of traders lose money and high 

trader portfolio turnover reduces returns the most. 

As noted above, the investment industry has not seen fit to undertake studies of actual investment account 

performance for real investor accounts.  It would be quite easy to randomly sample accounts for stockbrokers, 

self-directed investors, and RIA guided passive and index managers and calculate real internal rates of return 

(IRR) for the accounts.  EAM does it in our reports to our clients every 90 days.  But, Wall Street's investment 

products are sold on past performance or promised performance of the product or investment strategy.  Reduced 

to its simplest element, the investment business is a business of selling numbers attached to "paper" assets, 

stocks and bonds.  Few things are more intangible.  If the numbers in real accounts were strong it is virtually 

certain we would see them incessantly repeated in promotional and sales materials.  Real investors, on average, 

have gotten very little from investment markets after fees and failed investment strategies. 

"EXCEPTIONAL" ACTIVE MANAGERS CANNOT BE IDENTIFIED IN ADVANCE. 

  

A tiny handful of superstar money managers with outstanding past performance are featured in financial media 

as evidence for the benefits of active management. Yet, no one knew in advance who would outperform, the 

odds of selecting one in advance are very low, and the results they achieved in the past may be due to luck. 

Hundreds of carefully done studies have found that past performance of money managers, mutual fund 

managers, investment analysts, and others is unrelated to their future performance. Track records mean nothing. 

The two greatest superstar active managers of our time, Warren Buffet and Peter Lynch, both recommend index 

funds.  

ASSET CLASS MIX EXPLAINS OVER 90% OF PORTFOLIO RETURNS. 

  



An asset class is a group of securities which have similar risk and return characteristics. One year Treasury 

bonds, or commercial real estate, or small company U.S. growth stocks, or emerging market stocks, are 

examples of asset classes.  Research has clearly established that portfolio performance differences between 

different professional money managers are due predominantly to the asset class(es) they choose.  Markets, not 

managers, produce returns.  

THE "SMART" MONEY USES PASSIVE INVESTMENT STRATEGIES. 

  

An estimated 40% to 50% of all institutional monies are in index or passive portfolios while only 10-12% of 

retail investors make use of passive strategies, though the latter number has roughly doubled in the last decade.  

Passive strategies are employed by AT&T, CALPERS, IBM, Intel, K-Mart, PacTel, Pepsi, and Stanford 

University, among many others.  

Price-To-Book Ratio; The price-to-book ratio, or P/B ratio, is a financial ratio used to compare a company's 

current market price to its book value. The calculation can be performed in two ways, but the result should be 

the same each way. In the first way, the company's market capitalization can be divided by the company's total 

book value from its balance sheet. The second way, using per-share values, is to divide the company's current 

share price by the book value per share (i.e. its book value divided by the number of outstanding shares). 

As with most ratios, it varies a fair amount by industry. Industries that require more infrastructure capital (for 

each dollar of profit) will usually trade at P/B ratios much lower than, for example, consulting firms. P/B ratios 

are commonly used to compare banks, because most assets and liabilities of banks are constantly valued at 

market values. A higher P/B ratio implies that investors expect management to create more value from a given 

set of assets, all else equal (and/or that the market value of the firm's assets is significantly higher than their 

accounting value). P/B ratios do not, however, directly provide any information on the ability of the firm to 

generate profits or cash for shareholders. 

This ratio also gives some idea of whether an investor is paying too much for what would be left if the company 

went bankrupt immediately. For companies in distress, the book value is usually calculated without the 

intangible assets that would have no resale value. In such cases, P/B should also be calculated on a "diluted" 

basis, because stock options may well vest on sale of the company or change of control or firing of 

management. 

It is also known as the market-to-book ratio and the price-to-equity ratio (which should not be confused with 

the price-to-earnings ratio), and its inverse is called the book-to-market ratio. 

Total book value vs tangible book value 

Technically, P/B can be calculated either including or excluding intangible assets and goodwill.[1] When 

intangible assets and goodwill are excluded, the ratio is often specified to be "price to tangible book value" or 

"price to tangible book".[citation needed] 

P/B ratio and long term stock returns 

In Stocks for the Long Run, Siegel[2] gives annual returns for the period July 1963 to December 2000 (Table 8-

2) for stock classified into size quintiles (small cap to large cap) and book-to-market quintiles (value to growth). 

For small cap stocks returns vary significantly depending on book-to-market ratio. Growth stocks returned 

6.41% per year compared with value stocks which returned 23.28%. 

For large stocks the variation was smaller; growth stocks returned 10.28% and value stocks returned 13.59%. 

For the same period, it was found that the annual difference between returns for stocks belonging to extreme 

quintiles for different ratios was:[3] 

 E/P: 1.36% 

 CF/P: 1.90 
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 S/P: 2.95% 

 B/P: 3.13% 

Thus suggesting that P/B may have greater discriminating power. 

Criticism 

The book value, as it is conventionally computed, does not include intangible assets such as intellectual 

property and brands.[4] Thus the book value may not be an appropriate measure for such companies. 

Economic Value Added :In  corporate finance, Economic Value Added or EVA, is an estimate of a firm's 

economic profit – being the value created in excess of the required return of the company's investors (being 

shareholders and debt holders). Quite simply, EVA is the profit earned by the firm less the cost of financing the 

firm's capital. The idea is that value is created when the return on the firm's economic capital employed is 

greater than the cost of that capital. This amount can be determined by making adjustments to GAAP 

accounting. There are potentially over 160 adjustments that could be made but in practice only five or seven 

key ones are made, depending on the company and the industry it competes in. 

Calculating EVA 

EVA is net operating profit after taxes (or NOPAT) less a capital charge, the latter being the product of the cost 

of capital and the economic capital. The basic formula is: 

 

where: 

 , is the Return on Invested Capital (ROIC); 

 is the weighted average cost of capital (WACC); 

 is the economic capital employed; 

 NOPAT is the net operating profit after tax, with adjustments and translations, generally for the 

amortization of goodwill, the capitalization of brand advertising and others non-cash items. 

EVA Calculation: 

EVA = net operating profit after taxes – a capital charge [the residual income method] 

therefore EVA = NOPAT – (c × capital), or alternatively 

EVA = (r x capital) – (c × capital) so that 

EVA = (r-c) × capital [the spread method, or excess return method] 

where: 

             r = rate of return, and 

             c = cost of capital, or the Weighted Average Cost of Capital (WACC). 

NOPAT is profits derived from a company’s operations after cash taxes but before financing costs and non-cash 

bookkeeping entries. It is the total pool of profits available to provide a cash return to those who provide capital 

to the firm. 

Capital is the amount of cash invested in the business, net of depreciation. It can be calculated as the sum of 

interest-bearing debt and equity or as the sum of net assets less non-interest-bearing current liabilities 

(NIBCLs). 

http://en.wikipedia.org/wiki/Intellectual_property
http://en.wikipedia.org/wiki/Intellectual_property
http://en.wikipedia.org/wiki/P/B_ratio#cite_note-4
http://en.wikipedia.org/wiki/Corporate_finance
http://en.wikipedia.org/wiki/Economic_profit
http://en.wikipedia.org/wiki/Required_rate_of_return
http://en.wikipedia.org/wiki/Types_of_companies
http://en.wikipedia.org/wiki/Shareholder
http://en.wikipedia.org/wiki/Cost_of_capital
http://en.wikipedia.org/wiki/Cost_of_capital
http://en.wikipedia.org/wiki/GAAP
http://en.wikipedia.org/wiki/NOPAT
http://en.wikipedia.org/wiki/Return_on_Invested_Capital
http://en.wikipedia.org/wiki/Weighted_average_cost_of_capital
http://en.wikipedia.org/wiki/NOPAT
http://en.wikipedia.org/wiki/Weighted_Average_Cost_of_Capital


The capital charge is the cash flow required to compensate investors for the riskiness of the business given the 

amount of economic capital invested. 

The cost of capital is the minimum rate of return on capital required to compensate investors (debt and equity) 

for bearing risk, their opportunity cost. 

Another perspective on EVA can be gained by looking at a firm’s return on net assets (RONA). RONA is a 

ratio that is calculated by dividing a firm’s NOPAT by the amount of capital it employs (RONA = 

NOPAT/Capital) after making the necessary adjustments of the data reported by a conventional financial 

accounting system. 

EVA = (RONA – required minimum return) × net investments 

If RONA is above the threshold rate, EVA is positive. 

 

 

 

 

UNIT – 5 
 
Equity Stock Analysis 
 
 

The primary motive for buying stock is to sell it later at an enhanced price. In many cases, the investor 

also expects a dividend. Both price and dividend are the principal ingredients in an investors return or yield. 

 

If the investor had adequate information about and knowledge of stock prices and dividend yields he 

would be able to make handsome returns. However, in reality complexities of political, economic, social and 

other forces hinder the prediction of stock movements and returns with any certainty. 

 

King observed that on an average over half the variation in stock prices could be attributed to a market 

influence that affects all stock market indexes. But stocks are also subject to industry influence over and above 

the influence common to all stocks. King noted that industry influence explained, on the average, 13 percent of 

the variations in a stocks price.In sum about two thirds of variation in the prices of stocks observed in the kings 

study was the result of market and industry. This highlights the necessity of the financial analyst to examine the 

economic and industry influences as well as the individual companies’ performance in order to accurately take 

any investment decisions. 

 

The multitude of factors affecting a firm’s profitability can be broadly classified as: 

 

· Economy-wise factors: These include factors like growth rate of the economy, the rate of inflation, 

foreign exchange rates etc. which affect the profitability of all the companies.  
 

· Industry-wise factors: These factors are specific to the industry in which the firm is operating; for 

example the demand supply gap in the industry, the emergence of substitute products and changes in 



government policy relating to the industry.  

 

· Firm specific factors: Such as age of the plant, the quality of its management, the brand image of its 

products and its labour relations.  

 
Economic Analysis 

 

Return assumptions for the stock and bond markets and sales, cost, and profit projections for industries 

and nearly all companies necessarily embody economic assumptions. Investors are concerned with those forces 

in the economy which affect the performance of organization in which they wish to participate, through 

purchase of stock. By identifying key assumptions and variables, we can monitor the economy and gauge the 

implications of new information on our economic outlook and industry analysis. In order to beat the market on 

a risk adjusted basis, the investor must have forecasts that differ from the market consensus and must be correct 

more often than not. 

 

Economic trends can take two basic forms: cyclical changes that arise from ups and downs of the 

business cycle, and structural changes that occur when the economy is undergoing a major change in how it 

functions. Some of the broad forces which impact the economy are: 

 
 
 
Population 

 

Population gives and idea of the kind of labour force in a country. Increasing population gives demand 

for more industries like hotels, residences, 

 
Security Analysis and Portfolio Management service industries like health, consumer demand like refrigerators and 

cars. 
 
Increasing population therefore shows a greater need for economic development. Although it does not show the 

exact industry that will expand. 

 

Research and technological development 
 
 

The economic forces relating to investments would depend on the amount of resources spent by the 

government on the particular technological development affecting the future. Investors would prefer to invest in 

those industries in which the larger share of development funds are being allocated by the government. For 

example in India oil and information technology are receiving a greater amount of attention and may be 

considered for investment. 

 

Macroeconomic Stability 

 
General macroeconomic conditions are very important in terms of the general climate under which 



investment decisions are made. So economic growth will depend to some extent upon the stability of the 

economy e.g. fiscal balance, and reasonably predictable levels of inflation. Macroeconomic stability reduces the 

risks of investment and might therefore be seen as a necessary condition for growth. Fiscal balance ensures that 

there is less risk of inflation, because there will be less risk of governments printing money. This may also 

stabilize the exchange rate and allow interest rates to be set at a reasonably low level - so further encouraging 

investment. 

 
 
 
Trade Liberalization, Capital Mobility and Exchange Rate Policy 

 

The abolition of trade restrictions (tariffs and quotas) is often seen as a necessary condition for growth. 

The idea is to widen markets and thus allow 

 
Security Analysis and Portfolio Management economies of scale in exporting industries. It is often argued that 

exchange rates 
 
need to be adjusted downwards at the same time, to ensure that potential exporters can compete on world 

markets. To encourage direct foreign investment restrictions on international capital flows may need to be 

reduced. 

 

Natural Resources and Raw Material 
 
 

The natural resources are largely responsible for a country’s economic development and overall 

improvement in the condition of corporate growth. The discovery of oil in Middle Eastern countries and the 

discovery of gas in America has significantly changed the economic and investment pattern of the countries. 

 

Gross domestic product (GDP) 
 
 

GDP measures the total output of goods and services for final use occurring within the domestic 

territory of a given country, regardless of the allocation to domestic and foreign claims. Gross domestic product 

at purchaser values (market prices) is the sum of gross value added by all resident and nonresident producers in 

the economy plus any taxes and minus any subsidies not included in the value of the products. Higher GDP 

level is an indication of higher economic development and thereby higher investment ability. 

 
International Trade 

 

Exports and Imports of goods and services represent the value of all goods and other market services 

provided to or received from the rest of the world. They include the value of merchandise, freight, insurance, 

transport, travel, royalties, license fees, and other services, such as communication, construction, financial, 

information, business, personal, and government services. They exclude labor and property income (formerly 

called factor services) as well as transfer payments. Higher levels of international trade especially higher 



exports are indicative of higher earnings and therefore higher economic development of a country. 

 

 
Inflation 
 

 

Higher inflation is generally negative for the stock market because it causes higher interest rates, it 

increases uncertainty about future prices and costs, and it harms firms that cannot pass their cost increases on to 

consumers. Some industries may benefit inflation. Natural resource industries benefit if their production costs 

do not rise with inflation, because their output will likely sell at higher price. 

 
Interest Rates 

 

Banks usually benefit from volatile interest rates because stable interest rates lead to heavy competitive 

pressures that squeeze their interest margins. High interest rates clearly harm the housing and the construction 

industry. 

 
Economic Indicators 
 
 

Besides the factors discussed above there are other significant economic indicators such as country’s 

fiscal policy, monetary policy, stock prices, state of capital market, labour productivity, consumer activity etc. 

      
 

A look of India’s economic indicators for the year 2005-2006 is as follows 
 

       
 

    ECONOMIC SUMMARY  
 

       2005-06 Growth 
 

        % 
 

 GDP at factor cost at current prices: 3200.6 
12.5 

 

  
 

 
(Rs. Thousand crore) US$ million 

72316.3 

 

  
 

        
 

 At 1999-00 prices (Rs. Thousand 2586.6  
 

 crore)       8.1 
 

 US$ million     584542.3  
 

 Agriculture and  allied sectors: 508.6 
2.3 

 

  
 

 
(Rs. Thousand crore) (US$ million) 

114937.8 

 

  
 

        
 

 Food  grains production (Million 
209.3 2.3 

 

 

tones) 
     

 

        
 

 Index of industrial production  215.4 7.8 
 

 Electricity generated (Billion kwh) 458.6 4.7 
 

 
Wholesale price index 

  196.2 
4.1 

 

   

(on February 4, 2006) 
 

        
 

 Consumer price index for industrial 550 
5.6 

 

 

workers 
     

(December 2005) 
 

       
 

 
Money supply (Rs. Thousand crore) 

2551.9  
 

 

(on January 20, 2006) 16.4 
 

 (Outstanding at the end of financial  



  
 

 year) (US$ million)    
576700.5 

 
 

        
 

 Imports at current prices (US$ 108,803 
26.7 

 

 

million) 
     

(April-Jan 2005-06) 
 

       
 

 Exports at current prices (US$ 74,978 
18.9 

 

 

million) 
     

(April-Jan 2005-06) 
 

       
 

 Foreign currency assets (US$ 133,770 
8.2 

 

 

million) 
     

(by end January 2006) 
 

       
 

       44.25  
 

 Exchange rate (Re/US$)   (Average exchange rate for 2.1 
 

       April-January 2005-06)  
 

 
 

 

Forecasting techniques 

 
There are basically five economic forecasting techniques: 
 
 
Surveys: It is a method of short term forecasting. It is broadly used to convey the 

 
future course of events in the economy. The method to do this is approximate 

 
"because it is based on beliefs, notions and future budgeting of the government. 

