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PREFACE

The world of finance is dynamic and ever-evolving, offering both
opportunities and challenges to individuals and institutions seeking to
grow their wealth and achieve financial objectives. Investment and
Portfolio Management is a critical discipline that combines the art and
science of decision-making in financial markets, helping investors
navigate complexities and build strategies aligned with their goals. This
book is designed to serve as a comprehensive guide to the principles,
strategies, and practical applications of investment and portfolio
management. Whether you are a student, a budding investor, a financial
professional, or simply an enthusiast seeking to understand the intricacies
of the investment world, this text provides valuable insights into topics
ranging from asset classes, risk-return trade-offs, portfolio construction,
diversification, and investment performance evaluation. The contents are
structured to gradually build foundational knowledge, then advance
toward more complex concepts and analytical tools used in modern
portfolio management. Real-world examples, case studies, and practical
applications have been integrated to bridge theory with practice, making
the learning experience both engaging and relevant. We acknowledge the
contributions of financial scholars, market practitioners, and educators
whose work has shaped the theories and tools presented in this book.
Special thanks to our peers and reviewers whose feedback greatly
enhanced the quality of this work. It is our hope that this book not only
imparts knowledge but also inspires analytical thinking and a disciplined
approach toward investments. As markets continue to evolve, so must our
understanding and strategies. Let this be a stepping stone toward

becoming a more informed and confident investor.
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CHAPTER -1

FUNDAMENTALS OF INVESTMENT& VALUATION OF
SECURITIES

MEANING OF INVESTMENT

Investment refers to the allocation of resources—such as time, money, or
effort—into an asset or project with the expectation of obtaining future
benefits. The meaning of investment varies across different fields:

In Economics: Investment refers to the creation or purchase of physical
assets like buildings, machinery, and inventories of goods. For example, a
manufacturing company investing in automated production lines to
increase efficiency and output.

In Finance: Investment involves committing money to financial assets
such as stocks, bonds, or real estate, hoping for value appreciation over
time. For instance, an individual investing in shares of Apple Inc. to
benefit from potential capital gains and dividends.

Investments are distinct from short-term trading or speculation. Investors
focus on steady growth and income, whereas traders seek quick profits
with higher risks. A diversified investment portfolio—such as a mix of
stocks, bonds, and real estate—can help balance risk and reward.

CHARACTERISTICS OF INVESTMENT

Risk and return

Risk and return are the twin determinants that shape every
Investment decision. In the context of Investment, risk encapsulates the
possibility of not achieving expected returns or experiencing losses. It's
vital to recognise that higher levels of risk often accompany the potential
for higher returns. This relationship underscores the importance of
aligning one's risk tolerance with one's choices.

Individual risk tolerance varies based on age, financial goals, and
emotional disposition towards uncertainty. Striking the right balance
between risk and potential rewards is a cornerstone of successful
investing. A prudent approach entails diversifying one's portfolio to
manage risk and adapting the risk profile in line with evolving
circumstances.



Liquidity

Liquidity is the ease and speed at which an Investment can be converted
into cash without significantly affecting its value. Cash itself is the most
liquid asset, as it can be used immediately for transactions. Conversely,
real estate or certain Investments might have lower liquidity due to the
time required for selling and the potential impact on the sale price.
Emergency funds, upcoming expenses, and goals influence an individual's
liquidity needs. Striking a balance between liquid and illiquid assets
ensures the availability of funds when required while simultaneously
pursuing growth opportunities.

Time horizon

The time horizon in investing refers to the amount of time an investor
intends to hold an Investment before needing access to the funds. It's a
critical determinant that shapes decisions. Short-term Investments, such as
day trading or short-maturity bonds, focus on preserving capital and
generating immediate gains. Medium-term Investments span several years
and aim to achieve growth or specific financial milestones. Long-term
Investments, often held for decades, leverage the power of compounding
to deliver substantial returns potentially. Aligning Investments with the
appropriate time horizon ensures that the chosen assets can effectively
fulfil one's financial objectives.

Diversification

Diversification is akin to distributing risk across various baskets to protect
against unforeseen events. It involves investing in a mix of asset classes,
sectors, and geographic regions to help decrease the impact of poor
performance in any single area. By diversifying, an investor can
potentially achieve more stable returns over time, as different assets often
react differently to economic events. For instance, when stocks
underperform, bonds or real estate might thrive. Diversification requires
thoughtful asset allocation and periodic rebalancing to maintain the
desired risk-return profile. While it doesn't eliminate risk, diversification is
a powerful strategy to mitigate its effects and create a well-rounded
portfolio.

Inflation protection
Inflation is the eventual erosion of purchasing power over time due to
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rising prices. Certain Investments have historically acted as a hedge
against inflation, aiming to retain or even increase their value in the face
of rising costs. These assets include commodities like gold and oil, Real
Estate, and specific equities.

By incorporating inflation-protected assets into a portfolio, investors
seek to maintain the value of their wealth and purchasing power over the
long term. Considering inflation protection becomes pivotal in
constructing a resilient strategy that withstands the erosive impact of
inflation on financial goals.

Tax efficiency

Tax efficiency in investing focuses on optimising after-tax returns by
managing the tax impact of Investment decisions. This involves
understanding the tax implications of different choices and structuring
Investments to minimise tax liabilities.

Utilising tax-advantaged accounts like Individual Savings Accounts
(ISAs) or pensions can significantly enhance long-term returns. Strategies
such as tax-loss harvesting, which involves selling losing Investments to
offset capital gains taxes, contribute to tax efficiency. By integrating tax
considerations into the process, investors can amplify the compounding
effect and maximise their overall returns.

Market volatility

Market volatility underscores the dynamic nature of financial markets,
where prices can rapidly fluctuate due to economic data releases,
geopolitical events, or investor sentiment. Understanding market volatility
is essential for maintaining a disciplined Investment approach.

Investors should focus on their long-term objectives instead of making
impulsive decisions in response to short-term fluctuations. Strategies like
dollar-cost averaging, which involves investing a fixed amount at regular
intervals, can mitigate the impact of volatility on outcomes.
Diversification and staying informed about market trends contribute to
effective volatility management.

Investment goals
Investment goals act as guiding stars that steer one's financial journey.
These goals include retirement planning, buying a home, funding
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education, or achieving financial independence.

Defining clear and realistic Investment objectives provides a roadmap for
asset allocation and risk tolerance. Short-term goals might lean towards
lower-risk, more liquid Investments, while long-term objectives allow for
exposure to higher-risk, higher-return assets. Regularly reviewing and
adjusting strategies based on evolving goals ensures that your portfolio
aligns with your aspirations.

Cost efficiency

Cost efficiency is a crucial yet often overlooked characteristic of
Investment. It pertains to the expenses associated with acquiring,
managing, and eventually selling Investments. These costs can impact the
overall returns an investor receives.

Investment costs come in various forms, including management fees,
transaction fees, and ongoing expenses associated with maintaining certain
assets. For instance, mutual funds and exchange-traded funds (ETFs)
charge management fees, which are deducted from the fund's assets and
can eat into your returns over time. Similarly, trading fees can accumulate,
especially for frequent traders.

Investors should consider low-cost options, such as passively managed
index funds, Blockchain ETFs, or other ETFs, to enhance cost efficiency.
These often have lower management fees compared to actively managed
funds. Additionally, long-term investors can benefit from lower trading
costs by adopting a buy-and-hold strategy rather than engaging in frequent
trading.

OBJECTIVES OF INVESTMENT

Investment is a critical aspect of financial planning, and individuals invest
their money with specific objectives in mind. These objectives guide the
selection of investment instruments and strategies, ensuring that the
chosen investments align with the investor's financial goals, risk tolerance,
and time horizon. The primary objectives of investment typically include
safety, income, and capital growth, while secondary objectives may
involve tax minimization and liquidity. Each of these objectives plays a
unique role in shaping an investor's portfolio and overall financial
strategy.



Safety: Safety is a primary concern for risk-averse investors, particularly
those who prioritize the preservation of their capital over high returns.
Such investors are often unwilling to take significant risks that could lead
to the loss of their principal amount. To achieve this objective, they
typically opt for low-risk investment instruments such as government
bonds and fixed deposits. Government bonds, for instance, are considered
one of the safest investments because they are backed by the government,
which significantly reduces the risk of default. Similarly, fixed deposits
offered by banks provide a guaranteed return over a specified period,
ensuring that the principal amount remains secure. These investments are
ideal for individuals who are nearing retirement or those who cannot
afford to lose their initial investment due to financial constraints.

Income: For many investors, particularly retirees or those seeking a
steady cash flow, generating regular income is a key objective. Income-
focused investments provide periodic returns in the form of interest or
dividends, which can be used to cover living expenses or reinvested to
grow wealth further. Dividend-paying stocks, such as those of well-
established companies like Coca-Cola, are popular among income-seeking
investors because they offer consistent payouts. Similarly, bonds, whether
corporate or government, provide regular interest payments, making them
a reliable source of income. Retirees often rely on such investments to
supplement their pension or other retirement income, ensuring financial
stability during their non-working years.

Capital Growth: Capital growth is a primary objective for investors who
aim to increase the value of their investments over the long term. Such
investors are typically willing to take on higher levels of risk in exchange
for the potential of significant returns. Growth-oriented investments often
include stocks of companies in emerging or high-growth sectors, such as
technology. For example, companies like Nvidia and Amazon have
historically provided substantial capital appreciation due to their
innovative business models and rapid expansion. While these investments
can be volatile in the short term, they offer the potential for substantial
gains over time, making them attractive to investors with a longer time
horizon and a higher risk tolerance.



Secondary Objectives:

Tax Minimization and Liquidity: In addition to the primary objectives,
investors often consider secondary goals such as tax minimization and
liquidity when constructing their portfolios. High-income earners, for
instance, may prioritize tax-efficient investments to reduce their overall
tax liability. Instruments like 401(k) plans, which offer tax-deferred
growth, or municipal bonds, which provide tax-free interest income, are
popular choices for such investors. These tools allow individuals to
maximize their after-tax returns, thereby enhancing their overall financial
well-being.

Liquidity,

on the other hand, is crucial for investors who may need quick access to
their funds. Liquid assets, such as publicly traded stocks, can be easily
converted into cash without significant loss of value. This is in contrast to
illiquid investments like real estate, which may take time to sell and may
incur substantial transaction costs. Investors who anticipate needing cash
for emergencies or short-term goals often prioritize liquidity to ensure they
can access their money when needed

INVESTMENT VS. SPECULATION

The Definition of Investment

Investment equates to acquiring an asset that you believe will generate an
income. More broadly, investment refers to taking present money and
assets to sacrifice them with an expectation of future benefits like income.
Investments involve two primary elements. These are risk and time.

There are countless varieties of investment choices offered on the market
today. You can purchase property, deposit money in bank accounts and
CD's, buy stock shares of a corporation or in a mutual fund, or put your
money safely to work in government bonds.

There are two broad categories into which experts divide investments
these days. These are variable income investments and fixed income
investments. With the variable income ones, investment returns will not be
set like with real estate or stock shares. Fixed income investments involve
a pre-determined return rate, common in preferred stock shares, bonds,
fixed deposits, money market funds, and provident funds.



The Definition of Speculation

Speculation is more of a loaded term. This trading type of activity centers
on participating in transactions that are financially risky with a hope of
realizing huge profits from massive changes in the financial assets'
underlying market values. Speculation involves a substantial risk of your
initial capital losing most or even all of its value if the activity does not
work out as expected. This very real danger is offset by the odds of
gaining a significant profit.

Scientifically done, speculation involves careful calculation and analysis
in terms of a risk versus reward scenario. Speculators are more commonly
involved in highly fluctuating markets. Securities' prices can move
massively with these penny stocks, currencies, derivatives, and
commodities futures.

The Differences between Speculation and Investment

Unfortunately, the two terms of investment and speculation are often
utilized in an incorrectly but overlapping fashion. There are many
differences between the two, as shows in this chart below:

BASIS FOR
INVESTMENT SPECULATION

COMPARISON

Meaning The purchase of an asset ~ Speculation is an act of
with the hope of getting conducting a risky financial
returns is called transaction, in the hope of
investment. substantial profit.

Basis for Fundamental factors,i.e.  Hearsay, technical charts and

decision performance of the market psychology.
company.

Time horizon Longer term Short term

Risk involved Moderate risk High risk

Intent to profit ~ Changes in value Changes in prices

Expected rate of Modest rate of return High rate of return

return

Legendary American investor and economist Benjamin Graham defined
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investing as an activity that involves a thorough analysis to make sure that
the investment is both principal safe and delivers an adequate return.
Speculation would not meet these standards. Investing involves careful
fundamental analysis on a company and its performance. Speculation is
instead based on market psychology and technical charts. The holding
time frame between the two is different as well. Investors tend to hold
investments for minimally a year or longer. Speculators keep their
positions for shorter term times of typically weeks or months (and
sometimes even days).

Risk and expectations are vastly different as well. Investment risk tends to
be moderate, while speculation risk is usually high. Investors hope to
realize profits from asset value changes, while speculators anticipate
recognizing profit from dramatic price changes from the interaction of the
forces of supply and demand. Investment refers to the purchase of an asset
with the hope of getting returns. The term speculation denotes an act of
conducting a risky financial transaction, in the hope of gaining a
substantial profit. At the same time, investors anticipate obtaining an
investment return that is more modest. Speculators expect to attain higher
profits with their speculation in a trade off for the high degree or risk
which they bear. They are potentially better rewarded for taking on a
situation without stable income that is a hallmark of investments. Finally,
there is a vast difference in attitudes between investors and speculators.
Investors will tend to be careful and conservative types of people.
Speculators are more reckless and risk taking in their personalities and
actions.

INVESTMENT VS. GAMBLING

Risk Assessment: Investment is based on careful analysis, while gambling
relies on luck (e.g., investing in gold vs. betting on a horse race).

Return Expectation: Investors seek steady returns; gamblers aim for
quick, high returns.

Example: Investing in a rental property for passive income vs. playing the
lottery.

TYPES OF INVESTORS

Angel Investors

An angel investoris a high-net-worth private individual who provides



financial capital to a startup or entrepreneur. The capital is often provided
in exchange for an equity stake in the company. Angel investors can
provide a financial injection either once or on an ongoing basis. An angel
investor typically provides capital in the early stages of a new business,
when risk is high. They often use excess cash on hand to allocate towards
high-risk investments.

Venture Capitalists

Venture capitalists are private equity investors, usually in the form of a
company, that seek to invest in startups and other small businesses. Unlike
angel investors, they typically do not seek to fund startup businesses to
help get them off the ground, but rather look at businesses that are already
in the early stages with a potential for growth. These are companies often
looking to expand but not having the means to do so. Venture capitalists
seek an equity stake in return for their investment, help nurture the growth
of the company, and then sell their stake for a profit.

P2P Lending

P2P lending, or peer-to-peer lending, is a form of financing where loans
are obtained from other individuals, cutting out the traditional middleman,
such as a bank. Examples of P2P lending include crowd funding, where
businesses seek to raise capital from many investors online in exchange
for products or other benefits.

Personal Investors

A personal investor can be any individual investing on their own and may
take many forms. A personal investor invests their own capital, usually in
stocks, bonds, mutual funds, and exchange-traded funds (ETFs). Personal
investors are not professional investors but rather those seeking higher
returns than simple investment vehicles, like certificates of deposit or
savings accounts.

Institutional Investors

Institutional investors are organizations that invest the money of other
people. Examples of institutional investors are mutual funds, exchange-
traded funds, hedge funds, and pension funds. Because institutional
investors raise large amounts of capital from many investors, they are able
to purchase large amounts of assets, usually big blocks of stocks. In many



ways, institutional investors can influence the price of assets. Institutional
investors are large and sophisticated.

INVESTMENT AVENUES

There are numerous investment avenues available for savers in India.
Some are marketable and liquid, while others are non-marketable.
Some carry high risk, while others are almost risk-free. The investor
must select appropriate avenues based on their preferences, needs, and
risk tolerance.
The investment avenues can be broadly categorized under the following
heads:

e Corporate Securities

e Deposits in Banks and Non-Banking Companies

e UTI and Other Mutual Fund Schemes

e Post Office Deposits and Certificates

e Life Insurance Policies

e Provident Fund Schemes

e Government and Semi-Government Securities

Corporate Securities

Corporate securities refer to financial instruments issued by joint-stock
companies in the private sector. These include equity shares, preference
shares, and debentures. Equity shares provide variable dividends and
belong to the high-risk, high-return category, whereas preference shares
and debentures offer fixed returns with lower risk.

Deposits

Among non-corporate investments, the most popular are bank deposits,
such as savings accounts and fixed deposits. Savings deposits offer
lower interest rates, while fixed deposits provide higher interest rates
depending on the maturity period. Interest on fixed deposits is payable
quarterly or half-yearly. Some banks offer reinvestment plans, where
interest is reinvested as it accrues, and both principal and accumulated
interest are paid upon maturity. Joint stock companies also accept fixed
deposits from the public, with a maturity period ranging from three to
five years. Fixed deposits in companies are unsecured and carry higher
risk but offer higher returns than bank deposits. Fixed deposits in Non-
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Banking Financial Companies (NBFCs) are another investment option.
NBFCs include leasing companies, investment companies, and chit
funds. Deposits in NBFCs carry higher returns but also higher risks
compared to bank deposits.

UTI and Other Mutual Fund Schemes

Mutual funds provide various investment schemes to investors. The
Unit Trust of India (UTI) is the oldest and largest mutual fund in the
country. Popular UTI schemes include Unit Scheme 1964, Unit Linked
Insurance Plan 1971, Master Share, Master Equity Plans, and Master
Gain. Several commercial banks and financial institutions have also
established mutual funds, and private-sector mutual funds have recently
emerged.

Post Office Deposits and Certificates

Post office investment avenues are generally non-marketable but offer
tax concessions. The post office accepts both savings and fixed
deposits. There is also a recurring deposit scheme designed for regular
monthly savings. Six-year National Savings Certificates (NSC) are
issued by the post office. Interest on NSCs is compounded semi-
annually and paid along with the principal upon maturity, six years
from the date of issuance.

Other savings certificates issued by the post office include Indira Vikas
Patra and Kissan Vikas Patra.

Life Insurance Policies

The Life Insurance Corporation (LIC) offers various investment
schemes that also provide life insurance coverage. Some LIC schemes
include Whole Life Policies, Convertible Whole Life Assurance
Policies, Endowment Assurance Policies, Jeevan Saathi, Money Back
Plan, Jeevan Dhara, and Marriage Endowment Plan.

Provident Fund Schemes
Provident fund schemes are compulsory savings schemes applicable to
employees in both the public and private sectors. There are three types
of provident funds:

e Statutory Provident Fund

e Recognized Provident Fund
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e Unrecognized Provident Fund
In addition to these, the Public Provident Fund (PPF) is a voluntary
provident fund scheme open to all investors, whether employed or not.
This scheme is operated by post offices and the State Bank of India.
Government and Semi-Government Securities
The government and semi-government bodies, including public sector
undertakings, raise funds from the public through government
securities and public sector bonds. These securities are considered low-
risk investments due to the credibility of the government and its
undertakings.

MEANING OF INVESTMENT DECISION

Investment decisions involve allocating funds to various investment
opportunities to achieve the highest possible returns. These decisions help
firms choose the right assets for deploying their funds effectively.
Typically made by investors or top-level managers, investment decisions
require careful analysis of each opportunity before committing any capital.
These decisions are critical for an organization as they directly impact
profitability. A thorough assessment of risk and return is essential before
investing in any available options. Investment decisions are categorized
into two types: long-term and short-term. Long-term investment decisions
focus on allocating funds to long-term assets and are known as capital
budgeting. In contrast, short-term investment decisions involve managing
investments in short-term assets, referred to as working capital
management.

NATURE OF INVESTMENT DECISIONS

Require Huge Funds: Investment decisions requires a large amount of
funds to be deployed by firm for earning profits. These decisions are very
imperative and requires due attentions as firms have limited funds but the
demand for the funds is excessive. Every firm should necessarily plan its
investment programmes and control its expenditures.

High Degree of Risk: These decisions involve a high amount of risk as
they are taken on the basis of estimated return. Large funds are invested
for earning income in future which is totally uncertain. These return
fluctuates with the changes in fashion, taste, research and technological
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advancement thereby leading to a greater risk.

Long Term Effect: Investment decisions have a long lasting effects on
future profitability and growth of firm. These decisions decide the position
of a firm in future. Any wrong decision may have very adverse effects on
return of an organization and may even endanger its survival. Whereas,
right decision taken brings good returns for firm leading to better growth.

Irreversibility: Decisions related to investment are mostly irreversible in
nature. It is quite difficult to revert back from decisions once taken related
to the acquisition of permanent assets. Disposing off these high value
assets will cause heavy losses to firm.

Impacts Cost Structure: Investment decisions widely impacts the cost
structure of an organization. Firms by taking these decisions commit
themselves to various fixed cost such as interest, rent, insurance,
supervision etc. for the sake of earning profits. If these investments do not
provide the anticipated return, then firm overall cost will raise thereby
causing losses.

Long term Commitment of Funds: Funds are deployed for a longer term
by organisations through these decisions. Firm deployed high amount of
capital for long period on permanent basis. Financial risk in investment
decisions increases due to long term commitment of funds. A firm should
properly plan and monitor all of its capital expenditures.