 
It, however, broadly indicates the future of events in the economy. 

 

Economic Indicators: It gives indication of the economic process through cyclical timings. These projections 

are a method of getting indications of the future relating to business depressions and business prosperity. This 

method although has its advantages of giving the future indications of the economy is not an exact method of 

finding out the economic activity. It gives results approximately and is at best an estimation of the future of the 

economic conditions. 
 
Diffusion Indexes: The diffusion index is a method which combines the different indicators into one total 

measure and it gives weaknesses and strength of a particular time series of data. The diffusion index is also 

called a census or a composite index. 

 

Economic Model Building: This is a mathematical and statistical application to forecast the future trend of the 

economy. This technique can be used by trained technicians and it is used to draw out relation between two or 

more variables. The technique is to make one independent variable and independent variable and to draw out a 

relationship between these variables. The answer of drawing these relationships is to get a forecast of direction 

as well as magnitude. 

  
Opportunistic Model Building: This method is the most widely used economic forecasting method. This is also 

sectoral analysis of Gross National Product Model Building. This method uses the national accounting data to 

be able to forecast for a future short-term period. It is a flexible and reliable method of forecasting. The method 



of forecasting is to find out the total income and the total demand for the forecast period. To this are added the 

environment conditions of political stability, economic and fiscal policies of the government, policies relating 

to tax and interest rates. This must be added to Gross domestic investment, government purchases of goods in 

services, consumption expenses and net exports. The forecast has to be broken down first by an estimate of the 

government sector which is to be divided again into State Government and Central Government expenses. The 

gross private domestic investment is to be calculated by adding the business expenses for plan, construction and 

equipment changes in the level of business. The third sector which is to be taken is the consumption sector 

relating to the personal consumption factor. This sector is usually divided into components of durable goods, 

non-durable goods and services. When data has been taken of all these sectors these are added up to get the 

forecast for the Gross National Product 

 

Industry Analysis 
 
 

Once economic Analysis is made and the forecast of economy is known , the analyst needs to look at the 

industry groups which are promising in the coming years and then choose the companies to invest in within 

those industry groups. There is no necessary co relation between economic growth and industry growth some 

industries may grow in spite of poor economic growth. The industry has been defined as a homogeneous group 

of people doing a similar kind of activity or similar work. But industry broadly covers all the economic activity 

happening in a country to bring growth. A broad concept of industry would include all the factors of production, 

transportation, trading activity and 
 
public utilities. The broad classification of industry, however, would not be relevant for an investor who would 

like to ensure that he does not lose from the investment that he makes. It is, therefore, essential to qualify the 

industry into some characteristics homogeneous group. Usually, the industry is classified in processes and in 

stages. It may also be classified according to work group that it identifies to. 

 

Classification of industries 

 
In India asset based industry grouping used to exist under MRTP Act and FERA Act. However, since 

economic reforms in 1991 onwards, there is no limit to the asset growth and the classification of MRTP and 

non MRTP companies has since disappeared. Nowadays, even multinational firms can operate in India through 

their subsidiaries or directly by having a majority stake in a company. 

 

The size wise classification of industries is as follows: 
 
 
Small scale units: These industries are not listed and those which have a minimum paid up capital of Rs 30 

lakhs can be listed on OTCEI. 

 
Medium Scale Industries: The units having paid up capital of Rs 5 crores and above can be listed on regional 

stock exchanges. 



 
Large scale Industries: Industrial units with paid up capital of Rs 10 crores or more can be listed on major 

stock exchanges like BSE. 
 
Proprietary Based Classification 
 

The industries can be classified on the basis of ownership into (a) private sector industries which are 

open to the general public for investment (b) public sector (Government and semi-government ownership) (c) 

and in joint sector. 

 

Use Based Classification 

 

(a) Basic Industries: These are in the core sector in India and constitute the infrastructure industries which 

are mostly in the public sector but are now kept open to the public sector. The examples are fertilizers, 

chemicals, coal, cement, steel etc.  
 
(b) Capital Goods Industries: These are both in the private and public sectors. These are highly capital 

intensive industries and are used to produce inputs of other industries such as machine tools, agricultural 

machinery, wires, cables etc.  
 
(c) Intermediate goods: These are goods in the intermediate stage of production, having undergone some 

processing already but will be used for further production examples are tyres, synthetic yarn, cotton 

spinning, automobile parts etc.  
 
(d) Consumer goods industries: These are of two categories, namely, consumer durables and consumer non 

durables. These are final products for the consumption of households. Durables are fans, bulbs, 

Automobiles, Cycles, Two wheelers, Telephone equipment etc. Non durables are food products, Agro 
based products, tobacco, woolen and jute textiles etc.   

Input based Classification 

 

(a) Agro based products like jute, sugar cotton, tobacco, groundnuts etc.  
 

(b) Forest based products like plywood, paper, wood, ivory, resin honey etc.  
 

(c) Marine based products like fisheries, prawns, etc.  
 

(d) Metal based products like engineering products, aluminium, copper, gold etc.  

(e) Chemical based products like fertilizers, pesticides, drugs paints etc.  
 

 

Each of the above classifications is useful for identifying the characteristic features of the industry, its inputs 

and outputs or uses and the likely demand for it, constraints in production, impact of economic factors etc. 

 

Industry Life Cycle 

 
An insightful analysis when predicting industry sales and trends in profitability is to view the industry over 

time and divide its development into stages similar to those that humans progress through. The number of 

stages in the industry life cycle analysis can be based on a five stages model, which includes: 

 



1. Pioneering Development  
 

2. Rapid accelerating growth  
 

3. Mature growth during this period is very small or negative profit margins and profits.  

4. Stabilization and market maturity  
 

5. Deceleration of growth and decline.  
 

 

Besides being useful when estimating sales, the analysis of an industry’s life cycles also can provide 

insights into profit margins and earnings growth. 
 
  
The profit margin series typically peaks early in the total cycle and then levels off and declines as competition 

is attracted by the early success of the industry. 

 

1. Pioneering Development: During this start up stage, the industry experiences modest sales growth and 

very small or negative profit margins and profits. The market for the industry’s product or service 

during this time period is small, and the firms involved incur major development costs.  

 

2. Rapid Accelerating Growth: During this stage a market develops for the product or service and demand 

becomes substantial. The limited number of firms in the industry faces little competition and individual 

firms can experience substantial backlogs. The profit margins are very high. The industry builds its 

productive capacity as sales grow at an increasing rate as the industry attempts to meet excess demand. 

High scales growth and high profit margins that increase as firms become more efficient cause industry 

and firm profits to explode. During this phase profits can grow at over 100% a year as a result of the low 

warning base and the rapid growth of scales and net profit margins.  

 

3. Mature Growth: The success in stage two has satisfied most of the demand for the industry goods or 

service. Thus, future scales growth may be above normal but it no longer accelerates for example, if the 

over all economy is growing at 8% scale for this industry might grow at an above normal rate of 15% to 

20% a year. Also the rapid growth of scales and high profit margins attract competitors to the industry 

which causes an increase in supply and lower prices which means that the profit margins begin to 

decline to normal levels.  

 
 
4. Stabilization And Market Maturity: During this stage which is probably the longest phase the industry 

growth rate declines to the growth rate of the aggregate economy or its industry segment. During this 

stage investors can estimate growth easily because scales correlate highly with an economic series. 

Although scales grow in line with the economy profit growth varies by industry because the competitive 

structure varies by industries and by individual firms within the industry because the ability to control 

costs differs among companies. Competition produces tight profit margins and the rates of return on 



capital eventually become equal to or slightly below the competitive level.  

 

5. Declaration of Growth and Decline: At this stage of maturity the industry sales growth declines 

because of shifts in demand or growth of substitutes. Profit margins continue to be squeezed and some 

firms experience low profit or even losses. Firms that remain profitable may show very low rates of 

return on capital. Finally, investors begin thinking about alternative uses for the capital tied up in this 

industry.  

 

Assessing the Industry Life Cycle 
 
 

The industry life cycle classification of industry evolvement helps investors to assess the growth 

potential of different companies in an industry. Based on the stage of industry, they can better assess the 

potential of different companies within an industry. However, there are limitations to this type of analysis First, 

it is only a generalization, and investors must be careful not to attempt to categorize every industry, or all 

companies within a particular industry, into neat categories that may not apply. Second, even the general 

framework may not apply to some industries that are not categorized by many small companies struggling for 

survival. Finally, the bottom line in security analysis is stock prices, a function of the expected stream of 

benefits and the risk involved. 

 

The industry life cycle tends to focus on sales and share of the market and investment in the industry. 

Although all of these factors are important to investors, they are not the final items of interests. Given these 

qualifications to industry life cycle analysis, what are the implications for investors? 

 

The pioneering stage may offer the highest potential returns, but it also poses the greatest risk. Several 

companies in an industry will fail or do poorly. Such risk may be appropriate for some investors, but many will 

wish to avoid the risk inherent in this stage. 

 
Investors interested primarily in capital gains should avoid the maturity stage. Companies at this stage 

may have relatively high payouts because they have fewer growth prospects. These companies will often offer 

stability in earnings and dividend growths. 

 

Clearly, companies in the fourth stage of the industrial life cycle, decline, are usually to be avoided. 

Investors should seek to spot industries in this stage and avoid them. It is the second stage, expansion that is 

probably of most interest to investors. Industries that have survived the pioneering stage often offer good 

opportunities for the demand for their products and services is growing more rapidly than the economy as a 

whole. Growth is rapid but orderly an appealing characteristic to investors. 

ELEMENTS OF FINANCIAL ANALYSIS 
 

Share price depends partly on its intrinsic worth for which financial analysis of a company is necessary 



to help the investor to decide whether to buy or not the shares of that company. The soundness and intrinsic 

worth of a company is known only by such analysis. The market price of a share depends, among others on the 

sound fundamentals of the company, the financial and operational efficiency and the profitability of that 

company. These factors can be examined by a study of the financial management of the company. An investor 

needs to know the performance of the company, its intrinsic worth as indicated by some parameters like book 

value, EPS, P/E multiple etc., and come to a conclusion whether the share is rightly priced for purchase or not. 

This, in short is the importance of financial analysis of a company to the investor. 

 

What is Financial Analysis? 

 

The financial management of a company is concerned with management of its funds which reflects how 

efficiently the company is managing its funds. The overall objective of all business is to secure funds at low 

cost and their effective utilization in the business for a profit. The funds so utilized must generate an income 

higher than the cost of procuring them. Here it is to be noted that all companies need both long-term and short-

term capital. The finance manager must therefore keep in view the needs of both long-term debt and working 

capital and ensure that the business enjoys an optimum level of working capital a id that it does not keep too 

many funds blocked in inventories, book-debts, cash, etc. The capital structuring and average cost of capital for 

the company should also be examined. 

 

Financial analysis is analysis of financial statements of a company to assess its financial health and 

soundness of its management. "Financial Statement analysis" involves a study of the financial statements of a 

company to ascertain its prevailing state of affairs and the reasons therefore. Such a study would enable the 

public and investors to ascertain whether one company is more profitable than the other, and also to state the 

causes and factors that are probably responsible for this. 
 
Components of Financial Statements 
 
 

The term 'financial statements' as used in modern business refers to the balance sheet, or the statement 

of financial position of the company at a point of rime and income and expenditure statement, or the profit and 

loss statement over a period. To this is added, the profit allocation statement which reconciles the balance in 

this account at the end of the period with that at the beginning. Thus, the financial statements provide a 

summary of the accounts of a company over a period of one year, and the balance sheet reflecting the assets, 

liabilities and capital as at a point of time say at the end of the year. 

 

Analysis and Interpretation: With a view to interpret the financial statements, it is necessary to analyse them 

with the object of formation of an opinion with respect to the financial condition of that company. 

This Analysis involves the following steps: 
 
 
(a) Comparison of the financial statements, over two to five years.  

 
(b) Ratio analysis, for two to three years.  



 
(c) Funds or Cash Flow analysis, over a short period.  
 

(d) Trend analysis, over a period of 5 to 10 years.  
 
 
 
1  
Comparison of the Financial Statements 
 
 
Comparison is the precondition for a meaningful interpretation. It may be in the nature of: 
 
(a) Figures of one year with that of another year;  
 
(b) Inter-firm comparison of figures, within the same industry;  
 
(c) Comparison of one product figures with that of another product; and  
 
(d) Comparison of budgeted figures with the actual figures.  
 

 

RATIO ANALYSIS 

 
Ratios, are probably the most frequently used tool to analyse a company, and are popular because they are 

readily understood and can be computed with ease. In addition, the information used in ratio analysis is easy to 

obtain, for many ratios employ data available in a firm’s annual report and quarterly reports. Ratio’s are used 

not only by investors but also by a firm’s management and its creditors. Creditors use the analysis to establish 

the ability of the borrowers to pay interest and retire debt. Management use ratio’s to plan, control, and to 

identify weaknesses within the firm. Shareholders use ratio’s to measure firms profitability. The ratio is a 

statistical yardstick that provides a measure of relationship between any two variables. 

 

The ratios are conveniently classified as follows: 
 
 
(i) Balance Sheet Ratios which deal with the relationships between two items or groups of items which 

are both in the Balance Sheet, e.g., the ratio of current assets to current liabilities (Current Ratio).  
 

(ii) Revenue Statement Ratios which deal with the relationship between two items or groups of items which 

are both in the Revenue Statement, e.g., ratio of gross profit to sale or gross profit margin.  

(iii) Balance Sheet and Revenue Statement Ratios which deal with relationship between items from the 

Revenue Statement and. items from the Balance Sheet, e.g., ratio of net profit to own Funds (Composite 

Ratios), Return on Total Resources, Return on Own Funds (iv) solvency ratios which deal with the 

liquidity and ability of the company e.g. Debt to Equity Ratio, Current ratio etc  

 

(iv) Turnover ratio’s: Turnover of Inventory Composite Ratios, Turnover of Fixed Assets, Turnover of 

Debtors etc  

 
Further ratios can be classified on the basis of objective for which they are being used. 
 
 
(i) Liquidity Ratio’s: Liquidity is the ease with which assets may be quickly converted into cash without 



the firm incurring a loss. If the firm has a high degree of liquidity, it will be able to meet its debt 

obligations as they become due. Therefore, liquidity ratios are a useful tool for the firm’s creditors, who 

are concerned about being paid. These include current ratio and quick ratio.  