Complexity: Investment decision are most complex decisions as they are
based on future events which is totally uncertain. Future cash flows of an
investment cannot be estimated accurately as they are influenced by
changes in economic, social, political and technological factors. Therefore,
uncertainty of future conditions makes it difficult to accurately predict the
future returns.

SCOPE OF INVESTMENT DECISIONS

Selection of Right Assets: Investment decisions help in choosing right
type of investment plan for deploying the funds. Each of available
opportunity is properly analyzed by management while taking investment
decisions. This way every aspect of asset available for investment is taken
into consideration which leads to building up a strong portfolio.
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Identify Degree of Risk: These decisions help in identifying the level of
risk associated with an investment opportunity. Decisions are taken on the
basis of expected return and risk required for earning such return.
Managers properly evaluate assets using various tools for finding out the
risk while taking investment decisions.

Determines firm Profitability: Decisions regarding investment plans
determines the future profit earning potential of a firm. A right decision
may bring large amount of funds to an organization leading to better
growth. Whereas, any wrong decision regarding deployment of funds may
cause heavy losses and even adversely affect the continuity of firm.

Enhance Financial Understanding: Investment decisions imparts large
amount of beneficial financial knowledge to individuals taking these
decisions. Investors while choosing the asset uses a variety of tools and
techniques for analyzing its profitability. It provides a lot of information
which enhances the overall financial knowledge and enables investors in
taking rational decisions regarding investment.

National Importance: These decisions are of national importance for a
nation as it leads to overall development and growth. Investment decisions
taken determines the level of employment, economic growth and
economic activities in a country. More amount of investment creates better
supply of funds in an economy which increase the pace of overall
economic development.

THE INVESTMENT PROCESS/STAGES

Investment process refers to investment policy, investment analysis,
valuation of securities and proper portfolio construction in this way
achieve to investment process.

1.Investment Policy

The investment policy is the foundational stage of the investment process,
guiding investors in making informed and strategic decisions. It begins
with the determination of investable wealth, where the investor assesses
their financial situation to identify surplus funds available for investment.
This involves evaluating income, expenses, savings, and liabilities to
ensure that only disposable capital is allocated, maintaining financial
stability and liquidity. Once the investable wealth is established, the next
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step is the determination of portfolio objectives, which involves setting
clear financial goals based on the investor’s risk tolerance, time horizon,
and desired outcomes. These objectives may include capital preservation,
income generation, capital appreciation, or a combination of these,
shaping the overall investment strategy.

With objectives in place, the investor moves to the identification of
potential investment assets, researching and listing various asset classes
such as equities, fixed-income securities, real estate, commodities, and
alternative investments. This step ensures a broad range of options that
align with the investor’s goals. Following this, the consideration of
attributes of investment assets is crucial, as it involves analyzing key
characteristics like risk, return, liquidity, correlation, and tax implications.
This evaluation helps in selecting assets that best match the investor’s
objectives and risk appetite. Finally, the allocation of wealth to asset
categories involves distributing the investable funds across the chosen
asset classes in a manner that balances risk and return. This allocation is
often guided by strategies such as strategic, tactical, or dynamic asset
allocation, ensuring diversification and alignment with the investor’s long-
term goals. Together, these steps form a comprehensive investment policy,
providing a structured and disciplined approach to achieving financial
success.

2.Investment Analysis

Investment analysis is the second stage of the investment process, where
investors thoroughly evaluate potential investments to make informed
decisions. This stage involves a detailed examination of various asset
classes and their underlying factors to assess their suitability for the
portfolio. The analysis begins with equity stock analysis, which focuses on
evaluating individual stocks by examining factors such as the company’s
financial health, growth potential, competitive position, and valuation
metrics like price-to-earnings (P/E) ratio or dividend yield. This helps
investors identify stocks that align with their portfolio objectives.
Alongside this, screening of industries is conducted to shortlist sectors that
show strong growth prospects, stability, or resilience to economic cycles.
This is followed by a deeper analysis of industries, where investors study
industry trends, competitive dynamics, regulatory environment, and
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growth drivers to understand the sector’s potential.

In addition to qualitative factors, quantitative analysis of stocks plays a
critical role. This involves using financial metrics, ratios, and models to
assess a company’s performance, profitability, and valuation. Tools like
discounted cash flow (DCF) analysis or earnings per share (EPS) growth
are commonly used to determine the intrinsic value of a stock. Beyond
individual stocks and industries, investors also conduct an analysis of the
economy to understand macroeconomic factors such as GDP growth,
inflation, interest rates, and fiscal policies. These factors influence market
performance and help investors gauge the overall investment climate.

For fixed-income securities, debentures and bond analysis is essential.
This involves evaluating the creditworthiness of issuers, interest rate risks,
and maturity profiles. The analysis of yield structure examines the
relationship between bond yields and their maturities, helping investors
understand the risk-return trade-off. Additionally, consideration of
debentures involves assessing factors like coupon rates, credit ratings, and
market conditions, while quantitative analysis of debentures uses financial
models to determine their fair value and potential returns.

Beyond equities and fixed-income securities, investors also conduct other
asset analysis, which may include real estate, commodities, or alternative
investments. This involves evaluating the unique characteristics, risks, and
returns associated with these assets. Finally, investment analysis
incorporates both qualitative and quantitative analysis. Qualitative analysis
focuses on non-measurable factors such as management quality, brand
reputation, or industry positioning, while quantitative analysis relies on
numerical data and statistical models to assess performance and value.
Together, these analyses provide a comprehensive understanding of
potential investments, enabling investors to make well-informed decisions
that align with their portfolio objectives and risk tolerance.

3.Valuation of Securities

Valuation of securities is the third stage of the investment process, where
investors determine the intrinsic or fair value of various assets to make
informed investment decisions. This stage is critical because it helps
investors identify whether a security is overvalued, undervalued, or fairly
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priced, enabling them to buy or sell assets at the right time. The valuation
process varies depending on the type of security being analyzed.

Valuation of Stocks

The valuation of stocks involves estimating the intrinsic value of a
company’s shares based on its financial performance, growth prospects,
and market conditions. Several methods are used for stock valuation,
including:

Discounted Cash Flow (DCF) Analysis: This method calculates the
present value of a company’s future cash flows, providing an estimate of
its intrinsic value. It is widely used for companies with predictable cash
flows.

Price-to-Earnings (P/E) Ratio: This compares a company’s stock price
to its earnings per share (EPS), helping investors assess whether the stock
is overvalued or undervalued relative to its peers or historical averages.
Dividend Discount Model (DDM): This model values stocks based on
the present value of expected future dividends, making it suitable for
companies that pay regular dividends.

Comparable Company Analysis: This involves comparing the stock’s
valuation multiples (e.g., P/E, price-to-book) with those of similar
companies in the same industry.

Valuation of Debentures and Bonds

The valuation of debentures and bonds focuses on determining the fair
value of fixed-income securities based on their cash flows, interest rates,
and credit risk. Key methods include:

Present Value of Cash Flows: This method calculates the present value
of a bond’s future interest payments (coupons) and principal repayment at
maturity, using an appropriate discount rate that reflects the bond’s risk.

Yield to Maturity (YTM): YTM is the total return anticipated on a bond
if it is held until maturity, considering its current market price, coupon
rate, and time to maturity. It helps investors compare bonds with different
characteristics.

Credit Risk Analysis: This involves assessing the creditworthiness of the
issuer, as bonds with higher credit risk typically offer higher yields to
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compensate for the additional risk.

Duration and Convexity: These measures help investors understand how
sensitive a bond’s price is to changes in interest rates, which is crucial for
managing interest rate risk.

Valuation of Other Assets

The valuation of other assets, such as real estate, commodities, or
alternative investments, requires specialized approaches tailored to the
unique characteristics of each asset class. For example:

Real Estate Valuation: This often involves methods like the income
approach (discounting future rental income), the sales comparison
approach (comparing similar properties), or the cost approach (estimating
the cost of rebuilding the property).

Commodities Valuation: Commodities like gold, oil, or agricultural
products are valued based on supply and demand dynamics, market trends,
and macroeconomic factors.

Alternative Investments: Assets like private equity, hedge funds, or
cryptocurrencies are valued using methods such as net asset value (NAV)
calculations, discounted cash flow models, or market-based pricing.

4.Portfolio Construction

Portfolio construction is the final and most critical stage of the investment
process, where the investor brings together all the insights gathered from
the previous stages to build a well-structured and balanced portfolio. This
stage involves strategic decision-making to ensure that the portfolio aligns
with the investor’s objectives, risk tolerance, and time horizon. Below is a
detailed explanation of each area involved in portfolio construction:

Determination of Diversification Level

Diversification is a key principle in portfolio construction, aimed at
reducing risk by spreading investments across different asset classes,
sectors, and geographies. The level of diversification depends on the
investor’s risk tolerance and investment goals. For example, a
conservative investor may prefer a highly diversified portfolio with a
larger allocation to low-risk assets like bonds and cash, while an
aggressive investor may focus on equities and alternative investments with
higher growth potential. Diversification helps mitigate the impact of poor
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performance in any single investment, ensuring that the portfolio remains
resilient during market fluctuations. The goal is to achieve an optimal
balance between risk and return by including a mix of assets that are not
highly correlated.

Consideration of Investment Timing

Investment timing, also known as market timing, involves deciding when
to enter or exit specific investments based on market conditions, economic
trends, and valuation levels. While timing the market perfectly is
challenging, investors can use strategies like dollar-cost averaging
(investing fixed amounts at regular intervals) to reduce the impact of
market volatility. Additionally, investors may consider macroeconomic
indicators, interest rate trends, and geopolitical events to make informed
decisions about when to allocate funds to certain asset classes. Proper
timing can enhance returns and minimize risks, but it requires careful
analysis and discipline to avoid emotional decision-making.

Selection of Investment Assets

This step involves choosing specific securities or assets to include in the
portfolio based on the investor’s objectives and the analysis conducted in
earlier stages. For example, an investor seeking income may select
dividend-paying stocks or high-yield bonds, while one focused on growth
may prioritize growth stocks or emerging market equities. The selection
process also considers factors such as liquidity, tax implications, and the
investor’s familiarity with the asset. The goal is to create a portfolio that
reflects the investor’s goals while maintaining an appropriate level of
diversification and risk management.

Allocation of Investable Wealth to Investment Assets

Asset allocation is the process of distributing the investor’s wealth among
different asset categories, such as equities, bonds, real estate, and cash.
This allocation is based on the investor’s risk tolerance, time horizon, and
financial goals. For instance, a young investor with a long time horizon
may allocate a larger portion of their portfolio to equities for growth,
while a retiree may prioritize bonds and cash for stability and income.
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Strategic asset allocation sets target percentages for each asset class, while
tactical allocation allows for short-term adjustments based on market
opportunities. The allocation should be periodically reviewed and
rebalanced to ensure it remains aligned with the investor’s objectives.

Evaluation of Portfolio for Feedback

Once the portfolio is constructed, it is essential to regularly evaluate its
performance and make adjustments as needed. This involves comparing
the portfolio’s returns to benchmarks, assessing whether it is meeting the
investor’s objectives, and identifying areas for improvement. Feedback
from portfolio evaluation helps investors understand the effectiveness of
their strategy and make informed decisions about rebalancing or
reallocating assets. Regular evaluation also ensures that the portfolio
remains aligned with the investor’s changing financial circumstances, risk
tolerance, and market conditions.

INVESTMENT RISK
Meaning
Investment risk refers to the probability or uncertainty of losses rather than
expected profits from investments due to a decline in the fair price of
securities such as bonds, stocks, and real estate. Every type of investment
carries some degree of risk, including market risk (loss on invested
capital) and default risk (the possibility that the invested money is never
returned to the investor).

Types of Investment Risks

Market Risk

Concentration Risk Credit Risk
1
Currency Risk @Liquidity Risk
/ o; ¢
Political and Regulatory Risk ” “Inflation Risk
Market Risk

Market risk refers to the potential for investors to experience losses due to
factors that affect the overall performance of the financial markets. This
type of risk is inherent in all market investments and cannot be eliminated

20



through diversification. Market risk can be caused by economic
recessions, political turmoil, changes in interest rates, and other
macroeconomic factors. For example, during the 2008 financial crisis, the
global stock markets experienced significant declines, leading to
substantial losses for investors who held equities.

Concentration Risk

Concentration risk arises when an investor's portfolio is heavily weighted
towards a single asset, sector, or geographic region. This lack of
diversification can lead to significant losses if the concentrated area
performs poorly. For instance, if an investor holds a large portion of their
portfolio in technology stocks and the tech sector experiences a downturn,
the investor's portfolio could suffer substantial losses.

Credit Risk

Credit risk, also known as default risk, is the possibility that a borrower
will fail to meet their obligations, resulting in a loss for the lender or
investor. This risk is particularly relevant for bondholders, as they rely on
the issuer's ability to make interest payments and repay the principal. An
example of credit risk is when a corporation with a poor credit rating
issues bonds, and there is a higher likelihood that the company may
default on its debt obligations.

Currency Risk

Currency risk, or exchange rate risk, occurs when the value of investments
fluctuates due to changes in foreign exchange rates. This risk is
particularly relevant for investors who hold international investments. For
example, if a U.S. investor holds stocks in a European company and the
euro weakens against the U.S. dollar, the value of the investment in dollar
terms will decrease, even if the stock price remains unchanged in euros.
Liquidity Risk

Liquidity risk is the risk that an investor will not be able to buy or sell an
investment quickly enough at a fair price. This can occur in markets with
low trading volumes or for assets that are difficult to sell without
significantly affecting their price. For example, real estate investments
often carry liquidity risk because properties can take a long time to sell,
and the seller may have to accept a lower price to expedite the sale.
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Political and Regulatory Risk

Political and regulatory risk involves the potential for investment losses
due to changes in government policies, regulations, or political instability.
This risk can affect both domestic and international investments. For
instance, a sudden change in trade policies or the imposition of tariffs can
negatively impact companies that rely on international trade, leading to a
decline in their stock prices.

Inflation Risk

Inflation risk, also known as purchasing power risk, is the danger that the
value of investments will be eroded by inflation. This risk is particularly
relevant for fixed-income investments, as the fixed interest payments may
not keep up with rising prices. For example, if an investor holds a bond
with a fixed interest rate of 3% and inflation rises to 5%, the real value of
the interest payments decreases, leading to a loss in purchasing power.

Systematic Risk

Systematic risk, also known as market risk, refers to the risk inherent to
the entire market or market segment. This type of risk is unpredictable and
cannot be entirely mitigated through diversification. Systematic risk
affects a broad range of securities and is influenced by macroeconomic
factors such as economic recessions, political instability, changes in
interest rates, and natural disasters. For example, during a global financial
crisis, nearly all asset classes, including stocks, bonds, and real estate, tend
to decline in value simultaneously. Investors can manage systematic risk
to some extent by using strategies like asset allocation and hedging, but it
cannot be completely eliminated.

Unsystematic Risk

Unsystematic risk, also known as specific risk or idiosyncratic risk, is the
risk associated with a particular company or industry. Unlike systematic
risk, unsystematic risk can be reduced through diversification. This type of
risk arises from factors specific to a company or sector, such as
management decisions, product recalls, or regulatory changes affecting a
particular industry. For example, if a pharmaceutical company faces a
lawsuit due to the side effects of one of its drugs, the company's stock
price may plummet, but this event is unlikely to affect the entire market.
By holding a diversified portfolio, investors can mitigate the impact of
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unsystematic risk.

Types of Systematic Risk

Market Risk: The risk of losses due to factors that affect the overall
performance of the financial markets. For example, a sudden drop in stock
prices due to a geopolitical event.

Interest Rate Risk: The risk that changes in interest rates will affect the
value of investments, particularly fixed-income securities like bonds. For
instance, when interest rates rise, bond prices typically fall.

Inflation Risk: The risk that the purchasing power of investments will be
eroded by inflation. For example, fixed-income investments may lose
value if inflation outpaces the fixed interest payments.

Currency Risk: The risk that changes in foreign exchange rates will
affect the value of international investments. For instance, if the U.S.
dollar strengthens against the euro, the value of European investments
held by a U.S. investor may decrease.

Political Risk: The risk that political instability or changes in government
policy will negatively impact investments. For example, a change in trade
policies can affect companies that rely on international trade.

Types of Unsystematic Risk

Business Risk: The risk associated with the specific operations of a
company. For example, a company may face business risk if it fails to
innovate and loses market share to competitors.

Financial Risk: The risk related to a company's financial structure and its
ability to meet its financial obligations. For instance, a company with high
levels of debt may face financial risk if it cannot generate enough cash
flow to service its debt.

Operational Risk: The risk of losses due to failed internal processes,
systems, or external events. For example, a data breach at a tech company
could lead to significant financial and reputational damage.

Regulatory Risk: The risk that changes in regulations will affect a
specific company or industry. For instance, new environmental regulations
could increase costs for a manufacturing company.

Event Risk: The risk of a specific event impacting a company's
performance. For example, a natural disaster could disrupt a company's
supply chain and affect its operations.
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MEASUREMENT OF INVESTMENT RISK

Standard Deviation (o)

Standard deviation measures investment return volatility. A low standard
deviation indicates that returns are closer to the mean, while a high
standard deviation shows a wider variation. This metric is widely used in
finance to assess investment uncertainty.

Variance
Variance quantifies how much returns differ from the expected value.
Higher variance implies greater risk, as the returns fluctuate more widely.

Correlation
Correlation measures how two securities move in relation to each other.
The correlation coefficient ranges between -1 and +1:

+1: Perfect positive correlation (both securities move together).

-1: Perfect negative correlation (one security moves in the opposite
direction of the other).

0: No correlation (securities move independently).

Regression Analysis

Regression is used to predict investment outcomes:
Linear Regression: Uses one independent variable to predict the outcome.
Multiple Regression: Uses two or more independent variables to make
predictions.

Linear Regression: Y =a+bX +u

Multiple Regression: Y = a + b; X; "5 Xs +BsXs+ ... +BXi+u

Where:

Y= the variable that we are trying to predict
X= the variable that we are using to predict Y
a= the intercept

b= the slope

u= the regression residual.

In multiple regression the separate variables are differentiated by using
subscripted numbers.
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Regression takes a group of random variables, thought to be predicting Y,
and tries to find a mathematical relationship between them. This
relationship is typically in the form of a straight line (linear regression)
that best approximates all the individual data points. Regression is often
used to determine how much specific factors such as the price of a
commodity, interest rates, particular industries or sectors influence the
price movement of an asset.

Beta coefficients

Beta is calculated using regression analysis, and you can think of beta as
the tendency of a security's returns to respond to swings in the market. A
beta of 1 indicates that the security's price will move with the market. A
beta of less than 1 means that the security will be less volatile than the
market. A beta of greater than 1 indicates that the security's price will be
more volatile than the market. For example, if a stock's beta is 1.2, it's
theoretically 20% more volatile than the market. Many utilities stocks
have a beta of less than 1. Conversely, most high-tech, Nasdag-based
stocks have a beta of greater than 1, offering the possibility of a higher
rate of return, but also posing more risk.

VALUATION OF SECURITIES

The investment process often requires the valuation of securities to
determine whether they are overpriced, underpriced, or correctly priced.
By comparing the value of a security with its market price, investors can
make informed decisions. Several valuation concepts are commonly used
in finance:

1. Book Value (BV)

Book Value is an accounting concept based on historical data from a
firm’s balance sheet. It represents the value of an asset as recorded in the
financial statements. For example:

e The BV of a debenture is its face value, as stated in the balance
sheet.

e The BV of an equity share is calculated by dividing the firm’s net
worth by the number of equity shares.
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2. Market Value (MV)

Market Value is the price at which an asset can be sold in the market. For
financial assets, it refers to the price quoted on a stock exchange. If a
security is not listed, its MV may not be available.

3. Going Concern Value (GV)

GV represents the value of a business as an operating entity. It reflects the
value a buyer would pay for the business based on its ability to generate
future sales and profits. GV may differ from MV or BV, as it depends on
future earnings potential and synergies.

4. Liquidation Value (LV)

LV is the net amount realized if all assets are sold and liabilities are paid
off. It represents the residual value available to shareholders. LV can be
uncertain and may even be zero if the firm’s liabilities exceed its assets.

5. Capitalized Value (CV)

CV is the present value of future cash flows from an asset, discounted at
the required rate of return. It is a key concept in valuing financial assets, as
it accounts for the time value of money.

Required Rate of Return

The required rate of return is the minimum return an investor expects from
a security. It consists of two components:

Risk-Free Rate (Ipn): The return on a risk-free investment.
Risk Premium (rp): Additional return required for bearing the risk
associated with the investment.

The required rate of return increases with higher risk, as investors demand
greater compensation for taking on additional uncertainty.

BASIC VALUATION MODEL

Basically, the valuation model can be presented in terms of the cash flows,
their timings and the required rate of return. The value of a security is
determined by discounting the expressed cash flows to their present value
at a discount rate commensurate with the risk-return prospective of the
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investor. So utilizing the present value technique, the value of financial
asset can be expressed as follows:

| Vo = [cfi/(1+K)'] + [cf/(1+K)%] +[cfi/(1+K)"] |

Where

vo = value of the security
cf = cash flows expected at the end of year i
k = appropriate discount rate and

n = expected life of the asset

Thus the value of a security is the sum of discounted values of expected
future cash inflows. For example, an investment is expected to provide an
annual cash flow of Rs.5000 p.m. for the next 5 years and the appropriate
discount rate for the risk associated with the investment is 15% the valve
of the investment may be found as follows:

Vo= 2" 5000/(1+.15)'
After going through the basic valuation model, the next step is to
understand the valuation of two basic financial assets, i.e. the bonds and
the shares.

BOND VALUATION
A bond is a debt instrument that promises periodic interest payments and

repayment of principal at maturity. Key terms in bond valuation include:

. Par Value: The face value of the bond (e.g., Rs. 100, Rs. 1,000).
. Coupon Rate: The interest rate paid on the bond’s par value.
. Maturity: The time until the bond’s principal is repaid.

The value of a bond is the present value of its future cash flows (interest
payments and redemption value):

Bo=Xii" Ii/(1+kq)' + RV/ (1+kg)"
By = value of bond at present
I; = Annual interest payment starting one year from now till the end of the

year n
RV = redemption repayment at the end of the year n
kq = appropriate discount rate.
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YIELD TO MATURITY (YTM)
YTM is the internal rate of return (IRR) of a bond if held until maturity. It
is the discount rate that equates the present value of future cash flows to
the bond’s current market price. YTM can be calculated using trial and
error or approximation methods.
A bond of Rs.10,000 bearing coupon rate 12% and redeemable in 8 years
at par is being traded at Rs.10,600. Find out the YTM of the bond.
Atky=12%
B, = 10000(at coupon rate = kg
This is less than the market price, so the kq is reduced to 10%

By = Rs.1200(PV AF ¢4 #sycar) + 10000(PAV 104 3y)
By = 1200(5.335) + 10000(0.467)
=Rs. 11072
By interpolating between 12% and 10%
Ka = 12% - (600/600+472)*2
=12% - 1.12
=10.88%
So, the YTM of the bond is 10.88%
A more practical alternative to this procedure to find out the YTM is the
approximate yield formula as given

| Approximate yield = [I + (RV- Bo/n)[/(RV+B)”

To continue with the same example, the YTM may be approximate with
the help of equation as follows:

YTM = [1200+(10000-10600)/8] / (10000+10600)/2

=10.92%

The approximate YTM is 10.92% and it is not significantly different from
10.88% calculated by the IRR methodology.

VALUATION OF PREFERENCE SHARES

Preference shares entitle shareholders to fixed dividends and, in some
cases, redemption value. The value of redeemable preference shares is the
present value of future dividends and redemption value:
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Redeemable preference share. The value of redeemable preference share
may be defined as the present value of the cash flows expected from the
company. The future cash flows associated with a redeemable preference
share are (i) the stream of future dividends at a fixed rate of dividend (ii)
the maturity payment at the time of redemption. These future cash flows
are discounted at an appropriate rate to find out the value of the
redeemable preference shares as follows:

Po = [da/(1+ko) T + [da/(1+Kp)°] -...... [dn/(1+ko)™+ [RV/(1+ks)"

Po=3i1" [di/(1+kp)'T + [da/(1+k,)"]

Where
Py  =Value of Preference Share

Di  =Annual Fixed Dividend
RV =Redemption Value of Preference Share

n = life of the preference share
k, = required rate of return of the preference shareholders

Irredeemable preference share: The value of irredeemable preference
share may be defined as the present value of the perpetuity of the fixed,
dividend on the preference shares. Symbolically, it may be defined as

P, = D/k,

Where

Py = value of the irredeemable preference share

D = fixed annual dividend

kp = required rate of return of preference shareholders

VALUATION OF EQUITY SHARES

Equity shares represent ownership in a company and entitle shareholders
to residual profits and assets. Valuation is based on expected future
dividends or earnings. Common models include:

The value of an equity share applying the basic valuation model may be
defined as equal to the present value of all future benefits which the share
is expected to provide in the form of dividend over the infinite period. The
future capital gain/loss on sale, if any, is ignored because theoretically
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speaking, what is sold is the right to all future subsequent dividends. So,
from valuation point of view only the infinite stream of dividends is
relevant.

The value of equity share is the sum of the present values of future cash
flows (in the form  of dividends) discounted at the required rate of return
of the investors. The valuation of equity shares may be ascertained with
the help of equation

[Po = [di/(1+ko)'] + [dof(1+k)] ... [d/(1+ko)"

Where
P, = value of the equity share
D; = expected dividend over the year

ke = required rate of return of the equity investors

The value of a share depends on the expected stream of dividends.
However, the future dividend from the company may show different
patterns. The company may pay dividends at a constant rate or otherwise.
This uncertainty regarding the pattern of dividend is what makes the
valuation of equity shares of a typical job. Three types of dividend pattern
could be assumed and valuation of equity share under all these three types
of patterns can be ascertained. These three assumptions of dividend
patterns are:

1. Zero growth in dividend or constant dividends,
2. Constant growth in dividend
3. Variable growth in dividends

Zero growth in dividend or constant dividends. This is the simplest type of
dividend pattern in which the dividend amount remains constant over
years. The dividend stream, therefore, is a long term annuity, or almost
perpetuity. Symbolically

The value of equity share under constant dividend assumption by dividing
yearly dividend by the required rate of return of equity investor as follows:

| Py= DIk
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Where
Py = value of equity share

D = annual constant dividend
ke = required rate of return of equity investor

This model requires no estimation of future dividends and no forecast of
future selling price and, therefore, is simple to operate. Dividend expected
at the end of the year 1 will have to find out the value of equity share. A
firm pays a dividend of 20% on equity share of face value of Rs. 100/-
each. Find out the value of equity share given that the dividend rate is
expected to remain same and the required rate of return of the investor is
15%.

Sol.  Inthis situation the following information is given :

ke=15%
D =20(.e., 20% of Rs. 100)
Therefore, P, = 20/15 [ 100 = Rs.133.33

Constant growth in dividends:-

The assumption is that the dividends will grow constantly at a rate, g,
every year. If a firm pays a dividend of D, at present then dividend at the
end of year 1 will be D ;i.e.,.Do (1+g) and dividend at the end of year 2
will be D, = Do (1+g) 2 ,and so on.

Therefore, dividend payable in any future year can be ascertained with
help of following

D, =D, (1+g)' Or, D;=D(1+g)

Under constant growth model, the value of a share will be found with the
help of equation

PO= Dl/ ke—g ..........

The Equation explains the current price P, in terms of expected dividends
at the end of year 1, Dy, the projected growth rate, g, and the expected rate
of return of investors , k.. Alternatively, the equation can be used to find
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out an estimate of k. from the given D;, P, and g as follows:

(ke =(Di/P,)+g

So, ke, which is also called the market capitalization rate is equal to the
dividend yield,

i.e.(Dy/ P,) plus the expected growth rate in dividends, g.

The valuation model given in equation is easy to compute and apply and
also recognizes the infinite stream of dividends with growth rate, g.
Suppose, a share having a face value of Rs. 100/- is expected to pay a
dividend of 12% at the end of year 1 and the growth rate of dividends is
estimated to be 3%. If investor has a required rate of return of 16% the
value of the equity share is:

P, =12/16-0.3
=Rs.92.30

The value of an equity share is positively correlated with growth rate and
negatively correlated with the required rate of return. Suppose, a firm is
expected to pay a dividend of Re. 1 which is expected to grow at growth
rate g annually. The value of the share under different growth rates and
different required rates of return have been summarized in table 1

Growth rate Required rate of return
10% 12% 14% 16%
2% 12.50 10.00 8.33 7.14
4% 16.67 12.50 10.00 8.13
6% 25.00 16.67 12.50 10.00
8% 50.00 25.00 16.67 12.50

The value given in table 1 reflects the sensitivity of the growth rate and
required rate of return. The higher the growth rate, higher will be the value
for a given required rate of return. Further, the higher the required rate of
return, lesser will be value for a given growth rate. The constant growth
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model is an extremely useful theoretical model to value the equity shares.

Variable Growth in Dividends.

The zero growth rate and constant growth rate assumptions of dividend
patterns are extreme assumptions. In a practical situation, the dividend
from a company may show one growth rate for few years, followed by
another growth rate for next few years and then yet another growth rate for
next few years, and so on. For example, for five years the growth rate in
dividends may be 2% then it may be 3% for next 5 years then it may stick
to 4% growth rate in infinitely. This means that the dividends will grow at
2% annually for years 1 to 5 at 3% annually for years 6 to 10 and at 4%
annually from the year 11onwards. Equation 12 takes care of such growth
situations to find out the value of the equity shares.

St [do (14207 (1+ke)] +nZics” [ds (142" (14ko)™] +Ziio"[do (1+25)" ' %(1+ke) ]

Where P, = value of equity share,
g1.g2 and g3 = different growth rates for different periods, and
ke = required rate of return of equity investors

To find out the value of equity shares under varying growth rates as per
Equation The following procedure may be adopted:

Step 1. Find the value of cash dividend at the end of each year during the
period over which the growth rate is changing. In the above eg., the
growth rate is changing over 10 years ( 2% growth rate for 1* five years &
3% growth rate for next 5 years).

Step2. Find out the present values of these cash dividends for different
years by discounting at the required rate of return, k.. For this purpose,
the cash dividend is to be multiplied by the respective discounting factor
to find out the present value. Add up all these present values.

Step 3. Find out the value of the equity share at the end of the last year of
the varying growth period, i.e., the 10" year as follows:

Pio=Di/ke—g3
This value Pjgrepresents the present value of all expected dividends from
year 10 onwards at a constant growth rate in dividends, gs. Find out the
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present value of this year by discounting to period 0.

Step 4. Sum of the figures arrived in steps no.2& 3 is the value of the equity

share. If there

Are more breaks in the growth rates, then the similar procedure may be

adopted.

A firm is paying a dividend of Rs. 1.50 per share. The rate of dividend is
expected to grow at 10% for next 3 years and 5% thereafter infinitely. Find
out the value of the share given that the required rate of return of the

investor is 15%.

Sol.

For this situation following information is available :

ke=15%

g1 = 10% (for 3 years)

D, =Rs.1.53

calculated as follows:

2> = 5% (infinitely) Now, the value may be

End of year | Dividend PVF(15%, n) PV(Rs.)
Amt(Rs.)
1 1.65 .87 1.44
2 1.82 756 1.38
3 2.00 .658 1.32
Total 4.14

Rs.4.14 is the present value of dividends expected from the company for

the first 3 years. The value of equity shares at the end of year 3 will be as

follows:

P; = D3(1+g)/ke—g
P3; =2(1.05)/15-0.05
=Rs.21

The value of the share at the end of the 3 years will be Rs. 21. Present value

of Rs. 21 is

= Rs. 21*(PVF15%,3y)
=Rs. 21 * (0.658
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=Rs. 13.82
The value of the share at present is Rs. 4.14 + 13.82 i.e. Rs. 17.96

Valuation of share currently not paying dividends there may be numerous
cases where the firm is not able to pay any dividend on equity shares
because of insufficient profits during early years or gestation period or
otherwise. Sum of the form may not like to pay early dividends because
they require funds for growth purposes. The dividend models discussed
above can take care of this type of situations also. For example, a firm is
not expected to pay any dividend for 1% 3 years but thereafter will be
paying a dividend of Rs. 2 growing at 10% p.a. forever. The value of the
share, given the required rate of return can be calculated as follows:

As per the constant growth rate model, the value of the share at the end of
year 3 Will be

P3 = D4/ke—g
=2/15-10
=Rs.40

Now , this is the value of the share at the end of year 3. This value should
now be discounted at 15% to find out the present value.

Py = P3 * (PVF,59:3y)
= Rs.40 (0.658)
=Rs.26.32

So, the value of the share is Rs.26.32
VALUATION OF EQUITY SHARES BASED ON EARNINGS

Some firms have extensive growth opportunities and require funds to take
up new projects. So these firms may retain profits (wholly or partially).This
reduce the amount of dividends to the shareholders. The retained earnings
are reinvested internally to generate higher profits in future. Investor are
willing to forego cash dividends today in exchange for higher earnings and
expectation of higher dividends in future. The value of an equity share in
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such a case, may be determined on the basis of the earnings of the firm. The
earnings of the firm may be expressed as earnings as per share(EPS) which
is ascertained from the accounting information of the firm. There are
different approaches to find out the value of the equity share on the basis of
the earnings of the firm. These include Gordon valuation model, Walter’s
Model, the P/E ratio approach and the explicit resale price model. This
valuation model presupposes that earnings of the firm are either distributed
among the shareholders or are reinvested within the business. The growth in
dividends in future would therefore depend upon the profits retained and
the rate of return on these retained profits. The golden valuation model can
be represented as follows:

Po = EPS; (1-b)/ k. — br

Where P, = price of a share
EPS, = EPS at the end of year 1
‘b = retention rate, i.e., % of earnings being retained
r = rate of return on reinvestments, i.e., ROI
ke = required rate of return of the equity investors.

Walter’s Model — The walter’s model supports the view that the market
price of a share is the sum of (i) present value of an infinite stream of
dividends, and (ii) present value of an infinte stream of returns from
retained earnings. The investors will evaluate the retention of earnings
resulting in lesser dividends, in the light of(a) the rate of return, r, earned
by the company on these retained earnings, and (b) the opportunity cost of
equity investors, ke . Depending upon the relationship between r and ke,
the investors will value the expected capital gains and will thus value the
share. The Walter’s Model can be presented as follows:

P = [D/ k¢] + (ke/r)(E-D)/ ke

Price earnings ratio (P/E ratio):- The P/E ratio is the most common earnings
valuations Model. The P/E ratio between the price of a share & it is EPS.
For eg., if a share whose EPS is Rs. 10 is having market price of Rs.250,
then its P/E ratio is 250/10 =25. it means that the mp of the share is 25
times that of the EPS. As per P/E ratio approach the value of the share is
expressed as
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Value = EPS * P/E ratio

But there is a question as to how to estimate / forecast the P/E ratio? One
method is to estimate the P/e ratio of the similar type of a company or the
industry as a whole. Then those estimate may be further adjusted in the
light of characteristics and features of the particular firm and its share. The
P/E ratio before being applied to a particular case, to find out the value of
the share may be analyzed for the risk involved in the firm, in the share,
growth prospects of the firm stability of earnings of the firm, etc. the higher
the growth prospects of the firm and stability of a dividend, larger would be
the P/e ratio. Similarly, higher the risk of firm, lower would be P/E ratio.

The P/E ratio as the basis of valuation of share has been quite common and
is often used in business dailies and generals. The share quotations are often
supplemented with the P/E ratios. It may be observed that some companies
have very high P/E ratios while others have a low P/E ratio. The share price
at any particular point of time reflects investor’s expectation of future
operating and investment performance of the firm. The shares of the
growing firm shall act very high P/E ratio because investors are willing to
pay a higher price now for expected higher returns in future.

VALUATION OF THE RIGHT

The right offering are planned in such a way that it gives ‘rights’ a resale
value or a benefit to the existing shareholders. This is accomplished by
setting the opportunity it provides to purchase the share at a price less than
the market price. The value of the right should be same if the share is being
sold or purchase cum right. The value of right may be calculated as follows:

V,=MP, — OP/ Ny + N,

Where V, = value ofright

MP,, -cum-right market price
OP=n offer price

N, = existing number of shares

N> = number of new share offered.
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To continue with the above example, the value of the right is V, = 32-
20/5+1=Rs.2

If a share is traded as ex-right, i.e., the value of the right is no longer

included in the market price is expected to drop by the value of the right,

the market value of the share trading as ex-right may be ascertained as

follows:

MPgr= MPcr-Vr
= Rs.32-2=Rs.30

The value of right when the share is trafing ex-right, i.e., Vgr may be
ascertained as follows:

Vir = MPgr — OP/Nj

In the above case the value of the right based on ex-right price is:
Vg=32-20/6 =Rs.2

So, the value of the right is the same weather the equity share is being

traded at cum-right basis or ex-right basis

DURATION OF BONDS

Duration measures the sensitivity of a bond’s price to changes in interest
rates. It is the weighted average time until cash flows are received. Key
rules include:

e The duration of a zero-coupon bond equals its maturity.

e Duration increases with lower coupon rates and longer maturities.

e Duration decreases with higher yields.
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CHAPTER - 11

SECURITIES MARKET IN INDIA

Corporate and government securities are key investment avenues for
savers, traded in the securities market. Portfolio creation and revision
involve buying and selling these securities, making an understanding of
the securities market essential for effective portfolio management. This
lesson provides an overview of the functioning and organization of the
securities market in India.

FINANCIAL MARKET

A market is a mechanism for buying and selling goods, whether physical
or financial. In a financial market, the commodity exchanged is financial
assets like securities, rather than physical goods. Financial markets
facilitate the transfer of funds between surplus units (savers) and deficit
units (borrowers). This transfer occurs through the creation and exchange
of financial assets like shares, bonds, and debentures.

For example:
e When an individual invests in a fixed deposit, the bank issues a receipt,
representing a financial asset.
e When a company issues shares to raise capital, investors receive share
certificates, another form of financial asset.

The system through which financial assets are created and exchanged is
called the financial market. When the assets traded are corporate or
government securities, the market is referred to as the securities market.

SEGMENTS OF THE FINANCIAL MARKET

The financial market is broadly divided into two segments based on the
maturity period of securities:

Money Market

The money market is a segment of the financial market that deals with the
trading of short-term debt instruments. These instruments typically have a
maturity period of one year or less. The primary purpose of the money
market is to provide liquidity and facilitate the management of short-term
funding needs for businesses, governments, and financial institutions.

39



Common instruments traded in the money market include Treasury bills
(T-bills), commercial paper, certificates of deposit (CDs), and repurchase
agreements (repos). For example, a corporation might issue commercial
paper to raise funds for its immediate operational needs, such as
purchasing inventory or paying short-term liabilities. The money market is
crucial for maintaining the liquidity in the financial system, allowing
entities to manage their short-term cash flow requirements efficiently. It
also offers a relatively safe investment option for investors looking for
low-risk, short-term returns.

Capital Market

The capital market, on the other hand, deals with long-term securities that
have a maturity period of more than one year. This market is essential for
raising long-term funds for businesses, governments, and other entities.
The capital market includes both the equity market, where stocks are
traded, and the debt market, where bonds and debentures are issued. For
instance, a company might issue equity shares to raise capital for
expanding its operations or invest in new projects. Similarly, governments
might issue long-term bonds to fund infrastructure projects. The capital
market plays a vital role in the economy by channeling savings and
investments into productive uses, fostering economic growth and
development. It also provides investors with opportunities to earn higher
returns over the long term, albeit with higher risk compared to the money
market. The capital market is divided into two main segments: the primary
market, where new securities are issued, and the secondary market, where
existing securities are traded among investors. Both the money market and
capital market are integral components of the financial system, each
serving distinct but complementary roles. While the money market focuses
on short-term liquidity and funding needs, the capital market is geared
towards long-term investment and growth. Together, they ensure the
efficient allocation of financial resources across the economy.

TYPES OF FINANCIAL MARKET

The financial market can also be classified based on the nature of
securities traded:

Primary Market: The primary market, often referred to as the new issues
market, is where companies and governments raise capital by issuing new
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securities directly to investors. This market is crucial for the initial sale of
stocks, bonds, debentures, and other financial instruments. When a
company decides to raise funds for expansion, debt repayment, or other
corporate activities, it can issue new shares or bonds in the primary
market. For example, an Initial Public Offering (IPO) is a common
method through which a private company goes public by offering its
shares to the general public for the first time. The primary market
facilitates the transfer of funds from savers (investors) to borrowers
(companies or governments), enabling the latter to finance their operations
and growth initiatives. The pricing of securities in the primary market is
typically determined through a process involving underwriters, who assess
the company's value and market conditions to set an appropriate price.
Once the securities are issued, they can be traded in the secondary market.
The primary market plays a vital role in the economy by providing a
mechanism for capital formation and enabling businesses to access the
funds they need for development and innovation.

Secondary Market

The secondary market, also known as the stock market, is where already-
issued securities are traded among investors. Unlike the primary market,
where securities are sold for the first time, the secondary market involves
the buying and selling of existing securities. Stock exchanges like the New
York Stock Exchange (NYSE) and NASDAQ are the primary platforms
for these transactions. In the secondary market, investors trade securities
without the involvement of the issuing companies. For example, if an
investor purchases shares of a company through an IPO in the primary
market, they can later sell those shares to another investor in the secondary
market. The secondary market provides liquidity to investors, allowing
them to convert their investments into cash relatively quickly. It also helps
in price discovery, where the forces of supply and demand determine the
market price of securities. The secondary market is essential for the
functioning of the financial system as it ensures continuous trading, which
enhances market efficiency and transparency. It also offers investors the
flexibility to adjust their portfolios according to changing market
conditions and investment goals. Together, the primary and secondary
markets form the backbone of the financial ecosystem, facilitating capital
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formation and providing investment opportunities to a wide range of
participants.

PARTICIPANTS IN THE FINANCIAL MARKET
The financial market involves various participants:
1. Investors and Issuers:

Investors and issuers are the primary participants in the financial market,
playing a crucial role in the flow of capital. Investors are individuals or
institutions that allocate capital with the expectation of earning a return.
They can be categorized into retail investors (individuals) and institutional
investors (such as pension funds, hedge funds, and insurance companies).
Investors purchase securities like stocks, bonds, and mutual funds to grow
their wealth, generate income, or diversify their portfolios. On the other
hand, issuers are entities that offer securities to raise funds for various
purposes, such as expanding operations, funding projects, or paying off
debt. Issuers can include corporations, governments, and municipalities.
For example, a company might issue shares through an initial public
offering (IPO) to raise capital from the public, while a government might
issue bonds to finance infrastructure projects. The interaction between
investors and issuers forms the backbone of the financial market, enabling
the efficient allocation of resources in the economy.