 

(a) Current Ratio: This is defined as:  
 

Current Ratio =  Current Assets /Current Liabilities  
 
 

This ratio indicates the company's ability to meet current obligations, i.e., the current assets must be 

sufficient to pay current liabilities as and when the latter matures. As a rule of thumb, the current ratio should at 

least be 2:1 by 
 

 
 
 
 
Security Analysis and Portfolio Management which is meant that even if half of the current assets could 

not be quickly 
 
converted into cash, there would still be left enough to pay off short-term obligations. However, 

for interpreting current ratio the quality and liquidity of each current asset and current liability 

must be considered as also 'the nature of the business as it may well be that various types of 

business may require less liability. 

 

(b) Quick Ratio or Acid-Test Ratio  
 

This is defined as:  

 

Quick Ratio/Acid Test Ratio = Cash+ Bills Receivable + Debtors +Temporary Investment 
 

Current Liabilities 
 

 

The Acid-Test Ratio thus ignores less liquid assets like inventory, or prepaid and deferred 

charges, and takes into account only the most readily available cash and other assets which can 

be applied for meeting short-term obligations at short notice. As a rule of thumb, a quick ratio of 

1:1 is indicative of a company having a good short-term liquidity, and one which can meet its 

short-term debts without strain. 

 
 

(ii) Activity Ratios: Activity ratios indicate the rate at which the firm is turning its inventory 

and accounts receivable into cash. The more rapidly the firm turns over its inventory and 

receivables, the more quickly it acquires cash. Higher turnover indicates that the firm is 

rapidly receiving cash and is in a better position to pay its liabilities as they become due. 

Such high turnover however may not indicate that the firm is making profits. For 

example, high inventory turnover may indicate that the firm is selling items for too low a 

price in order to have quicker sales. These  ratio’s include inventory turnover ratio, 



average collection period, receivables turnover, fixed asset turnover etc. 

 
 
a) Turnover of Current Assets this is defined as: Turnover 

Current Assets = Net Sales  
 

Current Assets 
 
 

The higher the turnover of current assets ratio, the greater is the liquidity of the firm, and 

the lesser is the amount blocked in current assets. This ratio will vary from business to business 

and should be high for a trading company not involved in manufacturing activity, which should 

be able to sell-off stock through its distribution channels as quickly as possible. It will be low for 

companies having a long reduction time, e.g., ship manufactures or heavy equipment 

manufactures with long product manufacturing cycles. 
 
b) Turnover of Inventory Ratio  
 

This is defined as:  
 

Turn over of Inventory Ratio = Cost of Goods Sold  
 

Average Inventory 
 
 

This ratio gives the turnover of inventory and indicates how funds invested in inventories 

ire being turned over. The higher the turn over of inventory ratio, the smaller is the amount 

blocked in inventory and, therefore, the less need is there for working capital for financing the 

inventory. A high ratio indicates that manufacturing activity is capable of being sustained with 

the help of smaller inventory stock and consequently there is less chance of stock becoming 

obsolete/ in saleable and also that the company can afford to sell on a small gross profit margin. 

This is important in a highly competitive market where small margins can be important. The 

volume of profits having to come 

 
from high turn over volume rather than from high margins on unit-product. 
 
 
c) Credit Collection Period   

This is defined as:   
Credit Collection Period = Account receivable x No of working days   

Credit sales during the year 
 

 

The smaller the number of days, the higher will be the efficiency of the credit collection 

department. This ratio is indicative of the efficiency of the bill collectors of the company. It; 

indicates whether the company is haying too liberal a credit position and which would, therefore, 

require tightening up. This ratio is useful for Sales Manager both to review the efficiency of his 

credit collectors, and to review his credit policy, as also to appraise the supervisors/ salesmen 

responsible for collection of credit sales proceeds. 

 



(iii) Profitability Ratios: The amount that a firm earns is particularly important to investors. 

Earnings accrue to stockholders and are either distributed to them as dividends or are 

retained. Profitability ratios are measures of performance that indicate the amount the 

firm is earning relative to some base, such as sales, assets or equity. These ratios include, 

Gross profit ratio, net profit ratio, operating profit ratio, return on equity etc.  
 
a) Gross Profit Ratio   

This is defined as:  
 

Gross Profit Margin =  Gross Profit x 100 
 

Net Sales 
 
 
 
 

  
And is expressed as a percentage. The gross profit margin shows the proportion of sales 

after meeting the direct cost of goods sold, i.e., direct material, direct labour and other direct 

expenses. The gross profit margin should be high enough to covey other operating, 

administrative and distribution expenses as otherwise the line of activity would not be profitable 

for the company. Usually, if the level of corporate profit taxation is, say 65-70 per cent at the 

highest slab, the gross profit margins should be of the order of 30-35 per cent, in order to leave a 

margin of 12 per cent post-tax, which is usually considered to be a satisfactory level if continued 

resources for ploughing back for growth have to be found by a company out of its own resources. 

If the management wants to analyse which product of multi-product range should be discarded or 

stopped it should analyse the gross profit margin of each product and then come to a rational 

decision. 

 

b) The Ratios of Operating Profit to Sales   
This is defined as:  

 
Operating Profit Margin =   Operating Profit xlOO 

 
Net Sales 

 
 

This is expressed as a percentage, and indicates the operating profit margin after taking 

into account all indirect costs and expenses of manufacturing, administrative and distribution 

activities. All variables and fixed costs are thus taken into account but not taxes. This ratio 

reflects the profitability of the entire business after meeting all its costs but before having to meet 

the tax liability. 

 
c) Net Profit Ratio  
 

This is defined as:  
 

Net Profit Ratio =Net Profit xlOO  
 

Net Sales 

 



The net profit ratio, expressed as percentage, shows the return left for the shareholders 

after meeting all expenses and taxes. 

 
d) Return of Investment (ROI) — A Key Profitability Ratio is the return on investment ratio 

(ROI), which is a measure of efficiency and provides a starting point for analyzing the 

influence and trends in a company's performance.  
 

It is defined as: 
 

Return on Investment = Net profit (After tax) x 100 
 

Share holders funds 
 

 

ROI is a very significant ratio in measuring the overall profitability or operational efficiency of a 

company. It enables the management to know whether the basic objective of the business ---

maximization of profits is achieved. This ratio is also known as net worth ratio. 

 

e) Return on Owners Equity  
 

This is defined as:  
 

 

ROEC = Net profit (after tax)-Preference Dividend x 100  
 

Paid up equity share capital 
 
it indicates to the equity shareholders what is the return on their investment in the company and 

whether their continued investment in the company is worthwhile or not. 

 
The ratio is also called "Return on net worth". 

(iv) Leverage Ratios: In order to magnify the return to shareholders a firm may use leverage 

in the capital structure. Financial leverage refers to the extent to which a firm finances its 

assets by use of debt. Since debt financing impacts return to shareholders each of these 

ratios is extremely valuable in analyzing the financial position of the firm. The most 

commonly used leverage ratios are debt equity ratio and debt to total asset ratio.  

 

 

a) Debt Equity Ratio  
 

This is defined as: 
 
Operating Profit Margin = Total debt i.e. long-term loans + Short-term loans + debentures _+ 

Interest bearing deposits___________ 
 

Equity 
 
 

This ratio indicates what is the proportion of fixed interest bearing capital taken by the 

company, as compared to the equity shareholders' capital. A high ratio would indicate that the 

company has preferred to go in for fixed-charges capital rather than for equity shareholders' 



capital. 

 

b) Shareholders' Equity to Total Capital  
 

This is defined as:  
 
Shareholder's Equity to Total Capital = Owned Capital (Equity Capital + Reserves) 
 

Total Capital (Fixed Assets + Working Total Capital + Loan Capital) 
 
 

This is an important ratio for determining the long-term solvency of a company. In 

general, the higher the share of proprietors' or owned capital in the total capital of the company, 

the less the likelihood of insolvency in future, 
 
given normally efficient management.  
  
(v) Coverage Ratios: While leverage ratios measure the firm’s use of debt, coverage ratios 

specifically measure its ability to service its debt. These ratios indicate to the creditors 

and management how much the firm is earning form operations relative to what is owed. 

These ratios include interest coverage ratio.  
 
Debt Service Coverage Ratio = Profit before interest and depreciation 
 
 
 

Interest payments and principal installments falling due during the year. 
 
 

This indicates at a glance whether the borrowing company will have adequate funds for 

servicing both interest payments falling due and the principal re-payment falling due in 

installments for the loan taken. Depreciation is added back to the net profits, as also the interest, 

in order to calculate this ratio. 

 

USING FINANCIAL STATEMENT ANALYSIS 
 
 

Financial statement analysis can be a very useful tool for understanding a firm's 

performance and condition. However, there are certain problems and issues encountered in such 

analysis which call for care, circumspection, and judgment. 

 
Problems in Financial Statement Analysis 
 
 

You have to cope with the following problems while analyzing financial statements. 

 

Lack of an Underlying Theory: The basic problem in financial statement analysis is that there is 

no theory that tells us which numbers to look at and how to interpret them. In the absence of an 

underlying theory, financial statement appears to be ad hoc, informal, and subjective. As 

Horrigan put it: 



 
"From a negative viewpoint, the most striking aspect of ratio analysis is the absence of an 

explicit theoretical structure...... As a result the subject of ratio analysis is replete with untested 

assertions about which ratios should be used and what their proper levels should be." 

 

Conglomerate Firms: Many firms, particularly the large ones, have operations spanning a wide 

range of industries. Given the diversity of their product lines, it is difficult to find suitable 

benchmarks for evaluating their financial performance and condition. Hence, it appears that 

meaningful benchmarks may be available only for firms which have a well defined industry 

classification. 

 

Window Dressing: Firms may resort to window dressing to project a favourable financial 

picture. For example, a firm may prepare its balance sheet at a point when its inventory level is 

very low. As a result, it may appear that the firm has a very comfortable liquidity position and a 

high turnover of inventories. When window dressing of this kind is suspected, the financial 

analyst should look at the average level of inventory over a period of time and the not the level 

of inventory at just one point of time. 

 

Price Level Changes: Financial accounting, as it is currently practiced in India and most other 

countries, does not take into account price level changes. As a result, balance sheet figures are 

distorted and profits misreported. Hence, financial statement analysis can be vitiated. 

 

Variations in Accounting Policies: Business firms have some latitude in the accounting 

treatment of items like depreciation, valuation of stocks, research and development expenses, 

foreign exchange transactions, installment sales, preliminary and pre-operative expenses, 

provision of reserves, and revaluation of assets. Due to diversity of accounting policies found in 

practice, comparative financial statement analysis may be vitiated. 

 

Interpretation of Results: Though industry averages and other yardsticks are commonly used in 

financial ratios, it is somewhat difficult to judge whether a certain ratio is 'good' or "bad'. A high 

current ratio, for example, may indicate a strong liquidity position (something good) or excessive 

inventories (something bad). Likewise, a high turnover of fixed assets may mean efficient 

utilization of plant and machinery or continued flogging of more or less fully depreciated, worn 

out, and inefficient plant and machinery. 

 

Another problem in interpretation arises when a firm has some favourable ratios and 

some unfavorable ratios—and this is rather common. In such a situation, it may be somewhat 

difficult to form an overall judgement about its financial strength or weakness. Multiple 



discriminant analysis, a statistical tool, may be employed to sort out the net effect of several 

ratios pointing in different directions. 

 

Correlation among Ratios: Notwithstanding the previous observation, financial ratios of a firm 

often show a high degree of correlation. Why? This is because several ratios have some common 

element (sales, for example, are used in various turnover ratios) and several items tend to move 

in harmony because of some common underlying factor. In view of ratio correlations, it is 

redundant and often confusing to employ a large number of ratios in financial statement analysis. 

Hence it is necessary to choose a small group of ratios from a large set of ratios. Such a selection 

requires a good understanding of the meaning and limitations of various ratios and an insight into 

the economics of the business. 

 
Guidelines for Financial Statement Analysis 
 
 
From the foregoing discussion, it is clear that financial statement analysis cannot be treated as a 

simple, structured exercise. When you analyse financial statements bear in mind the following 

guidelines. 

 
1. Use ratios to get clues to ask the right questions: By themselves ratios rarely provide 

answers, but they definitely help you to raise the right questions.  
 
2. Be selective in the choice of ratios: You can compute scores of different ratios and easily 

drown yourself into confusion. For most purposes a small set of ratios—three to seven—

would suffice. Few ratios, aptly chosen, would capture most of the information that you 

can derive from financial statements.  
 
3. Employ proper benchmarks: It is a common practice to compare the ratios (calculated 

from a set of financial statements) against some benchmarks. These benchmarks may be 

the average ratios of the industry or the ratios of the industry leaders or the historic ratios 

of the firm itself.  
 
4. Know the tricks used by accountants: Since firms tend to manipulate the reported income, 

you should learn about the devices employed by them.  
 

5. Read the footnotes: Footnotes sometimes contain valuable information. They may reveal 

things that management may try to hide. The more difficult it is to read a footnote, the 

more information—laden it may be.  
 

Cash Flow Analysis 
 
 

Analysis of a firm’s income statement and balance sheet with special emphasis on profitability 

and net earnings available to the shareholder is important. However, increased interest has 

developed among financial analysts in a firm’s operational income and cash flow. Since net 



earnings may be affected by non recurring items for example profit on sale of fixed assets, some 

financial analysts place more emphasis on cash flow. The argument is that the cash flow 

generated by a firm’s operations is a better indication of its profitability and value. Thus the use 

of cash flow is greatly increasing. This statement determines the changes in the firm’s holdings 

of cash and cash equivalent (i.e. short term liquid assets, treasury bills etc). The emphasis is not 

on the income or the firm’s assets and liabilities but on the inflow and outflow of cash from the 

firms operations, investments, and financing decisions. By placing emphasis on cash, the 

statement permits the individual to see where the firm generated cash and how these funds were 

used. 

 
 

The cash flow statement can also help investors examine the quality of earnings. For 

example, if inventories are rising more quickly than sales, this can be a real sign of trouble – 

demand is weakening. If a firm is cutting back on its capital expenditures, this could be a signal 

of problems down the road. If accounts receivables are rising at a greater rate than sales are 

increasing a company may be having trouble collecting money owed. If accounts payable are 

rising too high this may indicate that the company is trying to conserve cash by delaying 

payment to creditors and suppliers which may lead to problems for the company. 

Forecasting earnings 

 

Forecasting earnings per share (EPS) is an important task for both outside investors and 

internal managers. Outside the firms, investors use these forecasts as a basis to form profitable 

investment portfolios. Inside the firms, managers use these forecasts for a host of critically 

important decisions including operational budgeting, capital investment, and other resource 

allocation decisions. Accuracy in these forecasts, therefore, is essential for both optimum 

portfolio management in capital markets and optimum resource allocation within a firm. 

 

Selecting a forecasting methodology is, in itself, a major decision for investors and for 

managers. Earlier research on the accuracy of alternative forecasting methods has been in one 

of the two categories: (1) comparing different statistical or mechanical forecasting methods, 

and (2) comparing statistical models with judgmental analysts' forecasts. Building on these two 

lines of research, later literature suggests that a combination of the statistical forecasts and 

financial analyst forecasts will produce more accurate results. 