2. Financial Intermediaries:

Financial intermediaries are institutions that act as middlemen between
savers (investors) and borrowers (issuers), facilitating the flow of funds in
the financial system. These intermediaries include banks, insurance
companies, mutual funds, pension funds, and non-banking financial
companies (NBFCs). Banks, for instance, accept deposits from individuals
and businesses and lend these funds to borrowers, earning interest in the
process. Insurance companies collect premiums from policyholders and
invest these funds in various securities, providing financial protection and
returns. Mutual funds pool money from multiple investors to invest in a
diversified portfolio of stocks, bonds, or other assets, offering investors
access to professional management and diversification. Financial
intermediaries play a critical role in reducing information asymmetry,
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managing risk, and ensuring liquidity in the market. By channeling funds
from those with surplus capital to those in need, they contribute to
economic growth and stability.

3. Brokers and Dealers:

Brokers and dealers are key players in the financial market, facilitating the
buying and selling of securities. Brokers act as agents for investors,
executing trades on their behalf in exchange for a commission or fee. They
do not own the securities but connect buyers and sellers, ensuring smooth
transactions. Examples include stockbrokers and online trading platforms.
Dealers, on the other hand, trade securities on their own account, buying
and selling from their inventory. They profit from the bid-ask spread,
which is the difference between the price at which they buy and sell
securities. Market makers, a type of dealer, provide liquidity by
continuously quoting buy and sell prices for securities. Brokers and
dealers are essential for maintaining market efficiency, ensuring that
securities can be bought and sold quickly and at fair prices. They also help
in price discovery, where the forces of supply and demand determine the
market price of securities.

4. Regulatory Authorities:

Regulatory authorities are government or independent bodies responsible
for overseeing and regulating the financial markets to ensure transparency,
fairness, and stability. In India, key regulatory bodies include the Reserve
Bank of India (RBI) and the Securities and Exchange Board of India
(SEBI). The RBI regulates the banking sector, manages monetary policy,
and ensures financial stability. It oversees functions such as interest rate
setting, currency issuance, and supervision of banks and NBFCs. SEBI, on
the other hand, regulates the securities market, protecting investor interests
and promoting market development. It enforces rules related to stock
exchanges, brokers, issuers, and other market participants. Regulatory
authorities also work to prevent fraudulent activities, insider trading, and
market manipulation. By maintaining a robust regulatory framework, these
bodies foster investor confidence, ensure market integrity, and support the
overall growth of the financial system.
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REGULATORY ENVIRONMENT

The financial market operates within a regulatory framework to ensure
transparency and protect investors. In India, key regulatory bodies include:

1. Ministry of Finance

The Ministry of Finance is a central government body responsible for
formulating and overseeing the financial and economic policies of a
country. In India, the Ministry of Finance plays a pivotal role in managing
the nation's fiscal affairs, including taxation, public expenditure, and
economic planning. It is divided into several departments, such as the
Department of Economic Affairs, Department of Revenue, and
Department of Financial Services, each focusing on specific aspects of
financial governance. The ministry prepares the annual Union Budget,
which outlines the government's revenue and expenditure plans for the
upcoming fiscal year. It also formulates policies related to direct and
indirect taxes, foreign investment, and public debt management.
Additionally, the Ministry of Finance works closely with regulatory bodies
like the Reserve Bank of India (RBI) and the Securities and Exchange
Board of India (SEBI) to ensure coordination between fiscal and monetary
policies. By overseeing financial policies, the ministry aims to promote
economic growth, maintain fiscal discipline, and ensure the stability of the
financial system.

2. Reserve Bank of India (RBI)

The Reserve Bank of India (RBI) is the central bank of India and the
primary regulator of the country's monetary and banking systems.
Established in 1935, the RBI plays a critical role in maintaining financial
stability and economic growth. Its key functions include regulating the
money supply, controlling inflation, and managing interest rates through
monetary policy tools such as the repo rate, reverse repo rate, and cash
reserve ratio (CRR). The RBI also supervises and regulates banks and
non-banking financial companies (NBFCs) to ensure the stability of the
banking sector. It acts as the banker to the government, managing its
accounts and facilitating public debt operations. Additionally, the RBI is
responsible for issuing currency, managing foreign exchange reserves, and
overseeing payment and settlement systems. By maintaining a balance
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between economic growth and price stability, the RBI ensures the smooth
functioning of the financial system and fosters confidence among
investors and the public.

3. Securities and Exchange Board of India (SEBI)

The Securities and Exchange Board of India (SEBI) is the regulatory
authority responsible for overseeing the securities market in India.
Established in 1988 and given statutory powers in 1992, SEBI's primary
objective is to protect the interests of investors and promote the
development of the securities market. It regulates stock exchanges,
brokers, mutual funds, and other market intermediaries to ensure fair and
transparent trading practices. SEBI enforces rules to prevent fraudulent
activities, insider trading, and market manipulation. It also oversees the
issuance and trading of securities, including stocks, bonds, and
derivatives, ensuring that companies comply with disclosure and
governance standards. SEBI plays a crucial role in enhancing investor
confidence by promoting transparency, accountability, and efficiency in
the securities market. Additionally, it educates investors and encourages
the adoption of new technologies to improve market infrastructure.
Through its regulatory framework, SEBI contributes to the growth and
stability of India's capital markets.

PRIMARY MARKET/NEW ISSUES MARKET

The primary market is where new securities are issued and sold to
investors for the first time. It plays a crucial role in capital formation by
mobilizing savings for productive investments. The primary market
performs three key functions:

1. Origination

Origination is the initial and foundational stage in the process of issuing
new securities, where the feasibility of the new issue is thoroughly
assessed. This phase involves evaluating critical factors such as timing, the
type of security to be issued, and its pricing. The issuer, often a
corporation or government entity, collaborates with investment bankers,
financial advisors, or underwriters to analyze market conditions, investor
demand, and regulatory requirements. Timing is a crucial consideration, as
the success of the issue often depends on launching it during favorable
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market conditions, such as periods of economic stability or bullish market
trends. The type of security—whether equity (stocks), debt (bonds), or
hybrid instruments—is determined based on the issuer's financial needs,
risk appetite, and market preferences. For instance, a company looking to
raise capital without diluting ownership might opt for debt instruments,
while another seeking long-term growth capital might choose equity.
Pricing is another critical aspect, as it must strike a balance between
attracting investors and ensuring the issuer raises the required funds. In the
case of an initial public offering (IPO), pricing is often determined through
methods like book-building, where investor demand is gauged to set an
optimal price. Additionally, origination involves preparing essential
documentation, such as the prospectus, which provides detailed
information about the issuer, the securities, and the risks involved. This
stage sets the groundwork for a successful issuance and requires
meticulous planning, analysis, and coordination.

2. Underwriting

Underwriting is a critical step in the issuance process, where financial
intermediaries, typically investment banks or underwriters, guarantee the
sale of securities to ensure full subscription. This process provides issuers
with the assurance that they will raise the required capital, even if market
demand falls short. Underwriters commit to purchasing any unsold
securities, thereby assuming the risk of the issuance. There are several
types of underwriting arrangements, including firm commitment (where
the underwriter buys the entire issue and resells it to the public), best
efforts (where the underwriter sells the securities on behalf of the issuer
without guaranteeing full subscription), and standby underwriting (used in
rights issues to ensure any unsubscribed shares are purchased).
Underwriters also play a key role in determining the initial offering price,
conducting due diligence, and ensuring compliance with regulatory
requirements. In return for their services, underwriters charge a fee,
known as the underwriting spread, which is the difference between the
price paid to the issuer and the price at which the securities are sold to the
public. By mitigating the issuer's risk, underwriting ensures the smooth
execution of the issuance process and enhances investor confidence. It
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also helps in building credibility for the issuer, especially in the case of
first-time offerings.

3. Distribution

Distribution is the final and most visible stage of the issuance process,
where the securities are marketed and sold to investors. This phase
involves a coordinated effort between the issuer, underwriters, and other
intermediaries to ensure widespread dissemination and successful
subscription. The underwriters or a syndicate of financial institutions take
the lead in marketing the securities through various channels, such as road
shows, investor presentations, and media campaigns. These efforts aim to
generate interest and awareness among potential investors, including
institutional investors (such as mutual funds, pension funds, and insurance
companies) and retail investors. The distribution process also involves
allocating the securities to investors, which may be done on a pro-rata
basis in cases of oversubscription. For example, in an IPO, shares are
allocated to institutional and retail investors based on predefined criteria.
Once the securities are sold, they are listed on a stock exchange, enabling
secondary market trading. Effective distribution ensures that the issuer
raises the desired capital while providing investors with access to new
investment opportunities. This stage is critical for the success of the
issuance, as it directly impacts the liquidity and market perception of the
securities. A well-executed distribution strategy not only ensures the
success of the current issue but also enhances the issuer's reputation for
future offerings.

METHODS OF FLOATING NEW ISSUES
Companies can raise capital in the primary market through:
1. Public Issue

A public issue is a method of raising capital where securities, such as
stocks or bonds, are sold directly to the general public through a
prospectus. This is one of the most common ways for companies to raise
funds, especially when they are going public for the first time through an
Initial Public Offering (IPO). The process begins with the preparation of a
detailed prospectus, which provides comprehensive information about the
company, its financial performance, the purpose of the issue, and the risks

47



involved. The prospectus is filed with regulatory authorities, such as the
Securities and Exchange Board of India (SEBI), for approval. Once
approved, the securities are marketed to potential investors through
advertisements, roadshows, and other promotional activities. The pricing
of the securities can be determined through a fixed-price method or a
book-building process, where investor demand is assessed to set an
optimal price. Public issues are typically underwritten by investment
banks to ensure full subscription. This method allows companies to raise
large amounts of capital and provides liquidity to the securities by listing
them on stock exchanges. However, it also involves significant regulatory
compliance, disclosure requirements, and costs, making it a complex and
time-consuming process.

2. Rights Issue

A rights issue is a method of raising capital where a company offers new
shares to its existing shareholders in proportion to their current holdings.
This approach allows shareholders to maintain their proportional
ownership in the company by giving them the "right" to purchase
additional shares at a discounted price, usually lower than the market
price. The rights issue is typically used when a company needs to raise
funds for expansion, debt repayment, or other corporate purposes without
diluting the ownership of existing shareholders. The process involves
issuing a rights offer letter to shareholders, detailing the number of shares
they are entitled to purchase, the price, and the deadline for exercising
their rights. Shareholders can choose to exercise their rights, sell them in
the open market, or let them expire. Rights issues are generally quicker
and less expensive than public issues, as they involve fewer regulatory
requirements and marketing costs. However, they may not be suitable for
raising large amounts of capital, as the success of the issue depends on the
willingness of existing shareholders to participate. Additionally, if
shareholders do not fully subscribe to the issue, the company may need to
arrange for underwriting to ensure the required funds are raised.

3. Private Placement

Private placement is a method of raising capital where securities are sold
to a select group of institutional investors, such as mutual funds, insurance
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companies, pension funds, or high-net-worth individuals, rather than the
general public. This approach is often used by companies that need to
raise funds quickly or prefer to avoid the regulatory complexities and costs
associated with public issues. Private placements are typically conducted
through direct negotiations between the issuer and the investors, and the
terms of the offering, including the price and quantity of securities, are
customized to meet the needs of both parties. Since private placements are
not offered to the public, they are exempt from many of the stringent
disclosure and regulatory requirements that apply to public issues. This
makes the process faster, more flexible, and less expensive. However,
private placements often involve higher costs of capital for the issuer, as
investors may demand a higher return for taking on the additional risk
associated with less liquid securities. Additionally, the securities issued
through private placement are usually subject to restrictions on resale,
limiting their liquidity. Despite these drawbacks, private placement is a
popular method for raising capital, especially for small and medium-sized
enterprises (SMEs) and companies in niche industries.

BOOK BUILDING

Book building is a process of price discovery where the issue price of
securities is determined based on investor demand. It involves:

1. Appointing a Merchant Banker as the Book Runner

The first step in the book-building process is appointing a merchant
banker to act as the book runner. The book runner plays a pivotal role in
managing the entire issuance process, from planning to execution. The
merchant banker, often a leading investment bank or financial institution,
is responsible for conducting due diligence, preparing the draft prospectus,
and ensuring compliance with regulatory requirements. The book runner
also advises the issuer on the appropriate price band for the securities,
which 1is the range within which investors can place their bids.
Additionally, the book runner coordinates with other intermediaries, such
as underwriters, legal advisors, and auditors, to ensure a smooth issuance
process. The appointment of a reputable merchant banker is crucial, as
their expertise and market reputation can significantly influence investor
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confidence and the success of the issue. The book runner also oversees the
marketing and distribution of the securities, organizing road shows and
investor presentations to generate interest and awareness. By acting as the
central point of contact, the book runner ensures that the issuance process
is well-organized, transparent, and efficient.

2. Collecting Bids from Investors Within a Price Band

Once the price band is determined, the book runner opens the bidding
process, allowing investors to submit their bids within the specified range.
The price band is typically set after careful analysis of market conditions,
investor appetite, and the issuer's financials. During the bidding period,
which usually lasts for a few days, institutional and retail investors can
place their bids electronically through the stock exchange platform or
other designated channels. Institutional investors, such as mutual funds,
insurance companies, and foreign institutional investors (FIIs), often
participate in this process, as do retail investors. Each bid includes the
number of securities the investor wishes to purchase and the price they are
willing to pay within the price band. The book runner collects and
aggregates these bids, creating a demand curve that reflects the quantity of
securities demanded at various price levels. This process helps in gauging
investor sentiment and determining the optimal price for the securities.
The transparency and competitiveness of the bidding process ensure that
the final issue price reflects true market demand, making it fair for both
the issuer and the investors.

3. Determining the Final Issue Price Based on the Bids Received

After the bidding period closes, the book runner analyzes the bids to
determine the final issue price. This price is set based on the demand curve
generated during the bidding process, ensuring that it maximizes the funds
raised for the issuer while remaining attractive to investors. The final issue
price is typically the price at which the maximum number of securities can
be sold, also known as the cutoff price. In some cases, the issuer may
decide to price the issue at a premium or discount to the cutoff price,
depending on strategic considerations. Once the final price is determined,
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the book runner allocates the securities to successful bidders, prioritizing
those who bid at or above the cutoff price. Institutional investors often
receive a significant portion of the allocation due to their large bid sizes
and long-term investment horizons. The final issue price is then
announced, and the securities are listed on the stock exchange, enabling
secondary market trading. This method of price discovery ensures that the
issue price is market-driven, transparent, and fair, enhancing investor
confidence and the overall success of the issuance. The book-building
process, with its emphasis on market feedback and investor participation,
is widely regarded as an efficient and equitable method for pricing
securities.

ROLE OF THE PRIMARY MARKET

The primary market plays a crucial role in the financial system by
enabling companies, governments, and other entities to raise fresh capital
for their operations, expansion, and long-term projects. It serves as a
platform where new securities, such as stocks, bonds, and debentures, are
issued and sold to investors for the first time. By channeling savings from
individuals and institutions into productive investments, the primary
market facilitates economic growth and development. For businesses, it
provides an avenue to fund innovation, infrastructure, and other capital-
intensive projects without relying solely on debt. Governments also use
the primary market to raise funds for public welfare projects, such as
building infrastructure or managing fiscal deficits. The primary market is
particularly important for startups and growing companies, as it allows
them to access capital through mechanisms like Initial Public Offerings
(IPOs) and follow-on public offerings (FPOs). By connecting issuers with
investors, the primary market ensures the efficient allocation of resources
in the economy, fostering entrepreneurship, job creation, and overall
economic progress.

REGULATION OF THE PRIMARY MARKET

The primary market is tightly regulated to ensure transparency, fairness,
and investor protection. In India, the Securities and Exchange Board of
India (SEBI) 1is the primary regulatory authority overseeing the
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functioning of the primary market. SEBI enforces stringent guidelines to
safeguard investor interests and maintain market integrity. Companies
issuing securities must comply with SEBI's disclosure requirements,
which mandate the preparation of a detailed prospectus containing
information about the issuer's financial health, business model, risk
factors, and the purpose of the issue. SEBI also regulates the pricing of
securities, ensuring that it is fair and based on market demand, particularly
in the case of book-built issues. Additionally, SEBI oversees the
underwriting process, ensuring that underwriters fulfill their obligations to
guarantee the success of the issue. The regulator also monitors the role of
intermediaries, such as merchant bankers and brokers, to prevent
malpractices like insider trading and market manipulation. By maintaining
a robust regulatory framework, SEBI fosters investor confidence,
promotes market efficiency, and ensures that the primary market remains a
reliable source of capital for issuers.

SECONDARY MARKET/STOCK EXCHANGES

The secondary market, also known as the stock market, is where already-
issued securities are traded among investors. Unlike the primary market,
where securities are issued for the first time, the secondary market
provides liquidity by allowing investors to buy and sell existing securities.
Stock exchanges, such as the Bombay Stock Exchange (BSE) and the
National Stock Exchange (NSE) in India, are the key platforms for
secondary market transactions. These exchanges operate as organized
marketplaces where buyers and sellers come together to trade securities at
prices determined by supply and demand. The secondary market plays a
vital role in price discovery, as the continuous trading of securities reflects
their real-time value based on market sentiment, economic conditions, and
company performance. It also provides investors with an exit route,
enabling them to convert their investments into cash when needed. The
secondary market is essential for maintaining market efficiency, as it
ensures that securities are fairly priced and readily tradable. Additionally,
it supports the primary market by enhancing the attractiveness of newly
issued securities, as investors are assured of liquidity in the secondary
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market. Overall, the secondary market is a cornerstone of the financial
system, promoting transparency, liquidity, and investor participation.

FUNCTIONS OF STOCK EXCHANGES
1. Marketplace for Securities

Stock exchanges serve as organized marketplaces where buyers and sellers
come together to trade securities such as stocks, bonds, and derivatives.
They provide a structured and regulated environment that ensures fair and
transparent transactions. Stock exchanges operate during specific trading
hours and use advanced electronic trading systems to match buy and sell
orders efficiently. For example, in India, the Bombay Stock Exchange
(BSE) and the National Stock Exchange (NSE) use automated systems to
facilitate real-time trading. By offering a centralized platform, stock
exchanges eliminate the need for investors to search for counterparties,
making the trading process seamless and efficient. This function of stock
exchanges is critical for maintaining market activity, as it ensures that
securities can be traded continuously, providing investors with
opportunities to enter or exit positions at any time during market hours.
The marketplace function also fosters competition, as the presence of
multiple buyers and sellers helps in achieving fair pricing.

2. Liquidity

One of the most important functions of stock exchanges is to provide
liquidity to investors. Liquidity refers to the ease with which securities can
be bought or sold in the market without significantly affecting their price.
Stock exchanges ensure liquidity by bringing together a large number of
buyers and sellers, creating a vibrant marketplace where transactions can
occur quickly and efficiently. This liquidity is crucial for investors, as it
allows them to convert their investments into cash whenever needed,
providing flexibility and reducing the risk of holding illiquid assets. For
example, an investor holding shares of a company listed on the NSE can
sell them almost instantly during trading hours. High liquidity also attracts
more participants to the market, as investors are confident that they can
enter or exit positions without difficulty. By providing liquidity, stock
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exchanges play a vital role in enhancing investor confidence and
promoting active participation in the financial markets.

3. Valuation

Stock exchanges play a key role in determining the market price of
securities through the process of price discovery. The price of a security
on a stock exchange is determined by the forces of supply and demand,
reflecting the collective judgment of market participants about its value.
Buyers and sellers place bids and offers, and the exchange matches these
orders to establish the prevailing market price. This price is influenced by
various factors, including the financial performance of the issuer, market
sentiment, economic conditions, and global trends. For instance, if a
company reports strong earnings, the demand for its shares may increase,
driving up the price. Conversely, negative news can lead to a decline in
price. The valuation function of stock exchanges ensures that securities are
priced fairly and transparently, providing investors with accurate
information to make informed decisions. This process also helps
companies gauge their market value, which can influence their strategic
decisions, such as raising additional capital or pursuing mergers and
acquisitions.

4. Economic Indicator

Stock exchanges serve as barometers of the overall health of the economy,
reflecting the performance of businesses and investor sentiment. Stock
market indices, such as the S&P BSE Sensex and the NSE Nifty 50 in
India, track the performance of a selected group of stocks and provide
insights into market trends. These indices are widely used as indicators of
economic activity, as they aggregate the performance of key companies
across various sectors. A rising stock market index often signals economic
growth, optimism, and increased corporate profitability, while a declining
index may indicate economic slowdown or uncertainty. Policymakers,
investors, and analysts closely monitor stock market indices to assess the
state of the economy and make informed decisions. For example, a strong
performance of the Sensex may encourage foreign investors to invest in
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Indian markets, boosting capital inflows. By acting as economic
indicators, stock exchanges provide valuable information that helps
stakeholders understand and respond to changing economic conditions.

STOCK MARKET IN INDIA

India’s securities market has undergone significant transformation over the
years, evolving into one of the most dynamic and technologically
advanced markets in the world. The establishment of the Bombay Stock
Exchange (BSE) in 1875 marked the beginning of organized trading in
India, making it Asia’s oldest stock exchange. However, the real
transformation came with the establishment of the National Stock
Exchange (NSE) in 1994, which introduced fully automated electronic
trading, replacing the traditional open outcry system. The introduction of
dematerialization, where securities are held in electronic form, further
enhanced market efficiency, reduced paperwork, and minimized the risk
of fraud. These advancements have made the Indian stock market more
transparent, accessible, and investor-friendly. Today, the BSE and NSE
are the two largest stock exchanges in India, accounting for the majority of
trading activity. The Indian stock market plays a crucial role in mobilizing
savings, channeling investments, and supporting economic growth. It has
also attracted significant foreign investment, making it an integral part of
the global financial system.

Over the Counter Exchange of India (OTCEI)

The Over the Counter Exchange of India (OTCEI) was established in 1992
to provide a transparent and efficient trading platform for small and
medium enterprises (SMEs). Unlike traditional stock exchanges, OTCEI
introduced screen-based trading and market-making, allowing investors to
trade securities electronically. The exchange aimed to address the
challenges faced by smaller companies in accessing capital markets, such
as high listing costs and lack of visibility. OTCEI’s market-making system
ensured liquidity by designating specific market makers who continuously
quoted buy and sell prices for listed securities. Despite its innovative
approach, OTCEI struggled to gain traction due to competition from larger
exchanges like BSE and NSE, as well as limited investor awareness. Over
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time, trading activity on OTCEI declined, and it was eventually merged
with the BSE in 2015. However, OTCEI’s introduction of screen-based
trading and market-making laid the groundwork for future innovations in
the Indian securities market.

National Stock Exchange (NSE)

The National Stock Exchange (NSE), established in 1994, revolutionized
the Indian stock market with its fully automated trading system. It was the
first exchange in India to introduce electronic trading, replacing the
traditional open outcry system and significantly improving market
efficiency. NSE’s innovations, such as dematerialization of securities,
rolling settlements, and electronic fund transfers, have set new standards
for transparency and reliability. The exchange introduced the Nifty 50
index, which tracks the performance of 50 large-cap companies and serves
as a benchmark for the Indian equity market. NSE’s advanced trading
infrastructure, coupled with its focus on investor protection and market
integrity, has made it the largest stock exchange in India in terms of
trading volume. It has also played a key role in attracting foreign
institutional investors (FIIs) and integrating India’s capital markets with
global financial systems. NSE’s success has inspired other exchanges
worldwide to adopt similar technological and operational practices.

Inter-Connected Stock Exchange (ISE)

The Inter-Connected Stock Exchange (ISE) was established in 1998 with
the aim of integrating regional stock exchanges and providing a national
trading platform. It sought to address the limitations of regional
exchanges, such as low liquidity and limited access to investors. ISE
allowed members of regional exchanges to trade on a unified platform,
expanding their reach and improving market efficiency. However, despite
its innovative concept, ISE struggled to compete with the dominance of
BSE and NSE, which had already established themselves as the leading
stock exchanges in India. The lack of sufficient trading activity and
investor participation limited ISE’s growth, and it was unable to achieve
its goal of integrating regional exchanges effectively. Over time, ISE’s
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relevance diminished, and it ceased operations in 2014. While ISE did not
achieve its intended objectives, its efforts highlighted the challenges of
creating a unified trading platform in a market dominated by established
players.

ORGANISATION, MEMBERSHIP, AND MANAGEMENT OF
STOCK EXCHANGES

A stock exchange, also known as a bourse, is an organized marketplace
where securities such as stocks, bonds, and derivatives are traded. It
operates as an association or organization governed by specific rules and
regulations to ensure fair and transparent trading. The structure of a stock
exchange typically includes a governing body, such as a board of
directors, which oversees its operations and ensures compliance with
regulatory requirements. Membership in a stock exchange is restricted to
registered brokers and trading members who meet specific eligibility
criteria, such as financial stability and professional expertise. These
members act as intermediaries, facilitating transactions between buyers
and sellers. The management of a stock exchange is responsible for
maintaining market integrity, ensuring compliance with regulations, and
implementing technological advancements to enhance trading efficiency.
Stock exchanges also play a key role in investor protection by enforcing
disclosure requirements and monitoring trading activities to prevent
malpractices like insider trading and market manipulation. The
organization, membership, and management of stock exchanges are
critical to their functioning, as they ensure that the market operates
smoothly, transparently, and in the best interests of all stakeholders.

Organization of Stock Exchanges

Stock exchanges in India have undergone significant evolution in their
organizational structure over the years. Initially, stock exchanges were
organized as voluntary non-profit associations of individuals, where
members collectively managed the exchange’s operations. This structure
was prevalent in the early days of exchanges like the Bombay Stock
Exchange (BSE), which was established in 1875 as a voluntary association
of brokers. Over time, as the complexity and scale of trading increased,
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stock exchanges transitioned to operating as public limited companies.
This shift allowed exchanges to raise capital, adopt corporate governance
practices, and enhance operational efficiency. For example, the National
Stock Exchange (NSE) was established in 1994 as a public limited
company. Some exchanges also adopted the structure of companies
limited by guarantee, where members guaranteed a fixed amount in case
of the exchange’s liquidation. This structure ensured greater accountability
and stability, as it prioritized the exchange’s long-term sustainability over
profit maximization. Today, most stock exchanges operate as
demutualized entities, separating ownership from trading rights to reduce
conflicts of interest and improve governance.

Membership of Stock Exchanges

Membership in stock exchanges is restricted and requires compliance with
specific eligibility criteria. To become a member, individuals or entities
must pay anentrance fee, asecurity deposit, and an annual
subscription fee. Members of stock exchanges can be categorized into
three types:

Individuals: These are stockbrokers who operate in their personal
capacity and are authorized to trade on the exchange.

Partnership Firms: Groups of brokers can form partnerships to become
members, pooling their resources and expertise.

Institutional Members: Companies, including financial institutions, are
also allowed to become members, enabling them to participate directly in
trading activities.

Membership grants the right to trade on the exchange, but it also comes
with responsibilities, such as adhering to the exchange’s rules and
regulations, maintaining financial stability, and ensuring fair trading
practices. The membership structure ensures that only qualified and
financially sound entities participate in the market, maintaining the
integrity and efficiency of the exchange.

Management of Stock Exchanges

The management of a stock exchange is vested in a Governing Board,
which serves as the apex decision-making body. The board typically
comprises:
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Elected Directors: Mostly representatives from the broking community
who bring practical trading experience.

SEBI Nominees: Representatives from the Securities and Exchange Board
of India (SEBI) to ensure regulatory compliance.

Public Representatives: Independent members with expertise in finance,
law, or economics, who provide unbiased oversight.

Executive Director/CEO: Responsible for the day-to-day administration
and implementation of the board’s decisions.

The Governing Board has wide-ranging powers, including:

1. Managing and controlling the exchange’s operations.

2. Regulating trading in securities to ensure fairness and transparency.

3. Admitting, suspending, or expelling members based on their
compliance with rules.

4. Settling disputes among members and between members and non-
members.

5. Making or amending rules and regulations, subject to government
approval.

The board’s role is critical in maintaining market integrity, ensuring
compliance with regulatory requirements, and fostering investor
confidence. By balancing the interests of various stakeholders, the
Governing Board ensures the smooth functioning of the exchange.

LISTING OF SECURITIES

For securities to be traded on a stock exchange, they must be listed.
Listing involves including the securities in the exchange’s official list,
making them eligible for trading. Companies seeking listing must fulfill
statutory requirements, submit necessary documents (such as the
memorandum of association, articles of association, and prospectus), and
execute a listing agreement with the exchange. The listing agreement
imposes several obligations on the company, including:

e Disclosing material information that may affect share prices, such as
financial results, mergers, or acquisitions.
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e Submitting audited annual accounts and quarterly financial statements
to the exchange.

e Complying with corporate governance standards and regulatory
guidelines.

Listed securities are classified into groups (e.g., Group A, B1, B2, 7Z)
based on factors such as trading activity, compliance with listing norms,
and market capitalization. For example, Group A includes large-cap
companies with high liquidity, while Group Z comprises companies that
fail to meet compliance requirements. Listing provides companies with
access to capital, enhances their visibility, and offers liquidity to investors.
It also ensures transparency and accountability, as listed companies are
subject to continuous scrutiny by regulators, investors, and the public.

PERMITTED SECURITIES

Stock exchanges may allow trading in permitted securities, which are not
listed on the exchange but are actively traded on other exchanges. This
facilitates liquidity and market participation.

REGULATION OF STOCK EXCHANGES

Organization of Stock Exchanges

Stock exchanges in India have undergone significant evolution in their
organizational structure over the years. Initially, stock exchanges were
organized as voluntary non-profit associations of individuals, where
members collectively managed the exchange’s operations. This structure
was prevalent in the early days of exchanges like the Bombay Stock
Exchange (BSE), which was established in 1875 as a voluntary association
of brokers. Over time, as the complexity and scale of trading increased,
stock exchanges transitioned to operating as public limited companies.
This shift allowed exchanges to raise capital, adopt corporate governance
practices, and enhance operational efficiency. For example, the National
Stock Exchange (NSE) was established in 1994 as a public limited
company. Some exchanges also adopted the structure of companies
limited by guarantee, where members guaranteed a fixed amount in case
of the exchange’s liquidation. This structure ensured greater accountability
and stability, as it prioritized the exchange’s long-term sustainability over

60



profit maximization. Today, most stock exchanges operate as
demutualized entities, separating ownership from trading rights to reduce
conflicts of interest and improve governance.

Membership of Stock Exchanges

Membership in stock exchanges is restricted and requires compliance with
specific eligibility criteria. To become a member, individuals or entities
must pay anentrance fee, asecurity deposit, and an annual
subscription fee. Members of stock exchanges can be categorized into
three types:

Individuals: These are stockbrokers who operate in their personal
capacity and are authorized to trade on the exchange.

Partnership Firms: Groups of brokers can form partnerships to become
members, pooling their resources and expertise.

Institutional Members: Companies, including financial institutions, are
also allowed to become members, enabling them to participate directly in
trading activities.

Membership grants the right to trade on the exchange, but it also comes
with responsibilities, such as adhering to the exchange’s rules and
regulations, maintaining financial stability, and ensuring fair trading
practices. The membership structure ensures that only qualified and
financially sound entities participate in the market, maintaining the
integrity and efficiency of the exchange.

Management of Stock Exchanges

The management of a stock exchange is vested in a Governing Board,
which serves as the apex decision-making body. The board typically
comprises:

Elected Directors: Mostly representatives from the broking community
who bring practical trading experience.

SEBI Nominees: Representatives from the Securities and Exchange Board
of India (SEBI) to ensure regulatory compliance.

Public Representatives: Independent members with expertise in finance,
law, or economics, who provide unbiased oversight.

61



o Executive Director/CEQ: Responsible for the day-to-day administration
and implementation of the board’s decisions.

The Governing Board has wide-ranging powers, including:

1.Managing and controlling the exchange’s operations.

2.Regulating trading in securities to ensure fairness and transparency.

3. Admitting, suspending, or expelling members based on their
compliance with rules.

4.Settling disputes among members and between members and non-
members.

5.Making or amending rules and regulations, subject to government
approval.

The board’s role is critical in maintaining market integrity, ensuring
compliance with regulatory requirements, and fostering investor
confidence. By balancing the interests of various stakeholders, the
Governing Board ensures the smooth functioning of the exchange.

Listing of Securities

For securities to be traded on a stock exchange, they must be listed.
Listing involves including the securities in the exchange’s official list,
making them eligible for trading. Companies seeking listing must fulfill
statutory requirements, submit necessary documents (such as the
memorandum of association, articles of association, and prospectus), and
execute a listing agreement with the exchange. The listing agreement
imposes several obligations on the company, including:

e Disclosing material information that may affect share prices, such as
financial results, mergers, or acquisitions.

o Submitting audited annual accounts and quarterly financial statements to
the exchange.

o Complying with corporate governance standards and regulatory
guidelines.

Listed securities are classified into groups (e.g., Group A, Bl, B2, 7)
based on factors such as trading activity, compliance with listing norms,
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and market capitalization. For example, Group A includes large-cap
companies with high liquidity, while Group Z comprises companies that
fail to meet compliance requirements. Listing provides companies with
access to capital, enhances their visibility, and offers liquidity to investors.
It also ensures transparency and accountability, as listed companies are
subject to continuous scrutiny by regulators, investors, and the public.

Stock exchanges play a vital role in the economy and are subject to strict
regulation to ensure transparency, fairness, and efficiency. Key regulatory
frameworks include: 1. Securities Contracts (Regulation) Act, 1956:
Governs the functioning of stock exchanges. 2. SEBI Act, 1992:
Establishes SEBI as the regulator of securities markets. 3. Depositories
Act, 1996: Facilitates electronic recording and transfer of securities. SEBI
oversees the functioning of stock exchanges, regulates intermediaries, and
ensures investor protection. It also approves the by-laws and rules of stock
exchanges.

TRADING SYSTEM IN STOCK EXCHANGES

Stock exchanges operate through a trading system that facilitates the
buying and selling of securities.

The process involves:
1. Order Placement: Investors place buy or sell orders through brokers.

2. Order Matching: Orders are matched electronically based on price and
time priority.

3. Settlement: Securities and cash are exchanged through clearinghouses
and depositories.

Types of Orders
1. Market Orders: Executed immediately at the best available price.
2. Limit Orders: Executed at a specified price or better.

3. Stop Orders: Triggered when the market price reaches a specified level.
4. Stop-Limit Orders: Combines stop and limit orders for price control.
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SETTLEMENT PROCESS

The settlement of trades involves the transfer of securities and cash
between buyers and sellers. Stock exchanges follow a T+2 rolling
settlement cycle, where trades are settled two business days after the trade
date.

The process involves:

1. Pay-in: Delivery of securities and payment of funds to the
clearinghouse.

2. Pay-out: Transfer of securities and funds to the buyer and seller.

SPECULATION IN STOCK EXCHANGES

Speculators engage in short-term trading to profit from price fluctuations.
Key speculative activities include:

1. Long Buy: Buying securities expecting a price rise.

2. Short Sale: Selling securities not owned, expecting a price decline.

3. Types of Speculators: o Bulls: Expect prices to rise. o Bears: Expect
prices to fall. o Stags: Apply for new issues to sell at a premium. o Lame
Ducks: Bears unable to meet delivery commitments. prepare each point in
detail with paras

Regulation of Stock Exchanges

Stock exchanges play a vital role in the economy by facilitating the
mobilization of capital, enabling investment, and supporting economic
growth. To ensure transparency, fairness, and efficiency, stock exchanges
are subject to strict regulatory oversight. The key regulatory frameworks
governing stock exchanges in India include:

Securities Contracts (Regulation) Act, 1956: This act provides the legal
framework for the functioning of stock exchanges. It regulates the
recognition, governance, and operations of stock exchanges, ensuring they
operate in a fair and transparent manner. The act also defines the types of
securities that can be traded and sets guidelines for listing and trading.
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SEBI Act, 1992: The Securities and Exchange Board of India (SEBI) Act
established SEBI as the primary regulator of securities markets in India.
SEBI oversees the functioning of stock exchanges, regulates
intermediaries (such as brokers and mutual funds), and ensures investor
protection. It also approves the by-laws and rules of stock exchanges,
ensuring they align with regulatory standards.

Depositories Act, 1996: This act facilitates the electronic recording and
transfer of securities through depositories like NSDL (National Securities
Depository Limited) and CDSL (Central Depository Services Limited). It
eliminates the need for physical share certificates, reducing the risk of
fraud and enhancing market efficiency. SEBI plays a central role in
enforcing these regulations, ensuring that stock exchanges operate with
integrity and transparency. It also monitors market activities to prevent
malpractices such as insider trading and market manipulation, fostering
investor confidence and market stability.

Trading System in Stock Exchanges

Stock exchanges operate through a sophisticated trading system that
facilitates the buying and selling of securities. The trading process
involves the following steps:

Order Placement: Investors place buy or sell orders through registered
brokers or online trading platforms. These orders specify the type of
security, quantity, and price (in the case of limit orders).

Order Matching: Orders are matched electronically based on price and
time priority. The exchange’s trading system ensures that the best
available price is used for execution. For example, if multiple buy orders
are placed for the same security, the order with the highest price is
prioritized. Similarly, if two orders have the same price, the one placed
earlier is executed first.

Settlement: After orders are matched, the settlement process begins. This
involves the exchange of securities and cash between buyers and sellers.
Clearinghouses and depositories play a key role in ensuring the smooth
transfer of securities and funds.
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Types of Orders

Market Orders: These orders are executed immediately at the best
available price in the market. They are used when speed of execution is
more important than price.

Limit Orders: These orders are executed only at a specified price or
better. They provide price control but may not be executed if the market
price does not reach the specified level.

Stop Orders: These orders are triggered when the market price reaches a
specified level. They are often used to limit losses or lock in profits.
Stop-Limit Orders: These combine the features of stop and limit orders.
Once the stop price is reached, the order becomes a limit order, ensuring
execution at a specific price or better.

The trading system ensures that transactions are executed efficiently,
transparently, and fairly, providing liquidity and price discovery in the
market.

Settlement Process

The settlement process is a critical component of stock market operations,
ensuring the transfer of securities and cash between buyers and sellers. In
India, stock exchanges follow a T+2 rolling settlement cycle, where
trades are settled two business days after the trade date. The process
involves the following steps:

Pay-in: On the settlement day, sellers deliver securities to the
clearinghouse, and buyers pay the required funds. This ensures that all
obligations are met before the transfer is finalized.

Pay-out: Once the clearinghouse verifies the pay-in, securities are
transferred to the buyer’s demat account, and funds are credited to the
seller’s account. This completes the settlement process.

The use of depositories like NSDL and CDSL has streamlined the
settlement process, eliminating the need for physical share certificates and
reducing the risk of delays or errors. The T+2 settlement cycle ensures
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timely completion of transactions, enhancing market efficiency and
investor confidence.

Speculation in Stock Exchanges

Speculation involves short-term trading activities aimed at profiting from
price fluctuations. Speculators play a key role in providing liquidity and
facilitating price discovery in the market. Key speculative activities
include:

Long Buy: Speculators buy securities with the expectation that their prices
will rise in the future, allowing them to sell at a profit.

Short Sale: Speculators sell securities they do not own, borrowing them
from brokers, with the expectation that prices will fall. They aim to buy
back the securities at a lower price, returning them to the lender and
pocketing the difference.

Types of Speculators

Bulls: These speculators expect prices to rise and take long positions to
profit from upward price movements.

Bears: These speculators expect prices to fall and take short positions to
profit from downward price movements.

Stags: These speculators apply for new issues (such as IPOs) with the
intention of selling them at a premium when trading begins.

Lame Ducks: These are bears who are unable to meet their delivery
commitments due to unexpected price increases, resulting in losses.

While speculation can enhance market liquidity and efficiency, it also
carries risks, as speculators may incur significant losses if their predictions
are incorrect. Regulatory bodies like SEBI monitor speculative activities
to prevent excessive volatility and ensure market stability.

Margin Trading
Margin trading allows investors to purchase securities using borrowed
funds, enabling them to leverage their investments. In this arrangement,

the investor pays a portion of the security’s value, known as the margin,
while the broker finances the remaining amount. The margin is typically a
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percentage of the total value of the securities and is set by regulatory
authorities like SEBI or the stock exchange. For example, if the margin
requirement is 25%, an investor can buy securities worth 1,00,000 by
paying 25,000 and borrowing the remaining 75,000 from the broker.

Margin trading amplifies both potential gains and losses. If the price of the
security rises, the investor earns a higher return on their initial investment
due to the leverage. However, if the price falls, the losses are also
magnified.

To mitigate risks, brokers set maintenance margin requirements, which
mandate that the investor must maintain a minimum level of equity in their
margin account. If the account falls below this level, the broker issues
a margin call, requiring the investor to deposit additional funds or sell
securities to restore the required margin. Margin trading is popular among
experienced investors and speculators who seek to maximize returns.
However, it carries significant risks, as market volatility can lead to
substantial losses. Regulatory bodies like SEBI closely monitor margin
trading activities to ensure that brokers and investors adhere to risk
management guidelines, maintaining market stability and protecting
investor interests.

Depositories

Depositories are institutions that hold securities in electronic form and
facilitate their transfer. They have replaced the traditional system of
physical share certificates, making the process of buying, selling, and
transferring securities more efficient and secure. In India, there are two
depositories:

National Securities Depository Limited (NSDL): Established in 1996,
NSDL was the first depository in India and is promoted by institutions like
IDBI, UTI, and NSE.

Central Depository Services Limited (CDSL): Established in 1999,
CDSL is promoted by BSE and other financial institutions.
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Investors open demat accounts with depository participants (DPs), who
act as intermediaries between the depository and the investor. A demat
account allows investors to hold and transfer securities electronically,
eliminating the risks associated with physical certificates, such as theft,
loss, or forgery. The Depositories Act, 1996 governs the functioning of
depositories in India, ensuring transparency, efficiency, and investor
protection. Depositories play a crucial role in the settlement process, as
they facilitate the electronic transfer of securities between buyers and
sellers. They also provide services like account statements, corporate
action updates (e.g., dividends, bonus shares), and pledge/hypothecation
of securities. By streamlining the process of holding and transferring
securities, depositories have significantly enhanced the efficiency and
reliability of the Indian securities market.