 
The considerable amount of research on statistical forecasting models in the literature 

has created the need for varied means of categorization to identify and select models one means 

of basic categorization of the statistical forecasting methods used to aid in model selection is to 

identify models as either being linear or nonlinear. Another categorization of statistical 

forecasting models is to refer to them as being either "univariate" (i.e., using one independent 



variable in the model) or "multivariate" (i.e., more than one independent variable). In the 

context of EPS forecasts, to date, the majority of the statistical methods used in forecasting EPS 

are linear. For example, the family of time-series forecast models widely used in forecasting 

EPS belongs to the linear forecasting category. Some practical methods are as follows: 

 

1. Use of Earnings Model, for EBT (Earning before tax)namely,  
 

 

EBT={R+(R-I) L /E} E 
 
Where, R is the average return on Investments or Assets, I is the interest cost on liabilities other 

than equity, L/E is the debt equity ratio or total liabilities other than equity to equity. 

 

If we have the data on the past ernings on assets, the manner of financing and the average cost 

of interest on liabilities, we will have the average past trends of R, I and plug in these values for 

the present and future. If we know EBT, by deducting the tax payable at the effective rate in the 

past we can arrive at the EAT (Earning after tax). Once we know EAT by dividing EAT by the 

outstanding number of shares we will get the EPS (Earning per share). If the past average P/E 

(Price earning ratio) multiple is say Rs15 and the EPS works out to Rs 10 then the market price 

can be estimated at Rs 150 i.e., EPS x P/E . 

 
2. Market Share Approach  
 
 

From an industry anlaysis, it is known that the share of the company XYZ is 9% of the 

market and the demand for its product will go up from 26 lakhs to 28 lakhs. Then the sales of 

XYZ can be put at 2.5 lakhs in the next year. On the basis of this sales rate and the average 

operating profit margin of last three years say 35% one can estimate the income from sales and 

35% of it is taken as operating profits, from which interest and depreciation and taxes can be 

deducted at their normal rates and arrive at profit after taxes (EAT). Then estimates of EPS and 

P/E multiple and the market price at the end of the next year can be made. 

 
 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

 

 

             UNIT - 6 
 
 

FUTURES AND OPTIONS 
 
 

 

 INTRODUCTION 

A derivative is a type of securities or financial instrument which derives its value from the value 

of underlying entities such as an asset, index, or interest rate—it has no intrinsic value in itself.[1] 

Derivative transactions include a variety of financial contracts, including structured debt 

obligations and deposits, swaps, futures, options, caps, floors, collars, forwards, and various 

combinations of these.[2] Derivatives are categorized into conditional and unconditional 

contracts.[3] To derivative conditional contracts belong option and insurance contracts, while 

other (futures, forwards, swaps) consider to be unconditional derivative contracts. Most of 

derivatives marketed through over-the-counter (off-exchange) or exchange, while insurance 

contracts have developed into a separate industry. 

Size of market 

To give an idea of the size of the derivative market, The Economist magazine has reported that as 

of June 2011, the over-the-counter (OTC) derivatives market amounted to approximately $700 

trillion, and the size of the market traded on exchanges totaled an additional $83 trillion.[4] 

However, these are "notional" values, and some economists say that this value greatly 

exaggerates the market value and the true credit risk faced by the parties involved. For example, 

in 2010, while the aggregate of OTC derivatives exceeded $600 trillion, the value of the market 

was estimated much lower at $21 trillion. The credit risk equivalent of the derivative contracts 

was estimated at $3.3 trillion.[5] 

Still, even these scaled down figures represent huge amounts of money. For perspective, the 

budget for total expenditure of the United States Government during 2012 was $3.5 trillion,[6] 

and the total current value of the US stock market is an estimated $23 trillion.[7] The world 

annual Gross Domestic Product is about $65 trillion.[8] 

And for one type of derivative at least, Credit Default Swaps (CDS), for which the inherent risk 

is considered high, the higher, nominal value, remains relevant. It was this type of derivative that 

investment magnate Warren Buffet referred to in his famous 2002 speech in which he warned 

against "weapons of financial mass destruction." CDS notional value in early 2012 amounted to 

$25.5 trillion,[9] down from $55 trillion in 2008.[10] 

Basics 

In practice, derivatives are a contract between two parties that specify conditions (especially the 

dates, resulting values and definitions of the underlying variables, the parties' contractual 

obligations, and the notional amount) under which payments are to be made between the 

parties.[11][12] The most common underlying assets include commodities, stocks, bonds, interest 

rates and currencies. 

There are two groups of derivative contracts: the privately traded over-the-counter (OTC) 

derivatives such as swaps that do not go through an exchange or other intermediary, and 

exchange-traded derivatives (ETD) that are traded through specialized derivatives exchanges or 

other exchanges. 
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Derivatives are more common in the modern era, but their origins trace back several centuries. 

One of the oldest derivatives is rice futures, which have been traded on the Dojima Rice 

Exchange since the eighteenth century.[13] Derivatives are broadly categorized by the relationship 

between the underlying asset and the derivative (such as forward, option, swap); the type of 

underlying asset (such as equity derivatives, foreign exchange derivatives, interest rate 

derivatives, commodity derivatives, or credit derivatives); the market in which they trade (such 

as exchange-traded or over-the-counter); and their pay-off profile. 

Derivatives may broadly be categorized as "lock" or "option" products. Lock products (such as 

swaps, futures, or forwards) obligate the contractual parties to the terms over the life of the 

contract. Option products (such as interest rate caps) provide the buyer the right, but not the 

obligation to enter the contract under the terms specified. 

Derivatives can be used either for risk management (i.e. to "hedge" by providing offsetting 

compensation in case of an undesired event, a kind of "insurance") or for speculation (i.e. 

making a financial "bet"). This distinction is important because the former is a legitimate, often 

prudent aspect of operations and financial management for many firms across many industries; 

the latter offers managers and investors a seductive opportunity to increase profit, but not 

without incurring additional risk that is often undisclosed to stakeholders. 

Along with many other financial products and services, derivatives reform is an element of the 

Dodd–Frank Wall Street Reform and Consumer Protection Act of 2010. The Act delegated many 

rule-making details of regulatory oversight to the Commodity Futures Trading Commission and 

those details are not finalized nor fully implemented as of late 2012. 

Usage 

Derivatives are used by investors for the following: 

 Hedge or mitigate risk in the underlying, by entering into a derivative contract whose 

value moves in the opposite direction to their underlying position and cancels part or all 

of it out[14] 

 Create option ability where the value of the derivative is linked to a specific condition or 

event (e.g. the underlying reaching a specific price level) 

 Obtain exposure to the underlying where it is not possible to trade in the underlying (e.g. 

weather derivatives)[15] 

 Provide leverage (or gearing), such that a small movement in the underlying value can 

cause a large difference in the value of the derivative[16] 

 Speculate and make a profit if the value of the underlying asset moves the way they 

expect (e.g. moves in a given direction, stays in or out of a specified range, reaches a 

certain level) 

 Switch asset allocations between different asset classes without disturbing the underlining 

assets, as part of transition management 

 

 
TRADING in stock index futures contracts was introduced by the Kansas City Board of 

Trade on February 24, 1982.In April 1982, the Chicago Mercantile Exchange (CME) began 

trading in futures contract based on the Standard and Poor's Index of 500 common stocks. The 

introduction of both contracts was successful, especially the S&P 500 futures contract, adopted 

by most institutional investors. 
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BSE created history on June 9
th

, 2000 by launching the first Exchange traded Index 

Derivative Contract i.e. futures on the capital market benchmark index - the BSE Sensex. The 

inauguration of trading was done by Prof. J.R. Varma, member of SEBI and chairman of the 

committee responsible for formulation of risk containment measures for the Derivatives market. 

The first historical trade of 5 contracts of June series was done on June 9, 2000 at 9:55:03 a.m. 

between M/s Kaji & Maulik Securities Pvt. Ltd. and M/s Emkay Share & stock Brokers Ltd. at 

the rate of 4755. 

 
In the sequence of product innovation, the exchange commenced trading in Index 

Options on Sensex on June 1, 2001. Stock options were introduced on 31 stocks on July 9, 2001 

and single stock futures were launched on November 9
th

 2002. 

 
September 13, 2004 marked another milestone in the history of Indian Capital Markets, 

the day on which the Bombay Stock Exchange launched Weekly Options, a unique product 

unparallel in derivatives markets, both domestic and international. BSE permitted trading in 

weekly contracts in options in the shares of four leading companies namely Reliance, Satyam, 

State Bank of India, and Tisco in addition to the flagship index-Sensex. 

 
 

 OPTIONS-MEANING 

 

An option is a contract whereby one party (the holder or buyer) has the right, but not the 

obligation, to exercise the contract (the option) on or before a future date (the exercise date or 

expiry). The other party (the writer or seller) has the obligation to honour the specified feature of 

the contract. Since the option gives the buyer a right and the seller an obligation, the buyer has 

received something of value. The amount the buyer pays the seller for the option is called the 

option premium. 

 
Because this is a security whose value is determined by an underlying asset, it is 

classified as a derivative. The idea behind an option is present in everyday situations. 

 
For example, you discover a house that you'd love to purchase. Unfortunately, you won't 

have the cash to buy it for another three months. You talk to the owner and negotiate a deal that 

gives you an option to buy the house in three months for a price of Rs.200, 000. The owner 

agrees, but for this option, you pay a price of Rs.3, 000. 

 
Now, consider two theoretical situations that might arise: 

 
 

1. It's discovered that the house is actually the true birthplace of a great man. As a 

result, the market value of the house skyrockets to Rs.1 crore. Because the 



owner sold you the option, he is obligated to sell you the house for Rs.200, 000. 

In the end, you stand to make a profit of Rs.97, 97,000 (Rs.1 Crore – Rs.200, 

000 – Rs.3, 000).  
 

2. While touring the house, you discover not only that the walls are chock-full of 

asbestos, but also that a ghost haunts the master bedroom; furthermore, a family 

of super-intelligent rats have built a fortress in the basement. Though you 

originally thought you had found the house of your dreams, you now consider it 

worthless. On the upside, because you bought an option, you are under no 

obligation to go through with the sale. Of course, you still lose the Rs.3, 000 

price of the option. 

 
This example demonstrates two very important points. First, when you buy an option, 

you have a right but not an obligation to do something. You can always let the expiration date go 

by, at which point the option becomes worthless. If this happens, you lose 100% of your 

investment, which is the money you used to pay for the option. Second, an option is merely a 

contract that deals with an underlying asset. For this reason, options are called derivatives, which 

mean an option derives its value from something else. In our example, the house is the 

underlying asset. Most of the time, the underlying asset is a stock or an Index. 

 REASON FOR USING OPTIONS. 
 

 

Two main reasons why an investor would use options are: 
 
 
a. Speculation 
 
 

Speculation is the betting on the movement of a security. The advantage of options is that 

one isn’t limited to making a profit only when the market goes up. Because of the versatility of 

options, one can also make money when the market goes down or even sideways. 

 
Speculation is the territory in which the big money is made - and lost. The use of options 

for making big money or less is the reason why they have the reputation of being risky. This is 

because when one buys an option; one has to be correct in determining not only the direction of 

the stock's movement, but also the magnitude and the timing of this movement. To succeed, one 

must correctly predict whether a stock will go up or down, and has to be right about how much 

the price will change as well as the time frame it will take for all this to happen commissions 

must also be taken into account. 

 
b. Hedging 
 
 

The other function of options is hedging. Think of this as an insurance policy. Just as one 



insures one’s house or car, options can be used to insure the investments against a downturn. By 

using options, one would be able to restrict one’s downslide while enjoying the full upside in a 

cost-effective way. 

 

WORKING OF OPTIONS 
 
 

In order to understand the working of options, an assumed firm by the name Justus 

Company, is taken Let's say that on May 1, the stock price of Justus Co. was Rs.75 and the 

premium (cost) was Rs.3.15 for a July 78 Call, which indicated that the expiration was the third 

Friday of July and the strike price was Rs.78. The total price of the contract was Rs.3.15 x 100 = 

Rs.315. In reality, you'd also have to take commissions into account, but we'll ignore them for 

this example. 

 
Remember, a stock option contract is the option to buy 100 shares; that's why you must 

multiply the contract by 100 to get the total price. The strike price of Rs. 78 means that the stock 

price must rise above Rs.78 before the call option is worth anything; furthermore, because the 

contract is Rs.3.70 per share, the break-even price would beRs.81. 

 
  

When the stock price is Rs.67, it's less than the Rs.70 strike price, so the option is 

worthless. But don't forget that you've paid Rs.315 for the option, so you are currently down by 

this amount. 

 
Three weeks later the stock price is Rs.84. The options contract has increased along with 

the stock price and is now worth Rs.6 x 100 = Rs.600. Subtract what you paid for the contract, 

and your profit is (Rs.3) x 100 = Rs.300. You almost doubled the money in just three weeks! 

You could sell your options, which are called "closing your position," and take your profits - 

unless, of course, you think the stock price will continue to rise. For the sake of this example, 

let's say we let it ride. By the expiration date, the price drops to Rs.60. Because this is less than 

our Rs.78 strike price and there is no time left, the option contract is worthless. We are now 

down to the original investment of Rs.300. Putting it in the form of a table: here is what 

happened to our option investment: 

 

 

 
 

 Date  May 1  May 21  Expiry Date  
 

          
 

 

Stock Price 
 

Rs.78 
 

Rs.84 
 

Rs.60 
  

     
 

          
 

 

Option Price 
 

Rs.3 
 

Rs.6 
 

worthless 
  

     
 

          
 

 

Contract Value 
 

Rs.300 
 

Rs.600 
 

Rs.0 
  



     
 

          
 

 

Paper Gain/Loss 
 

Rs.0 
 

Rs.300 
 

-Rs.300 
  

     
 

          
 

 
The price swing for the length of this contract from high to low was Rs.600, which would 

have given us over double our original investment. 

 
This is leverage in action. 
 

Option frameworks 

 

· The buyer pays the price (premium) to the seller (writer).The buyer assumes a long position 

and the writer a corresponding short position. Thus the writer of a call option is "short a 

call" and has the obligation to sell to the holder, who is "long of a call option" and who has 

the right to buy. The writer of a put option is "on the short side of the position", and has the 

obligation to buy from the taker of the put option, who is "long a put".  

 

· The option style determines when the buyer may exercise the option which will affect the 

valuation. Generally the contract will either be American style - which allows exercise up 

to the expiry date - or European style - where exercise is only allowed on the expiry date - 

or Bermudian style - where exercise is allowed on several, specific dates up to the expiry 

date. European contracts are easier to value.  

 

· Buyers and sellers of exchange-traded options do not usually interact directly - the futures 

and options exchange acts as intermediary. The seller guarantees the exchange to fulfill his 

obligation if the buyer chooses to execute.  

 

· The risk for the option holder is limited: he cannot lose more than the premium paid as he 

can "abandon the option". His potential gain with a call option is theoretically unlimited;  

 

· The maximum loss for the writer of a put option is equal to the strike price. In general, the 

risk for the writer of a call option is unlimited. However, an option writer who owns the 

underlying instrument has created a covered position; he can always meet his obligations 

by using the actual  

 

Option strategies 

Option strategies are the simultaneous, and often mixed, buying or selling of one or more 

options that differ in one or more of the options' variables. This is often done to gain exposure to 

a specific type of opportunity or risk while eliminating other risks as part of a trading strategy. A 

very straight forward strategy might simply be the buying or selling of a single option, however 

option strategies often refer to a combination of simultaneous buying and or selling of options. 

http://en.wikipedia.org/wiki/Option_(finance)
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Options strategies allow to profit from movements in the underlying that are bullish, bearish or 

neutral. In the case of neutral strategies, they can be further classified into those that are bullish 

on volatility and those that are bearish on volatility. The option positions used can be long and/or 

short positions in calls. 

Bullish strategies 

Bullish options strategies are employed when the options trader expects the underlying stock 

price to move upwards. It is necessary to assess how high the stock price can go and the time 

frame in which the rally will occur in order to select the optimum trading strategy. 

The most bullish of options trading strategies is the simple call buying strategy used by most 

novice options traders. 

Stocks seldom go up by leaps and bounds. Moderately bullish options traders usually set a target 

price for the bull run and utilize bull spreads to reduce cost. (It does not reduce risk because the 

options can still expire worthless.) While maximum profit is capped for these strategies, they 

usually cost less to employ for a given nominal amount of exposure. The bull call spread and the 

bull put spread are common examples of moderately bullish strategies. 

Mildly bullish trading strategies are options strategies that make money as long as the underlying 

stock price does not go down by the option's expiration date. These strategies may provide a small 

downside protection as well. Writing out-of-the-money covered calls is a good example of such a 

strategy. 

Bearish strategies 

Bearish options strategies are employed when the options trader expects the underlying stock 

price to move downwards. It is necessary to assess how low the stock price can go and the time 

frame in which the decline will happen in order to select the optimum trading strategy. 

The most bearish of options trading strategies is the simple put buying strategy utilized by most 

novice options traders. 

Stock prices only occasionally make steep downward moves. Moderately bearish options traders 

usually set a target price for the expected decline and utilize bear spreads to reduce cost. While 

maximum profit is capped for these strategies, they usually cost less to employ. The bear call 

spread and the bear put spread are common examples of moderately bearish strategies. 

Mildly bearish trading strategies are options strategies that make money as long as the 

underlying stock price does not go up by the options expiration date. These strategies may 

provide a small upside protection as well. In general, bearish strategies yield less profit with less 

risk of loss. 

Neutral or non-directional strategies 

Neutral strategies in options trading are employed when the options trader does not know 

whether the underlying stock price will rise or fall. Also known as non-directional strategies, 

they are so named because the potential to profit does not depend on whether the underlying 

stock price will go upwards or downwards. Rather, the correct neutral strategy to employ 

depends on the expected volatility of the underlying stock price. 

Examples of neutral strategies are: 

 Guts - sell in the money put and call 

 Butterfly - buy in the money and out of the money call, sell two at the money calls, or 

vice versa 
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 Straddle - holding a position in both a call and put with the same strike price and 

expiration. If the options have been bought, the holder has a long straddle. If the options 

were sold, the holder has a short straddle. The long straddle is profitable if the 

underlying stock changes value in a significant way, either higher or lower. The short 

straddle is profitable when there is no such significant move. 

 Strangle - the simultaneous buying or selling of out-of-the-money put and an out-of-the-

money call, with the same expirations. Similar to the straddle, but with different strike 

prices. 

 Risk reversal 

 Collar - buy the underlying and then simultaneous buying of a put option below current 

price (floor) and selling a call option above the current price (cap). 

 Fence - buy the underlying then simultaneous buying of options either side of the price to 

limit the range of possible returns. 

 Iron butterfly - involves buying and holding four different options at three different strike 

prices. It is a limited-risk, limited-profit trading strategy. 

 Iron condor - the simultaneous buying of a put spread and a call spread with the same 

expiration and four different strikes. 

 Jade Lizard - a bull vertical spread created using call options, with the addition of a put 

option sold at a strike price lower than the strike prices of the call spread in the same 

expiration cycle. 

Bullish on volatility 

Neutral trading strategies that are bullish on volatility profit when the underlying stock price 

experiences big moves upwards or downwards. They include the long straddle, long strangle, 

short condor and short butterfly. 

Bearish on volatility 

Neutral trading strategies that are bearish on volatility profit when the underlying stock price 

experiences little or no movement. Such strategies include the short straddle, short strangle, ratio 

spreads, long condor and long butterfly. 

Future Strategies 

By March, the price of oil had reached $20 per barrel and Sara felt it was time to cash in on her 

profits. As such, she bought back the contract which was valued at $20,000. By going short, Sara 

made a profit of $5,000! But again, if Sara's research had not been thorough, and she had made a 

different decision, her strategy could have ended in a big loss.  

Essentially, futures contracts try to predict what the value of an index or commodity will be at 

some date in the future. Speculators in the futures market can use different strategies to take 

advantage of rising and declining prices. The most common are known as going long, going 

short and spreads.  

 

Going Long  

When an investor goes long - that is, enters a contract by agreeing to buy and receive delivery of 

the underlying at a set price - it means that he or she is trying to profit from an anticipated future 

price increase.  
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For example, let's say that, with an initial margin of $2,000 in June, Joe the speculator buys one 

September contract of gold at $350 per ounce, for a total of 1,000 ounces or $350,000. By 

buying in June, Joe is going long, with the expectation that the price of gold will rise by the time 

the contract expires in September.  

 

By August, the price of gold increases by $2 to $352 per ounce and Joe decides to sell the 

contract in order to realize a profit. The 1,000 ounce contract would now be worth $352,000 and 

the profit would be $2,000. Given the very high leverage (remember the initial margin was 

$2,000), by going long, Joe made a 100% profit!  

 

Of course, the opposite would be true if the price of gold per ounce had fallen by $2. The 

speculator would have realized a 100% loss. It's also important to remember that throughout the 

time that Joe held the contract, the margin may have dropped below the maintenance margin 

level. He would, therefore, have had to respond to several margin calls, resulting in an even 

bigger loss or smaller profit.  

 

Going Short  

A speculator who goes short - that is, enters into a futures contract by agreeing to sell and deliver 

the underlying at a set price - is looking to make a profit from declining price levels. By selling 

high now, the contract can be repurchased in the future at a lower price, thus generating a profit 

for the speculator.  

 

Let's say that Sara did some research and came to the conclusion that the price of oil was going 

to decline over the next six months. She could sell a contract today, in November, at the current 

higher price, and buy it back within the next six months after the price has declined. This 

strategy is called going short and is used when speculators take advantage of a declining market.  

 

Suppose that, with an initial margin deposit of $3,000, Sara sold one May 

 

 

Spreads  

As you can see, going long and going short are positions that basically involve the buying or 

selling of a contract now in order to take advantage of rising or declining prices in the future. 

Another common strategy used by futures traders is called "spreads."  

 

Spreads involve taking advantage of the price difference between two different contracts of the 

same commodity. Spreading is considered to be one of the most conservative forms of trading in 

the futures market because it is much safer than the trading of long/short (naked) futures 

contracts.  

 

There are many different types of spreads, including:  
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Calendar Spread - This involves the simultaneous purchase and sale of two futures of 

the same type, having the same price, but different delivery dates.  

Intermarket Spread - Here the investor, with contracts of the same month, goes long 

in one market and short in another market. For example, the investor may take Short 

June Wheat and Long June Pork Bellies.  

Inter-Exchange Spread - This is any type of spread in which each position is created 

in different futures exchanges. For example, the investor may create a position in the 

Chicago Board of Trade (CBOT) and the London International Financial Futures and 

Options Exchange (LIFFE).  

Stock Index Futures 

Uses 

Stock index futures are used for hedging, trading, and investments. 

 Hedging using stock index futures could involve hedging against a portfolio of 

shares or equity index options. 

 Trading using stock index futures could involve, for instance, volatility trading 

(The greater the volatility, the greater the likelihood of profit taking – usually 

taking relatively small but regular profits). 

 Investing via the use of stock index futures could involve exposure to a market 

or sector without having to actually purchase shares directly. 

Please note the following cases of equity hedging with index futures: 

 Where your portfolio 'exactly' reflects the index (this is unlikely). Here, your 

portfolio is perfectly hedged via the index future. 

 Where your portfolio does not entirely reflect the index (this is more likely to 

be the case). Here, the degree of correlation between the underlying asset and 

the hedge is not high. So, your portfolio is unlikely to be 'fully hedged'. 

Equity index futures and index options tend to be in liquid markets for close to delivery 

contracts. They trade for cash delivery, usually based on a multiple of the underlying 

index on which they are defined (for example £10 per index point). 

OTC products are usually for longer maturities, and are usually a form of options 

product. For example, the right but not the obligation to cash delivery based on the 

difference between the designated strike price, and the value of the designated index at 

the expiration date. These are traded in the wholesale market, but are often used as the 

basis of guaranteed equity products, which offer retail buyers a participation if the 

equity index rises over time, but which provides guaranteed return of capital if the 

index falls. Sometimes these products can take the form of exotic options (for example 

Asian options or Quanto options). 

Pricing 

Forward prices of equity indices are calculated by computing the cost of carry of 

holding a long position in the constituent parts of the index. This will typically be 

 The risk-free interest rate, since the cost of investing in the equity market is the 

loss of interest 
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 Minus the estimated dividend yield on the index, since an equity investor 

receives the sum of the dividends on the component stocks. Since these occur at 

different times, and are difficult to predict, estimation of the forward price can 

be difficult, particularly if there are not many stocks in the chosen index. 

Indices for futures are the well-established ones, such as S&P 500, FTSE, DAX, 

CAC40 and other G12 country indices. Indices for OTC products are broadly similar, 

but offer more flexibility. 
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UNIT-7 

A mutual fund is a type of professionally managed collective investment vehicle that pools 

money from many investors to purchase securities. While there is no legal definition of the term 

"mutual fund", it is most commonly applied only to those collective investment vehicles that are 

regulated and sold to the general public. They are sometimes referred to as "investment 

companies" or "registered investment companies." Most mutual funds are "open-ended," 

meaning investors can buy or sell shares of the fund at any time. Hedge funds are not considered 

a type of mutual fund. 

The term mutual fund is less widely used outside of the United States and Canada. For collective 

investment vehicles outside of the United States, see articles on specific types of funds including 

open-ended investment companies, SICAVs, unitized insurance funds, unit trusts and 

Undertakings for Collective Investment in Transferable Securities, which are usually referred to 

by their acronym UCITS. 

In the United States, mutual funds must be registered with the Securities and Exchange 

Commission, overseen by a board of directors (or board of trustees if organized as a trust rather 

than a corporation or partnership) and managed by a registered investment adviser. Mutual 

funds, like other registered investment companies, are also subject to an extensive and detailed 

regulatory regime set forth in the Investment Company Act of 1940. Mutual funds are not taxed 

on their income and profits if they comply with certain requirements under the U.S. Internal 

Revenue Code. 

Mutual funds have both advantages and disadvantages compared to direct investing in individual 

securities. They have a long history in the United States. Today they play an important role in 

household finances, most notably in retirement planning. 

There are 3 types of U.S. mutual funds: open-end, unit investment trust, and closed-end. The 

most common type, the open-end fund, must be willing to buy back shares from investors every 

business day. Exchange-traded funds (or "ETFs" for short) are open-end funds or unit investment 

trusts that trade on an exchange. Open-end funds are most common, but exchange-traded funds 

have been gaining in popularity. 

Mutual funds are generally classified by their principal investments. The four main categories of 

funds are money market funds, bond or fixed income funds, stock or equity funds and hybrid 

funds. Funds may also be categorized as index or actively managed. 

Investors in a mutual fund pay the fund’s expenses, which reduce the fund's returns/performance. 

There is controversy about the level of these expenses. A single mutual fund may give investors 

a choice of different combinations of expenses (which may include sales commissions or loads) 

by offering several different types of share classes. 

 

Structure 

In the US, a mutual fund is registered with the Securities and Exchange Commission (SEC) and 

is overseen by a board of directors (if organized as a corporation) or board of trustees (if 

organized as a trust). The board is charged with ensuring that the fund is managed in the best 

interests of the fund's investors and with hiring the fund manager and other service providers to 

the fund. 

The fund manager, also known as the fund sponsor or fund management company, trades (buys 

and sells) the fund's investments in accordance with the fund's investment objective. A fund 
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manager must be a registered investment advisor. Funds that are managed by the same fund 

manager and that have the same brand name are known as a "fund family" or "fund complex". 

Mutual funds are not taxed on their income and profits as long as they comply with requirements 

established in the U.S. Internal Revenue Code. Specifically, they must diversify their 

investments, limit ownership of voting securities, distribute a high percentage of their income 

and capital gains (net of capital losses) to their investors annually, and earn most of the income 

by investing in securities and currencies. 

Mutual funds pass taxable income on to their investors by paying out dividends and capital gains 

at least annually. The characterization of that income is unchanged as it passes through to the 

shareholders. For example, mutual fund distributions of dividend income are reported as 

dividend income by the investor. There is an exception: net losses incurred by a mutual fund are 

not distributed or passed through to fund investors but are retained by the fund to be able to 

offset future gains. 

Mutual funds may invest in many kinds of securities. The types of securities that a particular 

fund may invest in are set forth in the fund's prospectus, which describes the fund's investment 

objective, investment approach and permitted investments. The investment objective describes 

the type of income that the fund seeks. For example, a "capital appreciation" fund generally 

looks to earn most of its returns from increases in the prices of the securities it holds, rather than 

from dividend or interest income. The investment approach describes the criteria that the fund 

manager uses to select investments for the fund. 

A mutual fund's investment portfolio is continually monitored by the fund's portfolio manager or 

managers. 

Hedge funds are not considered a type of (unregistered) mutual fund. While they are another type 

of collective investment vehicle, they are not governed by the Investment Company Act of 1940 

and are not required to register with the Securities and Exchange Commission (though many 

hedge fund managers must register as investment advisers). 

Advantages and disadvantages 

Mutual funds have advantages compared to direct investing in individual securities. These 

include: 

 Increased diversification 

 Daily liquidity 

 Professional investment management 

 Ability to participate in investments that may be available only to larger investors 

 Service and convenience 

 Government oversight 

 Ease of comparison 

Mutual funds have disadvantages as well, which include, 

 Fees 

 Less control over timing of recognition of gains 

 Less predictable income 

 No opportunity to customize 
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History of Mutual Funds 

The first mutual funds were established in Europe. One researcher credits a Dutch merchant with 

creating the first mutual fund in 1774. The first mutual fund outside the Netherlands was the 

Foreign & Colonial Government Trust, which was established in London in 1868. It is now the 

Foreign & Colonial Investment Trust and trades on the London stock exchange.  

Mutual funds were introduced into the United States in the 1890s. They became popular during 

the 1920s. These early funds were generally of the closed-end type with a fixed number of shares 

which often traded at prices above the value of the portfolio.  