Stock Market Quotations and Indices

Stock exchanges provide real-time price quotations for securities, enabling
investors to make informed decisions. Key price quotations include:

Opening Price: The price at which the first trade of the day occurs for a
particular security.

Closing Price: The price at which the last trade of the day occurs. It is
often used as a reference point for calculating daily gains or losses.

High and Low Prices: The highest and lowest prices at which a security
is traded during the day. These indicate the price range and volatility of
the security.

In addition to individual security prices, stock exchanges also
provide stock market indices, which track the performance of a group of
securities. These indices serve as indicators of overall market trends and
investor sentiment. The two most prominent indices in India are:

BSE Sensex: The Bombay Stock Exchange’s benchmark index,
comprising 30 large-cap companies representing various sectors. It is one
of the oldest and most widely followed indices in India.
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NSE Nifty: The National Stock Exchange’s benchmark index, comprising
50 large-cap companies. It is known for its broad representation of the
Indian equity market.

Stock market indices are calculated using a weighted average of the prices
of the constituent securities, with weights typically based on market
capitalization. They provide valuable insights into market performance,
helping investors, analysts, and policymakers assess economic conditions
and make informed decisions. Indices also serve as benchmarks for mutual
funds and other investment products, enabling investors to evaluate their
performance relative to the market. By providing real-time price
quotations and indices, stock exchanges play a vital role in ensuring
transparency, efficiency, and informed decision-making in the financial
markets.

REGULATION

Indian Capital Markets are regulated and monitored by the Ministry of
Finance, the Securities and Exchange Board of India (SEBI), and the
Reserve Bank of India (RBI).

Ministry of Finance

The Ministry of Finance regulates capital markets through the Department
of Economic Affairs - Capital Markets Division. This division is
responsible for formulating policies that ensure the orderly growth and
development of the securities markets, including shares, debt, and
derivatives, while also protecting investor interests. Its key responsibilities
include:

Implementing Institutional Reforms in the Securities Markets

The securities market in India has undergone significant institutional
reforms to enhance transparency, efficiency, and investor confidence.
These reforms aim to create a robust and well-regulated market
ecosystem. Key initiatives include the introduction of electronic trading,
dematerialization of securities, and the establishment of advanced
regulatory frameworks. The Securities and Exchange Board of India
(SEBI) has played a pivotal role in driving these reforms by implementing
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measures such as rolling settlements, mandatory disclosure norms, and
stringent corporate governance standards. These reforms have streamlined
market operations, reduced transaction costs, and minimized risks, making
the securities market more accessible and attractive to both domestic and
foreign investors.

Building and Strengthening Regulatory and Market Institutions

The development of a strong regulatory and institutional framework is
essential for the growth and stability of the securities market. Institutions
like SEBI, the Reserve Bank of India (RBI), and depositories such as
NSDL and CDSL have been established to regulate and oversee market
activities. SEBI, as the primary regulator, ensures fair practices, monitors
market intermediaries, and enforces compliance with rules and
regulations. The RBI complements SEBI by regulating the banking system
and managing monetary policies that impact the securities market.
Strengthening these institutions has enhanced market integrity, fostered
investor confidence, and facilitated the growth of the financial sector.

Enhancing Investor Protection Mechanisms

Investor protection is a cornerstone of a well-functioning securities
market. SEBI has implemented several measures to safeguard investor
interests, including mandatory disclosure requirements, grievance
redressal mechanisms, and investor education programs. Companies
issuing securities are required to provide detailed information in their
prospectuses, enabling investors to make informed decisions. SEBI also
regulates intermediaries like brokers, mutual funds, and portfolio
managers to ensure they adhere to ethical practices. Additionally, the
establishment of depositories and the dematerialization of securities have
reduced the risks of fraud and loss associated with physical certificates.
These measures have significantly enhanced investor confidence and
participation in the securities market.

Providing an Efficient Legislative Framework for Securities Markets

The legislative framework governing the securities market in India is
designed to ensure transparency, fairness, and efficiency. Key legislations
include:
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Depositories Act, 1996: Facilitates the electronic holding and transfer of
securities, eliminating the need for physical certificates.

Securities Contracts (Regulation) Act, 1956: Regulates the functioning
of stock exchanges and the trading of securities.

Securities and Exchange Board of India Act, 1992: Establishes SEBI as
the statutory regulator of the securities market.

These acts provide the legal foundation for market operations, ensuring
that all participants adhere to standardized rules and regulations. The
legislative framework also empowers regulatory bodies to take
enforcement actions against violations, maintaining market integrity and
investor trust.

Securities and Exchange Board of India (SEBI)

The SEBI Act, 1992, empowers SEBI with statutory authority to regulate
and develop the securities market. SEBI’s primary objectives are:

Protecting Investor Interests: Ensuring fair practices and preventing
fraudulent activities.

Promoting Market Development: Introducing innovations and
improving market infrastructure.

Regulating the Securities Market: Overseeing issuers, intermediaries,
and other market participants.

SEBI’s regulatory jurisdiction covers corporations issuing securities,
intermediaries like brokers and mutual funds, and entities associated with
the securities market. The board has the authority to conduct inquiries,
audits, and inspections, register and regulate intermediaries, and impose
penalties for violations. SEBI also plays a proactive role in educating
investors and addressing their grievances, fostering a transparent and
efficient market environment.
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Reserve Bank of India (RBI)

The Reserve Bank of India Act, 1934, governs the RBI, which is
responsible for:

Role of the Reserve Bank of India (RBI) in the Indian Financial
System

The Reserve Bank of India (RBI) is the central bank of India and plays a
pivotal role in maintaining the stability and development of the Indian
financial system. Its functions are multifaceted, ranging from monetary
policy implementation to regulating the banking system and overseeing
payment mechanisms. Below is a detailed explanation of its key roles:

1. Implementing Monetary and Credit Policies

The RBI is responsible for formulating and implementing monetary and
credit policies to regulate the money supply and interest rates in the
economy. By controlling inflation and ensuring adequate credit flow to
productive sectors, the RBI aims to maintain economic stability. Tools
such as the repo rate, reverse repo rate, cash reserve ratio (CRR), and open
market operations (OMOs) are used to influence liquidity and interest
rates. These measures help in balancing economic growth while keeping
inflation under control.

2. Issuing Currency Notes

As the sole authority for issuing currency notes in India, the RBI ensures
the availability of legal tender to meet the economy's transactional needs.
It manages the circulation of currency, replaces old and damaged notes,
and maintains the integrity of the currency system. The RBI also works to
prevent counterfeiting and ensures that the public has access to adequate
cash for daily transactions.

3. Acting as the Banker to the Government

The RBI acts as the banker to both the central and state governments. It
manages their accounts, facilitates transactions, and provides short-term
credit to meet temporary mismatches in revenue and expenditure.
Additionally, the RBI plays a crucial role in managing public debt by
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issuing government securities and managing their repayment. This
function ensures smooth financial operations for the government.

4. Regulating the Banking System

The RBI regulates and supervises banks and financial institutions to
ensure their stability and efficiency. It issues licenses to new banks, sets
prudential norms, and conducts inspections to monitor compliance. The
RBI also acts as a lender of last resort, providing liquidity support to banks
during financial crises. By maintaining a robust regulatory framework, the
RBI safeguards depositors' interests and promotes confidence in the
banking system.

5. Managing Foreign Exchange

Under the Foreign Exchange Management Act (FEMA), 1999, the RBI
regulates foreign exchange transactions and manages India's foreign
exchange reserves. It formulates policies to facilitate external trade and
payments, ensures the orderly functioning of the foreign exchange market,
and stabilizes the rupee's exchange rate. The RBI's role in managing
foreign exchange is critical for maintaining balance of payments stability
and fostering international trade.

6. Overseeing Payment and Settlement Systems

The RBI oversees payment and settlement systems to ensure the smooth
functioning of financial transactions. It regulates systems such as Real-
Time Gross Settlement (RTGS), National Electronic Funds Transfer
(NEFT), and Unified Payments Interface (UPI). By promoting safe,
efficient, and accessible payment mechanisms, the RBI supports the
growth of digital transactions and financial inclusion.

Complementary Role to SEBI

The RBI works in tandem with the Securities and Exchange Board of
India (SEBI) to regulate financial markets. While SEBI primarily focuses
on capital markets, the RBI oversees money markets, banking, and foreign
exchange. This complementary relationship ensures comprehensive
regulation of the financial system, contributing to its overall development
and stability.
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The Depositories Act, 1996

The Depositories Act, 1996, was enacted to modernize the securities
market by introducing depositories and enabling the dematerialization of
securities. This Act revolutionized the way securities are held and
transferred in India, making the process more efficient and secure. Below
are its key provisions:

1. Free Transferability of Securities

The Act ensures that securities of public limited companies are freely
transferable, except in cases where restrictions are imposed by law or
regulatory authorities. This provision enhances liquidity in the securities
market, allowing investors to buy and sell securities without unnecessary
hurdles.

2. Dematerialization of Securities

One of the most significant features of the Act is the introduction of
dematerialization, which allows securities to be held and transferred in
electronic form. This eliminates the risks associated with physical
certificates, such as loss, theft, or forgery. Dematerialization has made the
process of trading and holding securities more convenient and secure for
investors.

3. Book-Entry Ownership Records

The Act mandates the maintenance of ownership records in electronic
form by depositories. This system, known as book-entry ownership,
replaces the need for physical certificates. Investors' holdings are recorded
in their demat accounts, which are maintained by depositories such as the
National Securities Depository Limited (NSDL) and the Central
Depository Services Limited (CDSL).

4. Streamlined Settlement Process

The Act facilitates the electronic transfer of securities, eliminating the
need for physical movement of certificates. This has significantly reduced
the time and cost involved in settling trades. The streamlined process has
also minimized the risks of delays and errors, making the securities market
more efficient.
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Impact of the Depositories Act

The Depositories Act, 1996, has transformed the Indian securities market
by introducing transparency, efficiency, and security. It has encouraged
greater participation from retail and institutional investors, contributing to
the growth and development of the capital market. By simplifying the
process of holding and transferring securities, the Act has played a crucial
role in modernizing India's financial infrastructure.

The Act has revolutionized the securities market by reducing paperwork,
minimizing risks, and enhancing the efficiency of transactions. It has also
restricted companies’ discretion in transferring securities, ensuring a fair
and transparent process. By eliminating the need for transfer deeds and
other procedural requirements, the Depositories Act has simplified the
process of buying, selling, and transferring securities, making the market
more accessible to investors.

Securities Contracts (Regulation) Act, 1956

The Securities Contracts (Regulation) Act, 1956 (SCRA) is a key piece
of legislation that governs the trading of securities and the functioning of
stock exchanges in India. Enacted to regulate and control securities
markets, the SCRA aims to prevent undesirable and fraudulent
transactions, ensuring transparency, fairness, and investor protection. The
Act provides the legal framework for the recognition and supervision of
stock exchanges, the regulation of securities contracts, and the listing of
securities. It empowers the Central Government and regulatory bodies like
the Securities and Exchange Board of India (SEBI) to oversee and enforce
compliance with its provisions.

Regulatory Jurisdiction of the Securities Contracts (Regulation) Act,
1956 (SCRA)

The Securities Contracts (Regulation) Act, 1956 (SCRA) is a key
legislation that provides the legal framework for the regulation of
securities markets in India. It grants the Central Government broad
regulatory jurisdiction over various aspects of the securities market,
including stock exchanges, securities contracts, and the listing of
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securities. The Act aims to ensure transparency, fairness, and investor
protection in the functioning of the securities market. Below is a detailed
explanation of its regulatory jurisdiction and key provisions:

1. Stock Exchanges

The SCRA provides for the recognition and supervision of stock
exchanges by the Central Government. Stock exchanges are the backbone
of the securities market, facilitating the buying and selling of securities in
an organized and transparent manner.

Recognition of Stock Exchanges:

Under the SCRA, stock exchanges must obtain recognition from the
Central Government to operate legally. The government grants recognition
based on the exchange's ability to comply with prescribed conditions, such
as maintaining proper infrastructure, ensuring fair trading practices, and
protecting investor interests. Recognized stock exchanges are required to
operate within a regulated framework, which includes adhering to rules
and bylaws approved by the government.

Supervision and Compliance:

Recognized stock exchanges are subject to ongoing supervision by the
Central Government and the Securities and Exchange Board of India
(SEBI). They must comply with conditions such as maintaining
transparency in trading, preventing fraudulent practices, and ensuring fair
access to all market participants. The government has the authority to
inspect stock exchanges and take corrective actions if any irregularities are
found.

Suspension or Withdrawal of Recognition:

If a stock exchange fails to comply with the provisions of the SCRA or
violates the conditions of recognition, the Central Government can
suspend or withdraw its recognition. This ensures that stock exchanges
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operate in a manner that promotes market integrity and investor
confidence.

2. Contracts in Securities

The SCRA regulates securities contracts to ensure that they are conducted
in a fair and transparent manner. It defines what constitutes a valid
securities contract and prohibits unauthorized trading outside recognized
stock exchanges.

Regulation of Securities Contracts:

The Act empowers the Central Government to regulate the terms and
conditions of securities contracts. It prohibits trading in securities outside
recognized stock exchanges, except in cases specifically permitted by the
government. This provision aims to prevent unauthorized and speculative
activities that could destabilize the market.

Prohibition of Certain Contracts:

The government has the authority to prohibit or regulate certain types of
contracts, such as options and derivatives, if they are deemed to be
speculative or detrimental to market stability. This ensures that trading
activities are conducted in a manner that promotes market efficiency and
protects investor interests.

Validity of Contracts:

The SCRA specifies the conditions under which a securities contract is
considered valid. Contracts that do not comply with the Act's provisions
are deemed illegal and unenforceable. This provision helps maintain the
integrity of the securities market.

3. Listing of Securities

The SCRA mandates that securities must be listed on a recognized stock
exchange to be traded publicly. Listing ensures that securities are traded in
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a transparent and regulated environment, providing investors with access
to reliable information and fair pricing.

Listing Requirements:

Companies seeking to list their securities on a stock exchange must
comply with the listing regulations set by the exchange. These regulations
include minimum criteria such as financial stability, corporate governance
standards, and disclosure requirements. Companies are required to submit
financial statements, disclose material information, and adhere to
corporate governance norms.

Benefits of Listing:

Listing provides companies with access to a wider pool of investors and
enhances the liquidity of their securities. For investors, listing ensures that
securities are traded in a regulated environment, reducing the risks
associated with fraudulent or unfair practices.

Delisting of Securities:

If a company fails to comply with the listing requirements or engages in
fraudulent activities, the stock exchange can delist its securities. Delisting
prevents such companies from accessing the public market and protects
investors from potential losses.

Key Provisions of the SCRA

The SCRA includes several provisions to ensure the orderly functioning of
the securities market. These provisions empower the Central Government
and SEBI to regulate stock exchanges, securities contracts, and listing
requirements.

1. Recognition of Stock Exchanges

Stock exchanges must obtain recognition from the Central Government to
operate legally.
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The government can impose conditions for recognition, such as
maintaining proper trading infrastructure, ensuring fair access to all
participants, and adhering to regulatory guidelines.

Recognized stock exchanges are required to operate within a regulated
framework, ensuring that trading is conducted in an organized and
transparent manner.

2. Regulation of Securities Contracts

The Act prohibits unauthorized trading in securities outside recognized
stock exchanges.

It regulates the terms and conditions of securities contracts, ensuring that
they are fair and transparent.

The government has the authority to prohibit or regulate certain types of
contracts, such as options and derivatives, to prevent speculative activities.

3. Listing Requirements

Companies must comply with the listing requirements of stock exchanges,
which include submitting financial statements, disclosing material
information, and adhering to corporate governance norms.

Listing ensures that securities are traded in a regulated environment,
providing investors with confidence in the market.

Stock exchanges have the authority to delist securities of companies that
fail to comply with listing requirements.

4. Powers of the Central Government and SEBI

The Central Government and SEBI have the authority to issue directives,
conduct inspections, and impose penalties for violations of the Act.

They can suspend or withdraw the recognition of a stock exchange if it
fails to comply with the provisions of the SCRA.

SEBI plays a complementary role in enforcing the provisions of the
SCRA, ensuring that the securities market operates in a fair and
transparent manner.

Importance of the SCRA

The Securities Contracts (Regulation) Act, 1956, plays a critical role in
maintaining the integrity and stability of the securities market. By
regulating stock exchanges, securities contracts, and listing requirements,
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the Act ensures that trading is conducted in a fair, transparent, and
organized manner. It also provides a legal framework for investor
protection, preventing fraudulent and manipulative practices that could
undermine market confidence. The SCRA, along with other legislations
like the SEBI Act, 1992, and the Depositories Act, 1996, forms the
foundation of India’s securities market regulation, fostering its growth and
development.

In summary, the SCRA is a cornerstone of India’s financial regulatory
framework, ensuring that the securities market operates efficiently and
transparently while safeguarding the interests of investors and promoting
economic growth.
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CHAPTER - I11
ECONOMY AND INDUSTRY ANALYSIS
Introduction

The intrinsic value of an equity share is influenced by multiple factors,
including a company's earnings, growth rate, and risk exposure. These
factors, in turn, are affected by broader elements such as the economic
environment, industry dynamics, and the company's own performance.

Fundamental Approach to Evaluating Intrinsic Value

The fundamental approach to evaluating the intrinsic value of a security
involves a comprehensive analysis of economic, industry, and company-
specific factors. This method is based on the premise that a company's
stock price is ultimately determined by its underlying fundamentals, such
as earnings, growth potential, and financial health. The Economy-
Industry-Company (EIC) Analysis Framework is a structured approach to
fundamental analysis, examining the broader economic environment, the
specific industry in which the company operates, and the company's
internal operations. With globalization, this framework may also include
international economic factors, as global events can significantly impact
domestic markets. This three-tier analysis is essential because a company's
performance is influenced not only by its internal operations but also by
industry trends and overall economic conditions. By understanding these
interconnected factors, investors can make informed decisions about the
intrinsic value of a security.

Key Influencing Factors

The factors affecting a company's performance can be categorized into
three levels:

Economy-wide Factors: These are macroeconomic factors that impact all
companies, such as GDP growth rates, inflation, foreign exchange rates,
and interest rates. For example, high inflation can increase production costs
and reduce consumer purchasing power, affecting corporate profitability
across sectors.
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Industry-wide Factors: These factors are specific to a particular industry
and include demand-supply dynamics, the emergence of substitute
products, technological advancements, and government policies. For
instance, government regulations in the pharmaceutical industry can
impact drug pricing and profitability.

Company-specific Factors: These are internal factors unique to a
company, such as the age of its plants, the quality of its management, its
brand reputation, and labor relations. For example, a company with a
strong brand and efficient management is likely to outperform its peers.

Understanding these factors helps investors assess the potential risks and
opportunities associated with a security, enabling them to determine its
intrinsic value.

Fundamental Analysis Process
The fundamental analysis process involves three key steps:

Economy Analysis: Evaluating the overall economic environment to
understand its impact on industries and companies.

Industry Analysis: Assessing the specific industry's growth prospects,
competitive landscape, and regulatory environment.

Company Analysis: Examining the company's financial performance,
management quality, and competitive positioning.

This structured approach ensures that investors consider all relevant
factors before making investment decisions.

ECONOMY ANALYSIS

Economic performance and business cycles play a critical role in shaping
corporate earnings and investment prospects. The economy goes through
cyclical phases—depression, recovery, boom, and recession—each of
which has a distinct impact on businesses.

Depression: Characterized by low demand, high inflation, high interest
rates, reduced production, and layoffs. Companies struggle to maintain
profitability during this phase.
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Recovery: Marked by increasing demand, rising investment, higher
production, employment, and profits. This phase offers opportunities for
growth-oriented investments.

Boom: Features high demand, increased production and investment, and
higher profits. However, overheating risks, such as inflation, may emerge.

Recession: Involves declining demand, production, employment, and
profits. Companies face challenges in maintaining revenue and
profitability.

Investors must assess the current phase of the economic cycle to make
informed decisions. For example, during a recovery phase, cyclical stocks
may outperform, while defensive stocks may be preferred during a
recession.

KEY ECONOMIC INDICATORS
Several economic indicators provide insights into the health of the
economy and its potential impact on businesses:

Growth Rates of National Income: Metrics like GDP, GNP, and NNP
reflect the overall economic expansion. Higher growth rates indicate a
robust economy, favorable for corporate earnings.

Inflation: Measured through indices like the Wholesale Price Index (WPI)
and Consumer Price Index (CPI), inflation affects production costs and
consumer purchasing power. High inflation can erode profitability.

Interest Rates: Interest rates influence borrowing costs and investment
levels. Low rates stimulate economic activity, while high rates increase
production costs and reduce demand.

Government Revenue, Expenditure, and Deficits: Government
spending drives economic growth, but budget deficits can lead to inflation.
Investors should monitor fiscal policies and their economic impact.

Exchange Rates: Fluctuations in currency values impact import and
export businesses. A depreciated currency boosts exports but raises import
costs, affecting profitability.

Infrastructure: Economic growth depends on the quality of
infrastructure, including power, transportation, and communication. Poor
infrastructure results in inefficiencies and higher costs.
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7. Monsoon: In agrarian economies like India, monsoon performance
directly impacts agriculture and, consequently, industrial demand and
economic stability.