The first open-end mutual fund with redeemable shares was established on March 21, 1924. This 

fund, the Massachusetts Investors Trust, is now part of the MFS family of funds. However, 

closed-end funds remained more popular than open-end funds throughout the 1920s. By 1929, 

open-end funds accounted for only 5% of the industry's $27 billion in total assets.  

After the stock market crash of 1929, Congress passed a series of acts regulating the securities 

markets in general and mutual funds in particular. The Securities Act of 1933 requires that all 

investments sold to the public, including mutual funds, be registered with the Securities and 

Exchange Commission and that they provide prospective investors with a prospectus that 

discloses essential facts about the investment. The Securities and Exchange Act of 1934 requires 

that issuers of securities, including mutual funds, report regularly to their investors; this act also 

created the Securities and Exchange Commission, which is the principal regulator of mutual 

funds. The Revenue Act of 1936 established guidelines for the taxation of mutual funds, while 

the Investment Company Act of 1940 governs their structure. 

When confidence in the stock market returned in the 1950s, the mutual fund industry began to 

grow again. By 1970, there were approximately 360 funds with $48 billion in assets. The 

introduction of money market funds in the high interest rate environment of the late 1970s 

boosted industry growth dramatically. The first retail index fund, First Index Investment Trust, 

was formed in 1976 by The Vanguard Group, headed by John Bogle; it is now called the 

Vanguard 500 Index Fund and is one of the world's largest mutual funds, with more than $100 

billion in assets as of January 31, 2011.  

Fund industry growth continued into the 1980s and 1990s, as a result of three factors: a bull 

market for both stocks and bonds, new product introductions (including tax-exempt bond, sector, 

international and target date funds) and wider distribution of fund shares. Among the new 

distribution channels were retirement plans. Mutual funds are now the preferred investment 

option in certain types of fast-growing retirement plans, specifically in 401(k) and other defined 

contribution plans and in individual retirement accounts (IRAs), all of which surged in popularity 

in the 1980s. Total mutual fund assets fell in 2008 as a result of the credit crisis of 2008. 

In 2003, the mutual fund industry was involved in a scandal involving unequal treatment of fund 

shareholders. Some fund management companies allowed favored investors to engage in late 

trading, which is illegal, or market timing, which is a practice prohibited by fund policy. The 

scandal was initially discovered by then-New York State Attorney General Eliot Spitzer and 

resulted in significantly increased regulation of the industry. 

At the end of 2011, there were over 14,000 mutual funds in the United States with combined 

assets of $13 trillion, according to the Investment Company Institute (ICI), a trade association of 

investment companies in the United States. The ICI reports that worldwide mutual fund assets 

were $23.8 trillion on the same date.  

Mutual funds play an important role in U.S. household finances and retirement planning. At the 

end of 2011, funds accounted for 23% of household financial assets. Their role in retirement 

planning is particularly significant. Roughly half of assets in 401(k) plans and individual 

retirement accounts were invested in mutual funds.  
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Leading complexes 

At the end of October 2011, the top 10 mutual fund complexes in the United States were: 

1. Vanguard 

2. Fidelity 

3. American Funds (Capital Research) 

4. Black Rock 

5. PIMCO 

6. Franklin Templeton 

7. JPMorgan Chase 

8. State Street Global Advisors 

9. T. Rowe Price 

10. Federated Investors 

TYPES OF MUTUAL FUNDS 

There are 3 principal types of mutual funds in the United States: open-end funds, unit investment 

trusts (UITs); and closed-end funds. Exchange-traded funds (ETFs) are open-end funds or unit 

investment trusts that trade on an exchange; they have gained in popularity recently. While the 

term "mutual fund" may refer to all three types of registered investment companies, it is more 

commonly used to refer exclusively to the open-end type. 

Open-end funds 

Open-end mutual funds must be willing to buy back their shares from their investors at the end 

of every business day at the net asset value computed that day. Most open-end funds also sell 

shares to the public every business day; these shares are also priced at net asset value. A 

professional investment manager oversees the portfolio, buying and selling securities as 

appropriate. The total investment in the fund will vary based on share purchases, share 

redemptions and fluctuation in market valuation. There is no legal limit on the number of shares 

that can be issued. 

Open-end funds are the most common type of mutual fund. At the end of 2011, there were 7,581 

open-end mutual funds in the United States with combined assets of $11.6 trillion.  

Closed-end funds 

Closed-end funds generally issue shares to the public only once, when they are created through 

an initial public offering. Their shares are then listed for trading on a stock exchange. Investors 

who no longer wish to invest in the fund cannot sell their shares back to the fund (as they can 

with an open-end fund). Instead, they must sell their shares to another investor in the market; the 

price they receive may be significantly different from net asset value. It may be at a "premium" 

to net asset value (meaning that it is higher than net asset value) or, more commonly, at a 

"discount" to net asset value (meaning that it is lower than net asset value). A professional 

investment manager oversees the portfolio, buying and selling securities as appropriate. 

At the end of 2011, there were 634 closed-end funds in the United States with combined assets of 

$239 billion. 

Unit investment trusts 
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Unit investment trusts or UITs issue shares to the public only once, when they are created. UITs 

generally have a limited life span, established at creation. Investors can redeem shares directly 

with the fund at any time (as with an open-end fund) or wait to redeem upon termination of the 

trust. Less commonly, they can sell their shares in the open market. 

Unit investment trusts do not have a professional investment manager. Their portfolio of 

securities is established at the creation of the UIT and does not change. 

At the end of 2011, there were 6,022 UITs in the United States with combined assets of $60 

billion.  

Exchange-traded funds 

A relatively recent innovation, the exchange-traded fund or ETF is often structured as an open-

end investment company, though ETFs may also be structured as unit investment trusts, 

partnerships, investments trust, grantor trusts or bonds (as an exchange-traded note). ETFs 

combine characteristics of both closed-end funds and open-end funds. Like closed-end funds, 

ETFs are traded throughout the day on a stock exchange at a price determined by the market. 

However, as with open-end funds, investors normally receive a price that is close to net asset 

value. To keep the market price close to net asset value, ETFs issue and redeem large blocks of 

their shares with institutional investors. 

Most ETFs are index funds. ETFs have been gaining in popularity. At the end of 2011, there 

were 1,134 ETFs in the United States with combined assets of $1.1 trillion.  

Investments and classification 
 

Mutual funds are normally classified by their principal investments, as described in the 

prospectus and investment objective. The four main categories of funds are money market funds, 

bond or fixed income funds, stock or equity funds and hybrid funds. Within these categories, 

funds may be subclassified by investment objective, investment approach or specific focus. The 

SEC requires that mutual fund names not be inconsistent with a fund's investments. For example, 

the "ABC New Jersey Tax-Exempt Bond Fund" would generally have to invest, under normal 

circumstances, at least 80% of its assets in bonds that are exempt from federal income tax, from 

the alternative minimum tax and from taxes in the state of New Jersey.  

Bond, stock and hybrid funds may be classified as either index (passively managed) funds or 

actively managed funds. 

Money market funds 

Money market funds invest in money market instruments, which are fixed income securities with 

a very short time to maturity and high credit quality. Investors often use money market funds as a 

substitute for bank savings accounts, though money market funds are not government insured, 

unlike bank savings accounts. 

Money market funds strive to maintain a $1.00 per share net asset value, meaning that investors 

earn interest income from the fund but do not experience capital gains or losses. If a fund fails to 

maintain that $1.00 per share because its securities have declined in value, it is said to "break the 

buck". Only two money market funds have ever broken the buck: Community Banker's U.S. 

Government Money Market Fund in 1994 and the Reserve Primary Fund in 2008. 

At the end of 2011, money market funds accounted for 23% of open-end fund assets.  

Bond funds 

Bond funds invest in fixed income or debt securities. Bond funds can be subclassified according 

to the specific types of bonds owned (such as high-yield or junk bonds, investment-grade 

corporate bonds, government bonds or municipal bonds) or by the maturity of the bonds held 

(short-, intermediate- or long-term). Bond funds may invest in primarily U.S. securities 
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(domestic or U.S. funds), in both U.S. and foreign securities (global or world funds), or primarily 

foreign securities (international funds). 

At the end of 2011, bond funds accounted for 25% of open-end fund assets.  

Stock or equity funds 

Stock or equity funds invest in common stocks which represent an ownership share (or equity) in 

corporations. Stock funds may invest in primarily U.S. securities (domestic or U.S. funds), in 

both U.S. and foreign securities (global or world funds), or primarily foreign securities 

(international funds). They may focus on a specific industry or sector. 

A stock fund may be subclassified along two dimensions: (1) market capitalization and (2) 

investment style (i.e., growth vs. blend/core vs. value). The two dimensions are often displayed 

in a grid known as a "style box." 

Market capitalization ("cap") indicates the size of the companies in which a fund invests, based 

on the value of the company's stock. Each company's market capitalization equals the number of 

shares outstanding times the market price of the stock. Market capitalizations are typically 

divided into the following categories: 

 Micro cap 

 Small cap 

 Mid cap 

 Large cap 

While the specific definitions of each category vary with market conditions, large cap stocks 

generally have market capitalizations of at least $10 billion, small cap stocks have market 

capitalizations below $2 billion, and micro cap stocks have market capitalizations below $300 

million. Funds are also classified in these categories based on the market caps of the stocks that it 

holds. 

Stock funds are also subclassified according to their investment style: growth, value or blend (or 

core). Growth funds seek to invest in stocks of fast-growing companies. Value funds seek to 

invest in stocks that appear cheaply priced. Blend funds are not biased toward either growth or 

value. 

At the end of 2011, stock funds accounted for 46% of the assets in all U.S. mutual funds.  

Hybrid funds 

Hybrid funds invest in both bonds and stocks or in convertible securities. Balanced funds, asset 

allocation funds, target date or target risk funds and lifecycle or lifestyle funds are all types of 

hybrid funds. 

Hybrid funds may be structured as funds of funds, meaning that they invest by buying shares in 

other mutual funds that invest in securities. Most fund of funds invest in affiliated funds 

(meaning mutual funds managed by the same fund sponsor), although some invest in unaffiliated 

funds (meaning those managed by other fund sponsors) or in a combination of the two. 

At the end of 2011, hybrid funds accounted for 7% of the assets in all U.S. mutual funds.  

Index (passively managed) versus actively managed 

An index fund or passively managed fund seeks to match the performance of a market index, 

such as the S&P 500 index, while an actively managed fund seeks to outperform a relevant index 

through superior security selection. 
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Expenses 

Investors in a mutual fund pay the fund's expenses. These expenses fall into five categories: 

distribution charges (sales loads and 12b-1 fees), the management fee, other fund expenses, 

shareholder transaction fees and securities transaction fees. Some of these expenses reduce the 

value of an investor's account; others are paid by the fund and reduce net asset value. 

Recurring fees and expenses—specifically the 12b-1 fee, the management fee and other fund 

expenses—are included in a fund's total expense ratio, or simply the "expense ratio". Because all 

funds must compute an expense ratio using the same methodology, it allows investors to 

compare costs across funds. 

Distribution charges 

Distribution charges pay for marketing, distribution of the fund's shares as well as services to 

investors. 

Front-end load or sales charge 

A front-end load or sales charge is a commission paid to a broker by a mutual fund when shares 

are purchased. It is expressed as a percentage of the total amount invested or the "public offering 

price," which equals the net asset value plus the front-end load per share. The front-end load 

often declines as the amount invested increases, through breakpoints. The front-end load is paid 

by the shareholder; it is deducted from the amount invested. 

Back-end load 

Some funds have a back-end load, which is paid by the investor when shares are redeemed. If the 

back-end load declines the longer the investor holds shares, it is called a contingent deferred 

sales charges (or CDSC). Like the front-end load, the back-end load is paid by the shareholder; it 

is deducted from the redemption proceeds. 

12b-1 fees 

Some funds charge an annual fee to compensate the distributor of fund shares for providing 

ongoing services to fund shareholders. This fee is called a 12b-1 fee, after the SEC rule 

authorizing it. The 12b-1 fee is paid by the fund and reduces net asset value. 

No-load funds 

A no-load fund does not charge a front-end load under any circumstances, does not charge a 

back-end load under any circumstances and does not charge a 12b-1 fee greater than 0.25% of 

fund assets. 

Management fee 

The management fee is paid to the fund manager or sponsor who organizes the fund, provides 

the portfolio management or investment advisory services and normally lends its brand name to 

the fund. The fund manager may also provide other administrative services. The management fee 

often has breakpoints, which means that it declines as assets (in either the specific fund or in the 

fund family as a whole) increase. The management fee is paid by the fund and is included in the 

expense ratio. 

The fund's board of directors reviews the management fee annually. Fund shareholders must vote 

on any proposed increase in the management. However, the fund manager or sponsor may agree 

to waive all or a portion of the management fee in order to lower the fund's expense ratio. 

Other fund expenses 

A mutual fund may pay for other services including: 
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 Board of directors or trustees fees and expenses 

 Custody fee: paid to a custodian bank for holding the fund's portfolio in safekeeping and 

collecting income owed on the securities 

 Fund administration fee: for overseeing all administrative affairs of the fund such as 

preparing financial statements and shareholder reports, preparing and filing a myriad of 

SEC filings required of registered investment companies, monitoring compliance with 

investment restrictions, computing total returns and other fund performance information, 

preparing/filing tax returns and all expenses of maintaining compliance with state "blue 

sky" laws 

 Fund accounting fee: for performing investment or securities accounting services and 

computing the net asset value (usually each day the New York Stock Exchange is open) 

 Professional services fees: legal and auditing fees 

 Registration fees: for 24F-2 fees owed to the SEC for net sales of registered fund shares 

and state blue sky fees owed for selling shares to residents of states in the US and 

jurisdictions such as Puerto Rico and Guam 

 Shareholder communications expenses: printing and mailing required documents to 

shareholders such as shareholder reports and prospectuses 

 Transfer agent service fees and expenses: for keeping shareholder records, providing 

statements and tax forms to investors and providing telephone, internet and or other 

investor support and servicing 

 Other/miscellaneous fees 

The fund manager or sponsor may agree to subsidize some of these other expenses in order to 

lower the fund's expense ratio. 

Shareholder transaction fees 

Shareholders may be required to pay fees for certain transactions. For example, a fund may 

charge a flat fee for maintaining an individual retirement account for an investor. Some funds 

charge redemption fees when an investor sells fund shares shortly after buying them (usually 

defined as within 30, 60 or 90 days of purchase); redemption fees are computed as a percentage 

of the sale amount. Shareholder transaction fees are not part of the expense ratio. 

Securities transaction fees 

A mutual fund pays expenses related to buying or selling the securities in its portfolio. These 

expenses may include brokerage commissions. Securities transaction fees increase the cost basis 

of investments purchased and reduce the proceeds from their sale. They do not flow through a 

fund's income statement and are not included in its expense ratio. The amount of securities 

transaction fees paid by a fund is normally positively correlated with its trading volume or 

"turnover." 

Controversy 

Critics of the fund industry argue that fund expenses are too high. They believe that the market 

for mutual funds is not competitive and that there are many hidden fees, so that it is difficult for 

investors to reduce the fees that they pay. They argue that the most effective way for investors to 

raise the returns they earn from mutual funds is to invest in funds with low expense ratios. 

Fund managers counter that fees are determined by a highly competitive market and, therefore, 

reflect the value that investors attribute to the service provided. In addition, they note that fees 

are clearly disclosed. 
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Share classes 

A single mutual fund may give investors a choice of different combinations of front-end loads, 

back-end loads and 12b-1 fees, by offering several different types of shares, known as share 

classes. All of the shares classes invest in the same portfolio of securities, but each has different 

expenses and, therefore, a different net asset value and different performance results. Some of 

these share classes may be available only to certain types of investors. 

Funds offering multiple classes of identify them with letters, though they may also use names 

such as "Investor Class", "Service Class", "Institutional Class", etc., identify the type of investor 

for which the class is intended. The SEC does not regulate the names of share classes, so that 

specifics of a share class with the same name may vary from fund family to fund family. 

Typical share classes for funds sold through brokers or other intermediaries are as follows.: 

 Class A shares usually charge a front-end sales load together with a small 12b-1 fee. 

 Class B shares usually don't have a front-end sales load. Instead they, have a high 

contingent deferred sales charge, or CDSC that declines gradually over several years, 

combined with a high 12b-1 fee. Class B shares usually convert automatically to Class A 

shares after they have been held for a certain period. 

 Class C shares usually have a high 12b-1 fee and a modest contingent deferred sales 

charge that is discontinued after one or two years. Class C shares usually do not convert 

to another class. They are often called "level load" shares. 

 Class I are usually subject to very high minimum investment requirements and are, 

therefore, known as "institutional" shares. They are no-load shares. 

 Class R are usually for use in retirement plans such as 401(k) plans. They typically do 

not charge loads, but do charge a small 12b-1 fee. 

No-load funds often have two classes of shares: 

 Class I shares do not charge a 12b-1 fee. 

 Class N shares charge a 12b-1 fee of no more than 0.25% of fund assets. 

Neither class of shares typically charges a front-end or back-end load. 

Definitions 

Definitions of key terms. 

Net asset value or NAV 

A fund's net asset value or NAV equals the current market value of a fund's holdings minus the 

fund's liabilities (sometimes referred to as "net assets"). It is usually expressed as a per-share 

amount, computed by dividing net assets by the number of fund shares outstanding. Funds must 

compute their net asset value according to the rules set forth in their prospectuses. Funds 

compute their NAV at the end of each day that the New York Stock Exchange is open, though 

some funds compute their NAV more than once daily. 

Valuing the securities held in a fund's portfolio is often the most difficult part of calculating net 

asset value. The fund's board typically oversees security valuation. NAV is same as net of Assets 

over Liabilities. 

Expense ratio 
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The expense ratio allows investors to compare expenses across funds. The expense ratio equals 

the 12b-1 fee plus the management fee plus the other fund expenses divided by average daily net 

assets. The expense ratio is sometimes referred to as the "total expense ratio" or TER. 

Average annual total return 

The SEC requires that mutual funds report the average annual compounded rates of return for 1-

year, 5-year and 10-year periods using the following formula:  

P(1+T)n = ERV 

Where: 

P = a hypothetical initial payment of $1,000. 

T = average annual total return. 

n = number of years. 

ERV = ending redeemable value of a hypothetical $1,000 payment made at the beginning of the 

1-, 5-, or 10-year periods at the end of the 1-, 5-, or 10-year periods (or fractional portion). 

Turnover 

Turnover is a measure of the volume of a fund's securities trading. It is expressed as a percentage 

of average market value of the portfolio's long-term securities. Turnover is the lesser of a fund's 

purchases or sales during a given year divided by average long-term securities market value for 

the same period. If the period is less than a year, turnover is generally annualized. 

GROWTH OF MUTUAL FUNDS IN INDIA 

The Indian Mutual fund industry has witnessed considerable growth since its inception in 1963. 

The assets under management (AUM) have surged to Rs 4,173 bn in Mar-09 from just Rs 250 

mn in Mar-65. In a span of 10 years (from 1999 to 2009), the industry has registered a CAGR of 

22.3%, albeit encompassing some shortfalls in AUM due to business cycles. 

The impressive growth in the Indian Mutual fund industry in recent years can largely be 

attributed to various factors such as rising household savings, comprehensive regulatory 

framework, favourable tax policies, introduction of several new products, investor education 

campaign and role of distributors. 

In the last few years, household’s income levels have grown significantly, leading to 

commensurate increase in household’s savings. Household financial savings (at current prices) 

registered growth rate of around 17.4% on an average during the period FY04-FY08 as against 

11.8% on an average during the period FY99-FY03. The considerable rise in household’s 

financial savings, point towards the huge market potential of the Mutual fund industry in India. 

Besides, SEBI has introduced various regulatory measures in order to protect the interest of 

small investors that augurs well for the long term growth of the industry. The tax benefits 

allowed on mutual fund schemes (for example investment made in Equity Linked Saving 

Scheme (ELSS) is qualified for tax deductions under section 80C of the Income Tax Act) also 

have helped mutual funds to evolve as the preferred form of investment among the salaried 

income earners. 

Besides, the Indian Mutual fund industry that started with traditional products like equity fund, 

debt fund and balanced fund has significantly expanded its product portfolio. Today, the industry 

has introduced an array of products such as liquid/money market funds, sector-specific funds, 

index funds, gilt funds, capital protection oriented schemes, special category funds, insurance 

linked funds, exchange traded funds, etc. It also has introduced Gold ETF fund in 2007 with an 

aim to allow mutual funds to invest in gold or gold related instruments. Further, the industry has 

launched special schemes to invest in foreign securities. The wide variety of schemes offered by 

the Indian Mutual fund industry provides multiple options of investment to common man. 



With a strong growth in the AUM of domestic Mutual fund industry, the ratio of AUM to GDP 

increased gradually from 4.7% in 2001 to 8.5% in 2009. The share of mutual funds in 

households’ financial savings also witnessed a substantial increase to 7.7% in 2008 as against 

1.3% in 2001.  

The investor-wise pattern of asset-holding as well as investors accounts reveals that individual 

investors account for almost 96.75% of total investors account and contribute Rs 1552.8 bn 

which is 37.0% of the total net assets as on March 31, 2009. The comparatively lower share of 

net assets of individual investors in total net assets is mainly because of lower penetration of 

mutual fund as an investment instrument among working population (age group 18-59 years). A 

majority of investors in the age group 18-59 years are not aware of mutual funds or of investing 

in mutual funds through Systematic Investment Plan (SIP). However, take up of mutual fund as 

an investment opportunity by individual investors, particularly in Tier 2 and Tier 3 towns, is 

expected to increase in the near future. 

Corporate/institutions sector on the other hand, though account for only 1.2% of the total number 

of investors’ accounts in Mutual funds industry, contribute as much as 56.3% to the total net 

assets of the industry as on March 31, 2009. Despite a rise in net FII inflows in the domestic 

mutual funds, FIIs constitute a very small percentage of investors’ accounts (0.0003%) and 

contribute Rs 49.83 bn to the total net assets (1% of total net assets of the Indian Mutual fund 

industry as on March 31, 2009). 

The net resource mobilisation of domestic mutual funds which registered strong growth in 

FY2000 due to the tax incentives announced in the Union Budget for FY2000, witnessed a sharp 

decline in FY01. The decline in resource mobilisation in FY01 was primarily due to the bearish 

trend in the domestic stock markets and problems in UTI. The resource mobilisation continued to 

remain at low level upto FY05. In FY05 resource mobilisation by mutual funds declined by 

almost 95.3% on account of redemption pressures on income, gilt and equity-linked saving 

schemes subsequent to shift of resources in favour of small saving schemes that offered attractive 

tax adjusted rates of return. Mutual funds mobilised huge amount of resources under 

liquid/money market schemes & growth/equity oriented schemes, while resource mobilisation 

under debt schemes experienced sharp fall due to change in interest rate scenario. While, the 

resource mobilisation by mutual funds witnessed strong growth during FY06-FY07 and in the 

period Apr-Aug 07 due to buoyant capital market conditions, the eruption of sub-prime mortgage 

crisis during Sep-07 and consequent volatility witnessed in the domestic stock markets led to 

decline in resource mobilisation. The net resource mobilisation of mutual funds turned negative 

as there was a net outflow of Rs 282.97 bn during FY09 as against a net inflow of Rs 1,538.01 

bn during FY08. The uncertain conditions in stock markets coupled with redemption pressures 

from banks and corpoates amidst tight liquidity conditions resulted in significant outflows during 

the months of Jun-08 (Rs 392.3 bn), Sep-08 (Rs 456.5 bn) and Oct-08 (458 bn). This led the RBI 

to announce various liquidity augmentation measures to provide liquidity support to mutual 

funds through banks. With the easing of overall liquidity conditions, net resource mobilisation by 

mutual funds again turned positive between the period Dec-08 to Feb-09. Further, with liquidity 

conditions remaining comfortable and stock markets registering strong gains, the net resource 

mobilisation by mutual funds grew considerably during the first quarter of FY10. 

The data reveals that the increase in revenue and profitability of the Mutual fund industry has not 

been commensurate with the AUM growth in past few years. The increased expenditure on 

marketing, distribution and administration exerted upward pressure on the operating expenses, 

thereby impacting AMC’s margins. The operating expenses as a percentage of AUM rose from 

41 basis points in FY04 to 113 basis points in FY08. 

Impact of the Global Financial Crisis 

Deepening of the global financial crisis during September 2008, which resulted in liquidity 

crunch world-over, had dampening impact of the Indian Mutual fund industry. With the drying 

up of credit inflows from banks and external commercial borrowings route, mutual funds 



witnessed redemption pressure from corporates. Although the mutual funds promised immediate 

redemption, their assets were relatively illiquid. Besides, mutual funds faced problems such as 

maturity mismatches between assets & liabilities of mutual funds, shift from mutual funds to 

bank deposits in view of the comparatively higher interest rates being offered by banks and 

freezing up of money markets due to lack of buyers for assets like certificates of deposits of 

private sector banks. 

During Apr-Sep 08, net mobilisation of funds by mutual funds declined sharply by 97.7% to Rs 

24.8 bn due to uncertain conditions prevailing in the domestic stock markets. The redemption 

pressures witnessed by mutual funds led to net outflows under both the income/debt-oriented 

schemes and growth/equity-oriented schemes. Further, the AUM of Mutual fund industry 

contracted by 20.7% from Rs 5,445.4 bn as on August 31, 2008 to Rs 4,319.0 bn as on October 

31, 2008. During the same period, liquid and debt schemes which contribute more than 65% to 

the total AUM witnessed a decline of 19% in AUM. 

In an endeavour to ease liquidity pressures in the system and restore stability in the domestic 

financial markets, the RBI announced a slew of measures. The key measures announced by the 

RBI include: 

 The RBI decided to conduct a special 14 day repo at 9% per annum for a notified amount 

of Rs 200 bn from October 14, 2008 with a view to enable banks to meet the liquidity 

requirements of mutual funds.  

 Scheduled Commercial Banks (SCBs) and All India term lending and refinancing 

institutions were allowed to lend against and buy back CDs held by mutual funds for a 

period of 15 days.  

 As a temporary measure, banks were allowed to avail of additional liquidity support 

exclusively for the purpose of meeting the liquidity requirements of mutual funds to the 

extent of up to 0.5% of their net demand and time liabilities (NDTL). Accordingly on 

November 1, 2008, it was decided to extend this facility and allow banks to avail 

liquidity support under the LAF through relaxation in the maintenance of SLR to the 

extent of up to 1.5% of their NDTL. This relaxation in SLR was provided for the purpose 

of meeting the funding requirements of NBFCs and mutual funds.  

 The borrowing limit prescribed in Regulation 44(2) of SEBI (Mutual Fund) Regulations, 

1996 was enhanced from 20% of net asset of the scheme to 40% of net asset of the 

scheme to those mutual funds who approached SEBI. This enhanced borrowing limit was 

made available for a period of six months and could be utilised for the purpose of 

redemptions/ repurchase of units.  

 In order to moderate the exit from close ended debt schemes and in the interest of those 

investors who choose to remain till maturity and with a view to ensure that the value of 

debt securities reflects the current market scenario in calculation of NAV, the discretion 

given to mutual funds to mark up/ mark down the benchmark yields for debt instruments 

of more than 182 days maturity was enhanced from 150 basis points to 650 basis points.  

The significant reduction in CRR & SLR, net injection of Rs 9,279 bn through the repo window 

during Oct-08, the repurchase of MSS bonds worth Rs 200 bn along with the earlier mentioned 

liquidity augmentation measures helped to ease liquidity pressures for domestic mutual funds. 

The data reveals that about 18 mutual funds borrowed from banks. Further, the increase of 

borrowing limits enabled the mutual funds to meet redemption pressures without engaging in a 

large scale sale of assets which could have caused systemic instability. As on November 10, 

2008, 15 mutual funds had been extended the enhanced borrowing limit as per their requests 

made to SEBI. 

However, with some recovery in the Indian financial markets as well as improvement in the 

liquidity conditions, the RBI in it’s Q2 FY10 review of monetary policy withdrew some liquidity 



boosting measures that were introduced as a part of monetary stimulus in FY09. The special term 

repo facility for SCBs, for funding to NBFCs, mutual funds, and housing finance companies was 

terminated. 

PERFORMANCE EVALUATION OF MUTUAL FUNDS 

 Evaluating Mutual funds require skills.Many mutual fund marketers may convince one into 

buying funds without understanding all the necessary underlying information. Mutual funds are 

professionally managed collective investment schemes that pools money from many investors to 

purchase securities. A mutual fund may invest in fixed government secutrities like Treasury 

bonds, corporate bonds, equities a combination of two or all of the above. That depends on the 

asset allocation of the fund or policy of the fund manager. The below evaluation steps applies 

only when the evaluation is based on performance. 

STEPS FOR PERFORMANCE EVALUATION OF MUTUAL FUNDS 

1. Find the periodic or the latest performance of the fund e.g 3 months, 6 months, yearly 

performance or 3 year annualized performance 

2. Find also other performance measurement parameters like standard deviation, variance of 

returns etc 

3. Find the industry average or a benchmark for the performance. these may include stock 

market index, bond index or a composite index 

4. Compare the returns of the mutual fund performance with the index and asses whether 

the returns are consistent over a period of time 

5. Do not ignore other performance measurement parameters like the variation of returns. 

6. Inquire with the fund manager the reasons for performance attribution e.g why is the fund 

over or under performing. the reasons may be short term market movement ignoring asset 

quality. 