8. Economic and Political Stability: Stable political environments foster
consistent economic policies, supporting industrial and corporate growth.
Political turmoil disrupts investment and business confidence.

ECONOMIC FORECASTING TECHNIQUES

Since investment decisions are future-oriented, economic forecasting is
critical for anticipating trends and making informed decisions. Key
forecasting techniques include:

Anticipatory Surveys: These surveys gauge the spending intentions of
businesses, governments, and consumers. While useful, their reliability
depends on whether planned expenditures materialize.

Barometric (Indicator) Approach: This method examines economic
indicators categorized as:

o Leading Indicators: Predict economic changes (e.g., stock
prices, new building permits, money supply changes).

o Coincident Indicators: Move in tandem with the economy
(e.g., industrial production, employment rates).

o Lagging Indicators: Follow economic trends (e.g., inflation
rate, unemployment duration).
Although helpful, indicators may provide conflicting signals
or delayed insights.

Econometric Model Building: A precise, mathematical method applying
statistical techniques to economic relationships. However, its complexity
and data requirements can cause delays in forecasting.

Opportunistic (Sectoral) Model Building: This widely used approach
estimates total economic demand and derives a Gross National Product
(GNP) forecast. Adjustments are made based on consumption, investment,
government spending, and trade balances.
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By combining these techniques, investors can develop a comprehensive
understanding of economic trends and their potential impact on industries
and companies. This analysis forms the foundation of the fundamental
approach to evaluating intrinsic value, enabling investors to make informed
and strategic investment decisions.

INDUSTRY ANALYSIS

An industry is a collection of firms that share a similar technological
structure and produce comparable products. For investors' convenience,
industries are broadly classified in financial publications. The Reserve Bank
of India Bulletin provides an industry-wise classification as follows:

Industry Groups

z

Industry

Food Products

Beverages, Tobacco, and Tobacco Products
Textiles

Wood and Wood Products

Leather and Leather Products

Rubber and Plastic Products

Chemical and Chemical Products

Non-metallic Mineral Products

O 0 9 N U B~ W N =

Basic Metals, Alloys, and Metal Products

—
)

Machinery and Machine Tools

—
—

Transport Equipment and Parts

12 Other Miscellaneous Manufacturing Industrie

Each industry has unique characteristics that distinguish it from others. For
example, the textile industry differs significantly from the steel or power
industries in terms of products and processes.

PHASES OF BUSINESS CYCLE

Industries react differently to various phases of the business cycle and can
be categorized as follows:
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1. Growth Industry

Industries in this category experience high earnings and expansion rates,
regardless of economic conditions. Their growth depends largely on
technological advancements. For instance, the IT industry thrived during
the 1997-98 recession in India. Similarly, pharmaceutical,
telecommunications, and color television industries have demonstrated
remarkable growth.

2. Cyclical Industry

The growth and profitability of cyclical industries fluctuate with the
business cycle. During economic booms, they flourish, whereas during
downturns, they suffer. For example, the demand for white goods like
refrigerators and washing machines surges during boom periods but
declines in recessions.

3. Defensive Industry

These industries remain stable regardless of economic fluctuations.
Essential sectors such as food and housing fall into this category, as
demand remains constant. Stocks in defensive industries are preferred for
income generation as they continue to grow even during economic
downturns, often benefiting from government support.

4. Cyclical Growth Industry

These industries experience cyclical fluctuations but maintain long-term
growth. The automobile industry exemplifies this, with periods of
stagnation followed by significant growth due to technological
advancements and new model introductions.

INDUSTRY LIFE CYCLE

The industry life cycle, introduced by Julius Grodensky, consists of four
distinct stages:

1. Pioneering Stage

At this stage, demand is promising, and technology is still evolving.
Competition is fierce, and only the strongest companies survive. Firms
focus on branding and product differentiation, making it challenging for
investors to identify viable long-term investments.
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2. Rapid Growth Stage

This phase begins when the strongest companies emerge from the
pioneering stage. Improved production technology leads to cost reductions
and higher-quality products. Stable growth rates and dividend payouts
make companies in this stage attractive investment opportunities.
Industries like pharmaceuticals, power, and telecommunications exemplify
this phase.

3. Maturity and Stabilization Stage

Growth moderates, aligning with overall industry or GDP growth rates.
Technological obsolescence becomes a concern, necessitating continuous
innovation. Investors should closely monitor industry trends during this
phase.

4. Declining Stage

Demand for the industry's products diminishes, leading to lower earnings.
Technological advancements and changing consumer preferences
contribute to decline. For instance, the demand for black-and-white TVs
has nearly vanished. Even during economic booms, industries in this stage
experience low or negative growth, making them risky investment
choices.

Key Factors for Industry Analysis
In addition to the industry life cycle, investors should consider:

Industry Growth Trends: Past performance, published by agencies like
the Centre for Monitoring Indian Economy, helps forecast future growth.

Cost Structure and Profitability: Industries with high fixed costs, like
oil and steel, require significant sales volumes to break even.

Nature of the Product: Demand for industrial goods depends on related
sectors, while consumer goods face shifts in preference and competition.

Market Competition: A company's market share and its ability to
withstand domestic and international competition are crucial.
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Government Policies: Regulations, subsidies, and entry barriers affect
industry viability. For example, fluctuating sugar price controls impact
profitability in the sugar industry.

Labor Conditions: Strong trade unions can influence productivity and
modernization.

Research and Development: R&D investment drives competitiveness
and long-term survival.

INDUSTRY CHARACTERISTICS
1. Demand-Supply Gap

Industries often experience fluctuations in supply and demand,
significantly impacting profitability. When supply exceeds demand,
companies may need to lower prices to clear excess stock, reducing profit
margins. On the other hand, if demand outpaces supply, businesses can
charge premium prices, improving their bottom line. Understanding these
dynamics helps industries manage production levels, optimize inventory,
and ensure financial stability. Strategic planning, such as market
forecasting and demand management, becomes crucial in mitigating the
risks associated with supply-demand imbalances.

2. Competitive Landscape

The level of competition within an industry is shaped by several factors,
including barriers to entry, the threat of substitutes, supplier bargaining
power, and market rivalry. High entry barriers, such as significant capital
requirements or government regulations, can protect existing players from
new competition. The presence of substitute products can force companies
to differentiate their offerings to retain customers. Supplier and buyer
power also influence pricing and profitability, while fierce market rivalry
can lead to price wars, innovation, or consolidation. Businesses must
continuously analyze these factors to maintain a competitive edge.

3. Permanence

Industries with products that have short lifecycles or are subject to rapid
technological changes face higher risks. Sectors such as electronics,
software, and fashion must constantly innovate to stay relevant.
Companies in these industries need to invest heavily in research and
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development (R&D) to keep up with evolving consumer preferences and
technological advancements. Conversely, industries with stable, long-
lasting products—such as utilities and infrastructure—experience lower
volatility and enjoy consistent demand over time. Understanding industry
permanence helps businesses strategize for long-term sustainability.

4. Labor Conditions

Labor relations can significantly impact an industry’s efficiency and
profitability. Industries with strong labor unions or frequent strikes may
face higher operational risks due to wage disputes, work stoppages, and
increased labor costs. For example, manufacturing and mining industries
often deal with organized labor movements that can disrupt production.
Companies must navigate labor laws, negotiate fair contracts, and foster
positive employer-employee relationships to maintain a stable workforce.
A strong labor market with skilled workers also enhances productivity and
industry growth.

5. Government Influence

Government policies, regulations, and incentives play a crucial role in
shaping industries. Some industries benefit from favorable legislation,
such as tax incentives or subsidies, while others face restrictive regulations
that can hinder growth. For example, industries like alcohol and tobacco
are subject to strict advertising, taxation, and health regulations. On the
other hand, renewable energy sectors receive government support through
funding and policy incentives. Businesses must stay informed about
regulatory changes to adapt their strategies accordingly and ensure
compliance with legal requirements.

6. Raw Material Supply

Industries that rely heavily on raw materials—especially those that are
scarce, imported, or subject to price volatility—face additional risks. For
example, the automobile and electronics industries depend on rare
minerals and semiconductors, which can be affected by supply chain
disruptions or geopolitical tensions. Companies in these sectors must
develop alternative sourcing strategies, maintain inventory buffers, or
invest in vertical integration to secure a stable supply of raw materials.
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Efficient supply chain management is key to minimizing costs and
ensuring uninterrupted production.

7. Cost Structure

The cost structure of an industry determines its profitability and financial
resilience. A lower breakeven point allows businesses to remain viable
even during economic downturns, while a higher margin of safety ensures
that companies can absorb fluctuations in costs or revenues without
significant losses. Industries with high fixed costs, such as airlines and
heavy manufacturing, are more vulnerable to economic downturns
compared to service-oriented sectors with lower operational expenses.
Companies that can maintain a lean cost structure while maximizing
efficiency gain a competitive advantage.

EXTERNAL SOURCES OF INDUSTRY INFORMATION
1. Federal Government

The federal government provides valuable industry data through
publications and statistical reports. Sources such as the U.S. Census of
Manufacturers offer detailed insights into production trends, employment,
and financial performance across different sectors. The Federal Reserve
Bulletins provide macroeconomic indicators, interest rates, and industry-
specific economic trends that help businesses make informed investment
decisions. These government resources are essential for understanding
long-term industry trends and regulatory developments.

2. Investment Services

Standard & Poor’s (S&P): This financial research company provides in-
depth industry reports, credit ratings, and quarterly updates that help
investors assess industry stability and risk factors.

The Value Line: Known for its industry rankings and stock performance
forecasts, The Value Line offers comprehensive financial analysis that
guides investment decisions.

Forbes: Forbes publishes annual reports and industry rankings, providing
insights into market trends, company performance, and economic factors
affecting different sectors.
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Trade Publications: Industry-specific associations and publications offer
data on market trends, innovations, and regulatory changes. For instance,
the automotive industry benefits from publications like Automotive News,
while IT professionals rely on sources like TechCrunch.

Funk and Scott Index: This index categorizes business publications,
making it easier for professionals and researchers to access relevant
industry information and insights.

These external sources provide businesses and investors with critical data
for making strategic decisions, forecasting trends, and evaluating market
potential.

SWOT ANALYSIS
1. Strengths

Strengths refer to the internal advantages that position an industry for
success. For example, a rising demand for an industry’s products can drive
higher revenue and profitability. Sectors like renewable energy, e-
commerce, and electric vehicles are currently benefiting from increasing
consumer interest and government support. Other strengths may include
brand reputation, technological innovation, economies of scale, and
efficient supply chain management. Identifying strengths allows
businesses to capitalize on their competitive advantages and sustain
growth.

2. Weaknesses

Weaknesses are internal limitations that hinder an industry’s performance.
One common weakness is intense competition, which can lead to price
wars and reduced profitability. For example, the retail and
telecommunications sectors face fierce competition, driving down margins
and requiring constant innovation. Other weaknesses may include high
operational costs, outdated technology, poor brand recognition, or reliance
on a limited customer base. Addressing these weaknesses through strategic
improvements can enhance an industry’s overall competitiveness.

3. Opportunities

Opportunities are external factors that industries can leverage to expand
and grow. Advancements in research and development (R&D) often open
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new markets and create innovative product offerings. For example, the
pharmaceutical industry benefits from medical breakthroughs that lead to
new drug developments. Emerging markets, changing consumer
preferences, and technological advancements also present opportunities
for industries to diversify and expand. Identifying and capitalizing on
these opportunities allows businesses to stay ahead of market trends.

4. Threats

Threats are external factors that pose risks to an industry’s stability and
growth. One significant threat is the entry of multinational corporations,
which can increase competition and disrupt local markets. For instance,
small-scale manufacturers often struggle to compete with global brands
that have larger financial resources and established distribution networks.
Other threats include regulatory changes, economic downturns, and supply
chain disruptions. Industries must develop risk management strategies to
mitigate these challenges and maintain long-term viability.

COMPANY ANALYSIS

Company analysis represents the final phase of fundamental analysis.
While economic analysis provides a broad perspective on economic
growth prospects and industry analysis helps in identifying lucrative
industries for investment, company analysis focuses on selecting the most
promising company within the chosen industry. It aims to determine the
return and risk associated with individual shares, providing investors with
crucial insights to make informed decisions.

SOURCES OF INFORMATION
Company analysis relies on two main sources of information:

Internal Information: Data and events disclosed by the company, including
annual reports, financial statements, and public statements by company
officials.

External Information: Independent sources such as financial press and
investment services that provide additional insights about the company’s
performance.
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A key aspect of company analysis is forecasting future earnings, as
earnings have a significant impact on share prices. The level, trend, and
stability of earnings depend on several operational factors.

FINANCIAL STATEMENTS

A company’s profitability and financial stability can be assessed through
its financial statements, primarily:

Balance Sheet: A snapshot of the company’s assets and liabilities at a
specific point in time. Assets are classified into:

Fixed Assets: Long-term assets used over several years.

Current Assets: Short-term assets expected to be converted into cash
within a year.

Liabilities are categorized into:

Outside Liabilities: Includes short-term (current liabilities) and long-term
debts.

Shareholders’ Equity: The company’s net worth from investors’
contributions.

Profit and Loss Account (Income Statement): Summarizes revenue,
expenses, and profits over a specific accounting period. Key metrics
include:

Profit After Tax (PAT): Net income after deductions.
Earnings Per Share (EPS): PAT divided by the total number of shares.

ANALYSIS OF FINANCIAL STATEMENTS

Financial statements are critical tools for evaluating a company’s financial
health and performance. They provide a comprehensive overview of a
company’s financial position, operational efficiency, and profitability. The
three primary financial statements are the balance sheet, income
statement, and cash flow statement. These documents offer valuable
insights into a company’s assets, liabilities, revenues, expenses, and cash
flows, enabling investors, analysts, and other stakeholders to make
informed decisions.
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To extract meaningful insights from financial statements, ratio analysis is
widely used. Ratio analysis involves calculating and interpreting various
financial ratios that measure different aspects of a company’s
performance, such as liquidity, profitability, solvency, and efficiency. By
comparing these ratios with industry benchmarks or historical data,
investors can identify a company’s strengths and weaknesses, assess its
financial stability, and make informed investment decisions.

USES OF RATIO ANALYSIS

Ratio analysis serves as a powerful tool for investors and analysts to
evaluate a company’s financial performance. It is primarily used for two
types of analysis:

Cross-sectional Analysis:

Cross-sectional analysis involves comparing a company’s financial ratios
with those of its industry peers or competitors. This comparison helps
investors understand how the company performs relative to others in the
same sector. For example, if a company’s profit margin is significantly
higher than the industry average, it may indicate superior operational
efficiency or a competitive advantage. Conversely, if a company’s debt-to-
equity ratio is higher than its peers, it may suggest higher financial risk.
Cross-sectional analysis is particularly useful for identifying industry
leaders and laggards, enabling investors to make relative investment
decisions.

Time-series Analysis:

Time-series analysis involves evaluating a company’s financial ratios over
multiple periods to identify trends and patterns. This analysis helps
investors assess whether a company’s financial performance is improving,
deteriorating, or remaining stable over time. For example, a consistent
increase in return on equity (ROE) over several years may indicate
effective management and sustainable growth. On the other hand, a
declining current ratio over time could signal worsening liquidity and
potential financial distress. Time-series analysis provides insights into a
company’s historical performance and helps predict its future trajectory.
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FINANCIAL RATIOS

Different ratios measure various aspects of a company’s performance:
1. Liquidity Ratios

Indicate a company’s ability to meet short-term obligations:

Current Ratio = Total Current Assets / Total Current Liabilities

Quick Ratio (Acid Test Ratio) = (Current Assets - Inventory - Prepaid
Expenses) / Current Liabilities

2. Leverage Ratios

Assess a company’s ability to meet long-term obligations:
Debt-Equity Ratio = Long-term Debt / Shareholders’ Equity
Total Debt Ratio = Total Debt / Total Assets

Proprietary Ratio = Shareholders’ Equity / Total Assets

Interest Coverage Ratio = Earnings Before Interest and Taxes (EBIT) /
Interest Expense

3. Profitability Ratios

Measure a company’s ability to generate profit:

Gross Profit Ratio = (Sales - Cost of Goods Sold) / Sales

Operating Profit Ratio = EBIT / Sales

Net Profit Ratio = Earnings After Tax (EAT) / Sales

Return on Assets (ROA) = EAT / Total Assets

Return on Capital Employed (ROCE) = EBIT / Total Capital Employed
Return on Equity (ROE) = EAT / Shareholders’ Equity

Earnings Per Share (EPS) = Net Profit Available to Equity Shareholders /
Number of Equity Shares

Price-Earnings Ratio (P/E Ratio) = Market Price Per Share / EPS
4. Activity (Efficiency) Ratios

Indicate the efficiency in asset utilization:
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Current Assets Turnover = Sales / Current Assets
Fixed Assets Turnover = Sales / Fixed Assets
Total Assets Turnover = Sales / Total Assets
Inventory Turnover = Sales / Average Inventory
Debtors Turnover = Sales / Average Debtors

Ratio analysis offers insights into a company’s financial performance over
time. However, for investment decisions, future projections based on past
data are crucial.

OTHER CRITICAL VARIABLES

In addition to financial performance, several non-financial factors play a
crucial role in determining a company’s future prospects. These variables
provide insights into a company’s competitive positioning, operational
efficiency, and growth potential. Investors should consider these factors
alongside financial metrics to gain a comprehensive understanding of a
company’s overall health and future performance.

Market Share

Market share refers to the percentage of total sales a company captures
within its industry. A higher market share often indicates a competitive
advantage, such as strong brand recognition, superior product quality, or
efficient distribution networks. Companies with a dominant market share
are better positioned to withstand competitive pressures and achieve
economies of scale, leading to higher profitability. For example, a
company with a 40% market share in a growing industry is likely to
benefit from increased demand and pricing power.

Capacity Utilization:

Capacity utilization measures the extent to which a company uses its
production capacity. High capacity utilization indicates efficient
operations and strong demand for the company’s products, leading to
lower per-unit costs and higher profitability. Conversely, low capacity
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utilization may signal weak demand or operational inefficiencies, which
can negatively impact margins. For instance, a manufacturing company
operating at 90% capacity is likely to be more profitable than one
operating at 60% capacity.

Modernization and Expansion Plans:

A company’s future investment in modernization and expansion is a key
indicator of its growth potential. Investments in new technology,
infrastructure, and production facilities can enhance operational
efficiency, reduce costs, and increase output. For example, a company
planning to build a state-of-the-art manufacturing plant is likely to
improve its competitive positioning and profitability in the long run.
Investors should assess the feasibility and potential impact of such plans
on the company’s future performance.

Order Book Position:

The order book position reflects the backlog of orders a company has yet
to fulfill. A strong order book indicates robust demand and provides
visibility into future revenue streams. For example, a construction
company with a large order book is likely to generate steady revenue over
the next few years. Investors should analyze the size and composition of
the order book to gauge the company’s growth prospects.

Raw Material Availability:

The availability and cost of raw materials are critical for companies in
manufacturing and production-intensive industries. Secure and cost-
effective access to raw materials ensures smooth operations and protects
profit margins. For instance, a steel manufacturer with long-term contracts
for iron ore at fixed prices is better positioned to manage input cost
fluctuations than one relying on spot purchases. Investors should evaluate
the company’s supply chain and sourcing strategies to assess potential
risks and opportunities. While some of this information is available in
company reports, such as annual reports and investor presentations, other
details can be sourced from industry publications, financial journals, and
market research reports. A thorough analysis of these variables helps
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investors make informed decisions and identify companies with strong
growth potential.

Management Quality

The success of a company is heavily influenced by the competence,
vision, and integrity of its management team. Effective leadership is
essential for navigating challenges, seizing opportunities, and driving
long-term growth. Investors should evaluate the following aspects of
management quality:

Commitment and Professionalism:

A competent management team demonstrates a strong commitment to the
company’s goals and adheres to high professional standards. Investors
should assess the track record of the management team, including their
experience, expertise, and past performance. For example, a CEO with a
proven history of turning around struggling companies is likely to inspire
confidence among investors.

Future Business Orientation:

Management’s ability to anticipate market trends and adapt to changing
conditions is critical for sustained success. Investors should evaluate the
company’s strategic vision, innovation capabilities, and plans for future
growth. For instance, a company investing in renewable energy technology
is likely to benefit from the global shift toward sustainability.

Corporate Image and Investor Relations:

A company’s reputation and relationship with its stakeholders, including
investors, customers, and employees, reflect the quality of its management.
Transparent communication, ethical practices, and strong corporate
governance are key indicators of a well-managed company. For example, a
company that regularly engages with investors and provides clear guidance
on its performance is likely to enjoy greater trust and support.

Government Relations and Regulatory Compliance:

Management’s ability to navigate regulatory environments and maintain
positive relationships with government authorities is crucial, especially in
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highly regulated industries. Compliance with laws and regulations
minimizes legal risks and enhances the company’s reputation. For
instance, a pharmaceutical company with a strong compliance record is
better positioned to gain regulatory approvals for new drugs. Investors can
assess management quality through various sources, including annual
reports, earnings calls, and interviews with company executives.
Additionally, external evaluations, such as industry rankings and analyst
reports, can provide valuable insights. A company with a strong and
capable management team is more likely to achieve sustainable growth
and deliver long-term value to its shareholders.