7. Reassess the price being quoted for the mutual fund on whether it is reasonable, market 

driven or fixed 

8. Assess further if possible the quality of the securities invested 

 

 

 

 

 

 

 

 

 

 

 

 

 



UNIT-8 

PERFORMANCE EVALUATION OF PORTFOLIOS 

1. Portfolio Performance Evaluation  

 

2. PORTFOLIO EVALUATION Last step in the process of Portfolio Management The stage 

where we examine to what extent the objective has been achieved The investor tries to find 

out how well the portfolio has performed A study of the impact of investment decisions 

Without PE, PM would be incomplete  

 

3. Need for Evaluation Evaluation is an appraisal of Performance Whether Investment activity 

is carried out by individual investors/throughMFs & investment Co, different situations arise 

where PE becomes imperative. These situations are,  

 

4. Self evaluation Evaluation of Portfolio Managers Evaluation of Mutual Funds  

 

5. Self evaluation Individual investors undertake the investment activity They construct & 

manage their own Portfolio The investor himself evaluates the performance of his Portfolio 

To ID the mistakes committed It enables the investor to improve his skills & achieve better 

performance in future  

 

6. Evaluation of Portfolio Managers A MF/investment Co creates different Portfolios with 

different objectives aimed at different sets of investors Each Portfolio may be entrusted to 

different proffessional Portfolio Managers-responsible for the Investment decisions 

regarding… Evaluate the performance of each Portfolio& the performance of concerned 

Portfolio Managers  

 

7. Evaluation of Mutual Funds Stiff competition for fund mobilisation Offering Attractive 

returns,Min.risk,High safety & Prompt liquidity Investors/Orgns interested in placing their 

funds with MFs like to know their comparative performance To select the BEST 

MF/Investment Co  

 

8. Evaluation Perspective Transaction View Security View Portfolio View  

 

9. Transaction View Investor may evaluate every transaction of Purchase/Sale of securities 

Transaction is evaluated as regards its Correctness & Profitability Security View • Evaluate 

the Profitability of holding each security  

 

 10. Portfolio View A Portfolio is a combination carefully selected securities Combined in a 

specific way to reduce risk of investment to the Min. Investor may attempt to evaluate the 

performance of portfolio as a whole without examining the securities individually Consider 

Return along with Risk involved Risk is best defined in the Portfolio level The BEST 

Perspective for evaluation  

 11. Portfolio Performance Evaluation Addresses issues whether the performance was 

superior/inferior whether the performance was due to skill/luck. 

Jensen's alpha 



In finance, Jensen's alpha  (or Jensen's Performance Index, ex-post alpha) is used to 

determine the abnormal return of a security or portfolio of securities over the theoretical 

expected return. 

The security could be any asset, such as stocks, bonds, or derivatives. The theoretical return is 

predicted by a market model, most commonly the Capital Asset Pricing Model (CAPM) model. 

The market model uses statistical methods to predict the appropriate risk-adjusted return of an 

asset. The CAPM for instance uses beta as a multiplier. 

Jensen's alpha was first used as a measure in the evaluation of mutual fund managers by Michael 

Jensen in 1968. The CAPM return is supposed to be 'risk adjusted', which means it takes account 

of the relative riskiness of the asset. After all, riskier assets will have higher expected returns 

than less risky assets. If an asset's return is even higher than the risk adjusted return, that asset is 

said to have "positive alpha" or "abnormal returns". Investors are constantly seeking investments 

that have higher alpha. 

In the context of CAPM, calculating alpha requires the following inputs: 

 the realized return (on the portfolio), 

 the market return, 

 the risk-free rate of return, and 

 the beta of the portfolio. 

Jensen's alpha = Portfolio Return − [Risk Free Rate + Portfolio Beta * (Market Return − Risk 

Free Rate)] 

 

Since Eugene Fama, many academics believe financial markets are too efficient to allow for 

repeatedly earning positive Alpha, unless by chance. To the contrary, empirical studies of mutual 

funds spearheaded by Russ Wermers usually confirm managers' stock-picking talent, finding 

positive Alpha, however this work has been criticized. Among the criticisms is survivorship bias. 

Nevertheless, Alpha is still widely used to evaluate mutual fund and portfolio manager 

performance, often in conjunction with the Sharpe ratio and the Treynor ratio. 

Use in Quantitative Finance 

Jensen's alpha is a statistic that is commonly used in empirical finance to assess the marginal 

return associated with unit exposure to a given strategy. Generalizing the above definition to the 

multifactor setting, Jensen's alpha is a measure of the marginal return associated with an 

additional strategy that is not explained by existing factors. 

We obtain the CAPM alpha if we consider excess market returns as the only factor. If we add in 

the Fama-French factors, we obtain the 3-factor alpha, and so on. If Jensen's alpha is significant 

and positive, then the strategy being considered has a history of generating returns on top of what 

would be expected based on other factors alone. For example, in the 3-factor case, we may 

regress momentum factor returns on 3-factor returns to find that momentum generates a 

significant premium on top of size, value, and market returns. 

SHARPE, TREYNOR AND JENSEN'S RATIOS  

SHARPE RATIO  

The Sharpe ratio is almost identical to the Treynor measure, except that the risk measure is the 

standard deviation of the portfolio instead of considering only the systematic risk, as represented 

by beta. Conceived by Bill Sharpe, this measure closely follows his work on the capital asset 

pricing model (CAPM) and by extension uses total risk to compare portfolios to the capital 
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market line.  

 

The Sharpe ratio can be easily defined as:  

(Portfolio Return – Risk-Free Rate) / Standard Deviation  
 

Using the Treynor example from above, and assuming that the S&P 500 had a standard deviation 

of 18% over a 10-year period, let's determine the Sharpe ratios for the following portfolio 

managers: 

Manager 
Annual 

Return 

Portfolio Standard 

Deviation 

Manager 

X 14% 0.11 

Manager 

Y 17% 0.20 

Manager Z 19% 0.27 

 

S(market) = (.10-.05)/.18 = .278 

S(manager X) = (.14-.05)/.11 = .818 

 

S(manager Y) = (.17-.05)/.20 = .600 

 

S(manager Z) = (.19-.05)/.27 = .519 

 

Once again, we find that the best portfolio is not necessarily the one with the highest return. 

Instead, it's the one with the most superior risk-adjusted return, or in this case the fund headed by 

manager X. 

 

Unlike the Treynor measure, the Sharpe ratio evaluates the portfolio manager on the basis of 

both rate of return and diversification (as it considers total portfolio risk as measured by standard 

deviation in its denominator). Therefore, the Sharpe ratio is more appropriate for well diversified 

portfolios, because it more accurately takes into account the risks of the portfolio. 

 

This ratio measures the return earned in excess of the risk free rate (normally Treasury 

instruments) on a portfolio to the portfolio's total risk as measured by the standard deviation in 

its returns over the measurement period. Or how much better did you do for the risk assumed.  

 

S = Return portfolio- Return of Risk free investment  

StandardDeviationofPortfolio  

 

Example: Let's assume that we look at a one year period of time where an index fund returned 

11%  

Treasury bills earned 6%  

The standard deviation of the index fund was 20%  

 

Therefore S = 11-6/.20 = 25  

 

The Sharpe ratio is an appropriate measure of performance for an overall portfolio particularly 

when it is compared to another portfolio, or another index such as the S&P 500, Small Cap 

http://www.investopedia.com/terms/r/riskadjustedreturn.asp


index,   

 

That said however, it is not often provided in most rating services.  

 

TREYNOR RATIO  

Jack L. Treynor was the first to provide investors with a composite measure of portfolio 

performance that also included risk. Treynor's objective was to find a performance measure that 

could apply to all investors, regardless of their personal risk preferences. He suggested that there 

were really two components of risk: the risk produced by fluctuations in the market and the risk 

arising from the fluctuations of individual securities.  
 
Treynor introduced the concept of the security market line, which defines the relationship between 
portfolio returns and market rates of returns, whereby the slope of the line measures the relative 
volatility between the portfolio and the market (as represented by beta). The beta coefficient is simply 
the volatility measure of a stock portfolio to the market itself. The greater the line's slope, the better the 
risk-return tradeoff. 
 
The Treynor measure, also known as the reward to volatility ratio, can be easily defined as: 

(Portfolio Return – Risk-Free Rate) / Beta  
 

The numerator identifies the risk premium and the denominator corresponds with the risk of the 

portfolio. The resulting value represents the portfolio's return per unit risk. 

 

To better understand how this works, suppose that the 10-year annual return for the S&P 500 

(market portfolio) is 10%, while the average annual return on Treasury bills (a good proxy for 

the risk-free rate) is 5%. Then assume you are evaluating three distinct portfolio managers with 

the following 10-year results: 

Managers Average Annual Return Beta 

Manager A  10% 0.90 

Manager B 14% 1.03 

Manager C 15% 1.20 

 

Now, you can compute the Treynor value for each:  

 

T(market) = (.10-.05)/1 = .05 

 

T(manager A) = (.10-.05)/0.90 = .056 

 

T(manager B) = (.14-.05)/1.03 = .087 

 

T(manager C) = (.15-.05)/1.20 = .083 

 

The higher the Treynor measure, the better the portfolio. If you had been evaluating the portfolio 

manager (or portfolio) on performance alone, you may have inadvertently identified manager C 

as having yielded the best results. However, when considering the risks that each manager took 

to attain their respective returns, Manager B demonstrated the better outcome. In this case, all 

three managers performed better than the aggregate market. 

 

Because this measure only uses systematic risk, it assumes that the investor already has an 

adequately diversified portfolio and, therefore, unsystematic risk (also known as diversifiable 

risk) is not considered. As a result, this performance measure should really only be used by 
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investors who hold diversified portfolios. 

 

This ratio is similar to the above except it uses beta instead of standard deviation. It's also known 

as the Reward to Volatility Ratio, it is the ratio of a fund's average excess return to the fund's 

beta. It measures the returns earned in excess of those that could have been earned on a riskless 

investment per unit of market risk assumed.  

 

T = Return of Portfolio - Return of Risk Free Investment  

Beta of Portfolio  

 

The absolute risk adjusted return is the Treynor plus the risk free rate.  

 

Assume two portfolios A& B  

 

Return 12 & 14  

Beta .7 & 1.2  

Risk Free Rate= 9%  

Ta = .12 - .09  = .043  Risk adjusted rate of return of Portfolio A = .043+ .09 = .12 = 13.3%  

           .07  

Tb =  .14 - .09  = 0.04  Risk adjusted rate of return of Portfolio B = 0.04 + .09 = .13 = 13%  

           1.2  

 

For many investors, without any analysis of risk, if you ask them what is the better number (12% 

or 14%) almost universally they state 14%. (I did this with about 1,000 HP employees who 

owned considerable sums of mutual funds in 401(k) plans). However, when you point out the 

risk adjusted rate of return, many adjust their thinking.  

The example I used was for 1990 - 1993 (roughly) where Fidelity Magellan had earned about 

18%. Many bond funds had earned 13 %. Which is better? In absolute numbers, 18% beats 13%. 

But if I then state that the bond funds had about half the market risk, now which is better? You 

don't even need to do the formula for that analysis. But that is missing in almost all reviews by 

all brokers. For clarification- I do not suggest they put all the money into either one- just that 

they need to be aware of the implications. It is information, not advice per se. But if you give 

really good information, the advice is implied.  

 

JENSEN'S ALPHA  

Like the previous performance measures discussed, the Jensen measure is also based on CAPM. 

Named after its creator, Michael C. Jensen, the Jensen measure calculates the excess return that a 

portfolio generates over its expected return. This measure of return is also known as alpha.  

 

The Jensen ratio measures how much of the portfolio's rate of return is attributable to the 

manager's ability to deliver above-average returns, adjusted for market risk. The higher the ratio, 

the better the risk-adjusted returns. A portfolio with a consistently positive excess return will 

have a positive alpha, while a portfolio with a consistently negative excess return will have a 

negativealpha  

 

The formula is broken down as follows: 
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                     Jensen\'s Alpha = Portfolio Return – Benchmark Portfolio Return 

                      Where: Benchmark Return (CAPM) = Risk-Free Rate of Return + Beta (Return of Market – Risk-    

                       Free Rate of Return ) 

 

So, if we once again assume a risk-free rate of 5% and a market return of 10%, what is the alpha 

for the following funds?  

Manager Average Annual Return Beta 

Manager D 11% 0.90 

Manager E 15% 1.10 

Manager F 15% 1.20 

 

First, we calculate the portfolio's expected return: 

 

ER(D)= .05 + 0.90 (.10-.05) = .0950 or 9.5% return 

 

ER(E)= .05 + 1.10 (.10-.05) = .1050 or 10.50% return 

 

ER(F)= .05 + 1.20 (.10-.05) = .1100 or 11% return 

 

Then, we calculate the portfolio's alpha by subtracting the expected return of the portfolio from 

the actual return: 

 

Alpha D = 11%- 9.5% = 1.5% 

 

Alpha E = 15%- 10.5% = 4.5% 

 

Alpha F = 15%- 11% = 4.0% 

 

 

 

 

Which manager did best? Manager E did best because, although manager F had the same annual 

return, it was expected that manager E would yield a lower return because the portfolio's beta 

was significantly lower than that of portfolio F. 

 

Of course, both rate of return and risk for securities (or portfolios) will vary by time period. The 

Jensen measure requires the use of a different risk-free rate of return for each time interval 

considered. So, let's say you wanted to evaluate the performance of a fund manager for a five-

year period using annual intervals; you would have to also examine the fund's annual returns 

minus the risk-free return for each year and relate it to the annual return on the market portfolio, 

minus the same risk-free rate. Conversely, the Treynor and Sharpe ratios examine average 

returns for the total period under consideration for all variables in the formula (the portfolio, 

market and risk-free asset). Like the Treynor measure, however, Jensen's alpha calculates risk 

premiums in terms of beta (systematic, undiversifiable risk) and therefore assumes the portfolio 

is already adequately diversified. As a result, this ratio is best applied with diversified portfolios, 

likemutualfunds. 

 

TheBottomLine 
Portfolio performance measures should be a key aspect of the investment decision process. These 

tools provide the necessary information for investors to assess how effectively their money has 

been invested (or may be invested). Remember, portfolio returns are only part of the story. 
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Without evaluating risk-adjusted returns, an investor cannot possibly see the whole investment 

picture, which may inadvertently lead to clouded investment decisions. 

 

This is the difference between a fund's actual return and those that could have been made on a 

benchmark portfolio with the same risk- i.e. beta. It measures the ability of active management to 

increase returns above those that are purely a reward for bearing market risk. Caveats apply 

however since it will only produce meaningful results if it is used to compare two portfolios 

which have similar betas.  

Assume Two Portfolios  

 A B Market Return 

Return 12 14 12 

Beta .7 1.2 1.0 

Risk Free Rate +9%  

The return expected= Risk Free Return + Beta portfolio (Return of Market - Risk Free Return)  

Using Portfolio A, the expected return = .09 + .7 (.12 - .09) = .09 + .02 = .11  

Alpha = Return of Portfolio- Expected Return= .12 - .11 = .01 = 1%  

As long as "apples are compare to apples"- in other words a computer sector fund A to computer 

sector fund b- I think it is a viable number. But if taken out of context, it loses meaning. Alphas 

are found in many rating services but are not always developed the same way- so you can't 

compare an alpha from one service to another. However I have usually found that their relative 

position in the particular rating service to be viable. Short term alphas are not valid. Minimum 

time frames are one year- three year are  more preferable.  

Many investors mistakenly base the success of their portfolios on returns alone. Few consider the 

risk that they took to achieve those returns. Since the 1960s, investors have known how to 

quantify and measure risk with the variability of returns, but no single measure actually looked at 

both risk and return together. Today, we have three sets of performance measurement tools to 

assist us with our portfolio evaluations. The Treynor, Sharpe and Jensen ratios combine risk and 

return performance into a single value, but each is slightly different.  
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