ASSESSMENT OF RISK

Company analysis involves evaluating both expected returns and risks.
Variability in returns is primarily due to sales fluctuations, measured using
the Degree of Total Leverage (DTL):

DTL = Contribution / Profit Before Tax (PBT)

Contribution refers to sales minus variable costs. DTL is further divided
into:
Degree of Operating Leverage (DOL) = Contribution / EBIT

o Measures the sensitivity of EBIT to changes in sales.
Degree of Financial Leverage (DFL) = EBIT / PBT

o Measures the impact of financial costs on net income.
The Degree of Total Leverage (DTL) is the product of DOL and DFL and
determines the percentage change in PBT for a given percentage change in
sales.

CONCLUSION

Company analysis is crucial in investment decision-making. By assessing
financial statements, ratios, and qualitative factors such as management
effectiveness, investors can forecast a company’s future earnings and
risks, guiding them toward sound investment choices.

TECHNICAL ANALYSIS

Technical analysis is a method of evaluating securities by analyzing
statistics generated by market activity, such as past prices and volume. It
operates on the belief that share prices are determined by the forces of
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demand and supply in the market, which are influenced by both
fundamental factors (e.g., economic data) and psychological or emotional
factors (e.g., investor sentiment). Since many of these factors cannot be
quantified, their combined impact is reflected in share price movements.
Technical analysts focus on these price movements, claiming that by
studying historical price data, future price trends can be predicted. The
core idea behind technical analysis is that price behavior tends to repeat
over time. Analysts examine past price data to identify patterns and apply
these patterns to current data to forecast future price movements. While
past prices are the primary data used, other metrics like trading volume
and market indices are also considered.

Basic Premise of Technical Analysis
Prices move in trends, either upward (bullish) or downward (bearish).

Current trends are influenced by past trends, and future trends can be
projected by analyzing historical price trends.

Technical analysts study price and volume movements of individual
securities and market indices to predict future price behavior.

DOW THEORY
The Foundation of Modern Technical Analysis: Dow Theory

The foundation of modern technical analysis lies in the Dow Theory,
developed by Charles H. Dow, the co-founder of Dow Jones & Company
and the first editor of the Wall Street Journal in the early 1900s. Although
Dow never formally published his theory, his editorials and writings laid
the groundwork for what would become one of the most influential
frameworks in technical analysis. The Dow Theory is based on the idea
that the stock market moves in predictable trends, which can be analyzed
to forecast future price movements. Dow’s observations about market
behavior remain relevant today and form the basis of many technical
analysis tools and techniques.

The Three Cyclical Trends in Dow Theory

Charles Dow proposed that the stock market moves in three distinct,
simultaneous cyclical trends, which he compared to the movements of the
ocean:
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Primary Movement (Tides):

The primary trend is the long-term direction of the market, which can
last for several months to years. It represents the overarching upward
(bullish) or downward (bearish) movement of the market.

In a bull market, the primary trend is upward, characterized by higher
highs and higher lows. Conversely, in a bear market, the primary trend is
downward, marked by lower highs and lower lows.

The primary trend is the most significant for investors, as it determines the
overall direction of the market. According to Dow, identifying the primary
trend is crucial for making long-term investment decisions.

Secondary Reactions (Waves):

The secondary trend refers to short-term corrections that act as counter-
movements to the primary trend. These reactions are temporary and
typically last for a few weeks to a few months.

In a bull market, secondary reactions are downward corrections within the
broader upward trend. In a bear market, they are upward rallies within the
broader downward trend.

Secondary trends are important for traders, as they provide opportunities
to enter or exit positions at favorable prices. However, Dow cautioned that
these movements should not be mistaken for reversals of the primary
trend.

Minor Movements (Ripples):

The minor trend consists of day-to-day fluctuations in stock prices,
which are often random and insignificant for long-term analysis. These
movements are influenced by short-term factors such as news events,
market sentiment, and speculative trading.

Dow considered minor trends to be "noise" in the market and advised
against placing too much emphasis on them. Instead, he recommended
focusing on the primary and secondary trends for meaningful analysis. By
comparing these trends to the tides, waves, and ripples of the ocean, Dow
provided a simple yet powerful analogy to explain the complexities of
market movements. This framework helps investors and traders
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distinguish between significant trends and short-term fluctuations,
enabling them to make more informed decisions.

Key Principles of Dow Theory

In addition to the three trends, Dow Theory is based on several key
principles that underpin modern technical analysis:

The Market Discounts All Known Information:

Dow believed that the stock market reflects all available
information, including earnings, economic data, and investor
sentiment. This principle is the foundation of the Efficient Market
Hypothesis, which states that asset prices fully reflect all known
information.

According to Dow, market averages (such as the Dow Jones
Industrial Average) incorporate and discount all known
information, making them reliable indicators of market trends.

Volume Confirms the Trend:

Dow emphasized the importance of trading volume in confirming
trends. In a primary uptrend, volume should increase as prices rise
and decrease during secondary corrections. Conversely, in a
primary downtrend, volume should increase as prices fall and
decrease during secondary rallies.

Volume acts as a secondary indicator, providing additional
confirmation of the strength and validity of a trend.

Trends Persist Until Definitive Reversals Occur:

Dow argued that trends tend to persist until there is clear evidence
of a reversal. This principle is the basis of the trend-
following approach in technical analysis, which assumes that
prices are more likely to continue in their current direction than to
reverse.

Investors and traders should avoid assuming a trend reversal unless
there is definitive confirmation, such as a break in key support or
resistance levels.
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Market Averages Must Confirm Each Other:

e Dow used two market averages—the Dow Jones Industrial
Average (DJIA) and the Dow Jones Transportation Average
(DJTA)—to confirm trends. He believed that a true trend in the
industrial sector must be confirmed by a corresponding trend in the
transportation sector, as the two are interdependent.

e For example, if the DJIA is in an uptrend but the DJTA is not, it
may indicate weakness in the overall market trend.

Relevance of Dow Theory in Modern Markets

Despite being over a century old, Dow Theory remains highly relevant in
modern financial markets. Its principles form the foundation of many
technical analysis tools, such as trendlines, moving averages, and
support/resistance levels. The theory’s emphasis on identifying trends and
using volume as a confirming indicator is widely used by traders and
investors today. Moreover, Dow’s insights into market behavior and the
importance of analyzing multiple market averages have influenced the
development of broader market indices and sector-specific analysis. For
example, the concept of inter market analysis, which examines the
relationships between different asset classes (e.g., stocks, bonds,
commodities), is rooted in Dow’s idea of market averages confirming each
other.

Primary Trend and Secondary Reactions
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Basic Principles of Technical Analysis

Technical analysis is based on the study of past market data, primarily price
and volume, to forecast future price movements. The core principles of
technical analysis revolve around the interaction between supply and
demand, as well as human psychology.

Market Value and Demand/Supply: The price of a security is determined
by the continuous interaction between buyers and sellers. When demand
exceeds supply, prices rise, and when supply exceeds demand, prices fall.
Technical analysts study these shifts to make trading decisions.

Rational and Irrational Factors: Market movements are influenced by
both rational (economic data, company performance) and irrational factors
(investor sentiment, speculation, fear, and greed). Understanding these
emotional aspects is crucial in predicting short-term price fluctuations.

Price Continuity: Prices generally do not change randomly; they follow a
pattern over time. Once a trend is established, it is more likely to continue
than to reverse immediately. This principle forms the basis for trend-
following strategies.

Trend Changes: A price trend persists until an external force disrupts it.
Changes in demand and supply—caused by news, economic events, or
market sentiment—Iead to trend reversals. Identifying these shifts early can
provide profitable trading opportunities.

Charting: Technical analysts use charts to visually represent price
movements. By examining price trends and patterns over time, they can
identify potential shifts in market direction. Charts help traders recognize
key support and resistance levels, trend lines, and other indicators that
influence trading decisions.

Pattern Recognition: Historical price movements tend to repeat over time,
forming recognizable patterns such as head and shoulders, double tops, and
flags. Traders use these patterns to anticipate future price action and make
informed trades. Since human behavior in markets remains largely
consistent, these patterns can be reliable tools for forecasting price changes.

PRICE CHARTS: Price charts are the foundation of technical analysis,
providing a graphical representation of market movements over a specific
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period. They help traders identify trends, price patterns, and key levels of
support and resistance. The most commonly used types of price charts
include line charts, bar charts, and candlestick charts.

Key Price Points in a Trading Day
Each trading day consists of four crucial price points:
Opening Price:

This is the first price at which a security is traded when the market opens. It
often reflects overnight market sentiment and any economic or corporate
news released before trading begins. The opening price can indicate the
initial direction of the market for the day.

Closing Price:

The last traded price before the market closes is considered the most
significant data point in technical analysis. Many traders base their
strategies on closing prices because they reflect the final sentiment of
market participants for that session. Closing prices are also used to identify
trends, resistance and support levels, and moving average calculations.

High Price:

The highest price a security reaches during a trading session is known as
the high price. It indicates the level at which buying pressure was strongest
before sellers regained control. Highs are often used to determine resistance
levels, where a stock might struggle to move higher.

Low Price:

The lowest price reached during a trading session represents the point of
maximum selling pressure before buyers stepped in. It is a crucial metric
for identifying support levels, where a stock might find buying interest and
reverse direction.

By analyzing these four key price points, traders can better understand
market dynamics and make more informed decisions based on price action.
Different chart types and technical indicators help traders interpret price
movements and detect trends before they become obvious to the broader
market.
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TYPES OF PRICE CHARTS:
Line Chart in Technical Analysis

A line chart is one of the simplest and most commonly used tools in
technical analysis. It represents price movements by plotting closing prices
over a specific period and connecting them with a continuous line. This
straightforward approach helps traders and investors identify trends without
the distraction of minor price fluctuations that occur during the trading
session.

Why Line Charts Use Closing Prices

Closing prices are considered the most important data point in technical
analysis because they reflect the final consensus of buyers and sellers for
the trading period. Unlike intraday fluctuations, which may be influenced
by short-term speculation, the closing price provides a more reliable
indicator of the market’s overall sentiment. By focusing solely on closing
prices, line charts help traders filter out unnecessary noise and concentrate
on the bigger picture.

Identifying Trends with Line Charts

One of the primary benefits of line charts is their ability to reveal price
trends over time. A rising line indicates an uptrend, suggesting that buyers
are dominant, while a declining line signifies a downtrend, showing that
sellers are in control. When the line moves sideways, it signals a
consolidation phase, where neither buyers nor sellers have a clear
advantage. Recognizing these trends early can help traders make informed
buy or sell decisions.

Advantages of Line Charts

Simplicity:

Line charts provide a clean and easy-to-read visualization of price
movements, making them ideal for beginners. Unlike bar or candlestick
charts, which display multiple price points per period, line charts focus only
on closing prices, reducing complexity.

Effective for Long-Term Analysis:
Because line charts smooth out short-term price fluctuations, they are
particularly useful for analyzing long-term trends. Investors and analysts
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often use them to identify broader market movements over weeks, months,
Or even years.

Easy Comparison Across Assets:

Since line charts are visually simple, they allow traders to compare different
stocks, indices, or assets more easily. This makes them useful for portfolio
analysis and sector comparisons.

Limitations of Line Charts
Despite their simplicity, line charts have some drawbacks:

e They do not show intra-day price movements, such as highs and
lows, which can be crucial for short-term traders.

e Line charts may oversimplify price action, potentially leading to
missed trading opportunities.

e They lack additional technical indicators, such as candlestick
patterns, which provide deeper insights into market sentiment.

Line Chart of Closing Prices
Bar Chart in Technical Analysis
A bar chart is a fundamental tool in technical analysis that provides a more
detailed view of price movements compared to a line chart. It displays the
high, low, opening, and closing prices for each trading period, allowing
traders to analyze market behavior with greater precision. The visual
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representation of these key price points helps identify trends, volatility, and
potential reversal patterns.

Structure of a Bar Chart
Each bar in the chart represents a single trading period (such as a day, hour,
or minute) and consists of:

A vertical line: Represents the range between the highest and lowest prices
of the trading session.

o A left horizontal hash: Denotes the opening price.

e A right horizontal hash: Indicates the closing price.
This format helps traders assess price action in a more detailed manner
compared to a simple line chart.

Interpreting a Bar Chart
Bullish Bars (Price Increase):

When the closing price is higher than the opening price, it indicates bullish
sentiment, meaning buyers were in control throughout the session. The right
hash (closing price) is positioned higher than the left hash (opening price).

Bearish Bars (Price Decrease):

If the closing price is lower than the opening price, it signals bearish
sentiment, meaning sellers dominated the session. In this case, the right
hash is lower than the left hash.

Long and Short Bars:

A long bar with a wide range (large vertical line) suggests high volatility,
meaning significant price fluctuations occurred.

A short bar with a narrow range indicates low volatility, meaning price
movement was relatively stable.

Bars with Large Wicks (Shadows):
o If a bar has a long upper wick (shadow), it suggests that the
price attempted to go higher but faced selling pressure and
dropped before closing.
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o A long lower wick (shadow) indicates that buyers stepped
in after a price drop, pushing it back up before closing.

o When both wicks are long, it reflects significant market
indecision, with both buyers and sellers actively pushing the
price in different directions.

Advantages of Bar Charts
More Information Than Line Charts:

Unlike line charts, which only show closing prices, bar charts provide a
complete view of a trading session by including the opening, high, low, and
closing prices.

Trend Identification:

Bar charts help traders recognize bullish and bearish trends based on price
action patterns over multiple bars.

Useful for Short-Term and Long-Term Traders:

The ability to analyze daily, hourly, or even minute-by-minute price
movements makes bar charts versatile for both day traders and long-term
investors.

Limitations of Bar Charts
Complexity for Beginners:

The multiple price points (open, high, low, close) per bar may be
overwhelming for novice traders compared to a simple line chart.

Difficult to Spot Patterns Quickly:

Compared to candlestick charts, which use color coding for bullish and
bearish movements, bar charts may take more time to interpret at a glance.
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Price Bar Chart

Japanese Candlestick Chart: Similar to bar charts but uses candlestick-
shaped rectangles to represent the opening and closing prices. White
candlesticks indicate a higher closing price (bullish), while black
candlesticks indicate a lower closing price (bearish). A "doji" candlestick
occurs when opening and closing prices are the same.

CHART TRENDS AND TREND REVERSALS

Trend and Trend Reversal in Technical Analysis

In technical analysis, understanding the concept of trend and trend
reversal is crucial for traders and investors to make informed decisions. A
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trend represents the general direction in which the price of an asset is
moving over a specific period. It is one of the most fundamental aspects of
market analysis, as it helps identify the prevailing market sentiment—
whether buyers (bulls) or sellers (bears) are in control. Trends are typically
classified into three categories: uptrend, downtrend, and sideways (or
range-bound) trend.

An uptrend is characterized by a series of higher highs and higher lows,
indicating that the asset's price is consistently increasing over time. This
pattern reflects bullish sentiment, where demand outweighs supply, and
buyers are willing to pay higher prices. Conversely, a downtrend is marked
by lower highs and lower lows, signaling that the asset's price is declining.
This pattern reflects bearish sentiment, where supply exceeds demand, and
sellers are driving prices down. A sideways trend, on the other hand, occurs
when the price moves within a relatively narrow range, with no clear
upward or downward direction, often indicating market indecision or
consolidation.

A trend reversal occurs when the direction of the trend changes. For
example, an uptrend reverses into a downtrend when the price fails to make
a new high and instead forms a lower high, followed by a lower low. This
shift signals that the bullish momentum is weakening and that bearish
sentiment is taking over. Similarly, a downtrend reverses into an uptrend
when the price forms a higher low, followed by a higher high, indicating
that bearish momentum is fading and bullish sentiment is gaining strength.
Identifying trend reversals is critical for traders, as it allows them to exit
existing positions or enter new ones in anticipation of a change in market
direction.

To confirm a trend reversal, traders often rely on technical indicators, chart
patterns, and volume analysis. For instance, a break below a key support
level during an uptrend or a break above a key resistance level during a
downtrend can signal a potential reversal. Additionally, tools like moving
averages, the Relative Strength Index (RSI), and trendlines are commonly
used to validate reversals. However, it is important to note that not all
reversals lead to sustained trends; some may result in temporary pullbacks
or corrections before the original trend resumes. Therefore, traders must
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exercise caution and use multiple confirmation signals before acting on a
potential trend reversal.

CHART PATTERNS

Chart patterns help identify trend reversals and continuations. They are
classified into three categories:

1.Support and Resistance in Technical Analysis

Support and resistance are foundational concepts in technical analysis,
serving as key tools for traders to identify potential price levels where the
market may experience a pause or reversal in its current trend. These levels
are based on the principles of supply and demand, reflecting areas where
the forces of buyers and sellers converge. Understanding support and
resistance is essential for making informed trading decisions, as they help
traders anticipate potential entry and exit points, manage risk, and identify
trend reversals.

Support is a price level where buying pressure is strong enough to halt or
reverse a downtrend. It acts as a "floor" for the price, preventing it from
falling further. Support levels are formed when the market reaches a price
point where demand outweighs supply, causing the price to bounce back
upward. This often occurs because traders perceive the asset as undervalued
at that level, leading to increased buying activity. Support levels can be
identified by looking at historical price data, where the price has previously
reversed after reaching a specific level. For example, if the price of a stock
consistently rebounds after falling to $50, this level is considered a strong
support zone. Traders often use support levels to place buy orders or set
stop-loss orders below the support to minimize potential losses.

Resistance, on the other hand, is a price level where selling pressure is
strong enough to halt or reverse an uptrend. It acts as a "ceiling" for the
price, preventing it from rising further. Resistance levels are formed when
the market reaches a price point where supply exceeds demand, causing the
price to drop back down. This often happens because traders view the asset
as overvalued at that level, leading to increased selling activity. Resistance
levels can also be identified by examining historical price data, where the
price has previously reversed after reaching a specific level. For instance, if
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the price of a stock consistently drops after reaching $100, this level is
considered a strong resistance zone. Traders often use resistance levels to
place sell orders or take profits, anticipating a potential reversal or pullback.

A break below support or a break above resistance is a significant event
in technical analysis, as it often signals a potential trend reversal. When the
price breaks below a support level, it indicates that selling pressure has
overcome buying pressure, potentially leading to a further decline in price
and the start of a new downtrend. Conversely, when the price breaks above
a resistance level, it suggests that buying pressure has overcome selling
pressure, potentially leading to a further increase in price and the start of a
new uptrend. These breakouts are often accompanied by increased trading
volume, which serves as confirmation of the strength of the move. Traders
closely monitor these breakouts to capitalize on new trends, but they also
exercise caution, as false breakouts (where the price briefly breaks a level
but then reverses) can occur. To mitigate this risk, traders often wait for
additional confirmation, such as a sustained move beyond the level or a
retest of the broken level before entering a trade.

In summary, support and resistance are critical tools for understanding
market dynamics and predicting potential price movements. By identifying
these levels and monitoring how the price interacts with them, traders can
gain valuable insights into market sentiment and make more informed
trading decisions. Whether used to identify entry and exit points, manage
risk, or spot trend reversals, support and resistance remain indispensable
components of technical analysis.

Support and Resistance Levels
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2.Reversal Patterns:
Head and Shoulders Pattern in Technical Analysis

The Head and Shoulders (H&S) pattern is one of the most reliable and
widely recognized bearish reversal patterns in technical analysis. It
typically forms after an uptrend and signals a potential reversal to a
downtrend. The pattern is named for its resemblance to a head and two
shoulders, with the central peak (the head) being the highest and the two
surrounding peaks (the shoulders) being lower and roughly equal in height.
Traders use this pattern to identify potential selling opportunities and to
anticipate a shift in market sentiment from bullish to bearish.

Structure of the Head and Shoulders Pattern
The Head and Shoulders pattern consists of three main components:

Left Shoulder: The first peak forms during the ongoing uptrend,
representing a temporary high where buying pressure begins to weaken.
After reaching this peak, the price retraces, forming a trough known as the
"neckline."

Head: The price rallies again, forming a higher peak than the left shoulder.
This represents the highest point in the pattern and often occurs due to a
final surge in buying momentum. However, the subsequent decline from
this peak breaks below the neckline, indicating weakening bullish
sentiment.

Right Shoulder: The price attempts to rally once more but fails to reach the
height of the head, forming a lower peak. This demonstrates that buying
pressure is diminishing, and sellers are gaining control. The final decline
from the right shoulder breaks the neckline, confirming the pattern.

The neckline is a critical component of the pattern, acting as a support level
that connects the lows of the left shoulder, head, and right shoulder. A
break below the neckline is the key confirmation of the pattern's completion
and signals a potential trend reversal from bullish to bearish.

Confirmation and Trading Strategy

For the Head and Shoulders pattern to be considered valid, the price must
break below the neckline after the formation of the right shoulder. This
breakout is often accompanied by an increase in trading volume, which
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adds credibility to the reversal signal. Traders typically wait for a decisive
close below the neckline before taking action, as false breakouts can occur.
Once the pattern is confirmed, traders often use the height of the head to
estimate the potential downside target. This is done by measuring the
distance from the top of the head to the neckline and projecting that
distance downward from the point of the neckline breakout. For example, if
the head is 50 points above the neckline, the price is expected to decline by
approximately 50 points after the breakout.

Psychology Behind the Pattern

The Head and Shoulders pattern reflects a shift in market psychology.
During the formation of the left shoulder and head, buyers are still in
control, pushing the price to new highs. However, as the right shoulder
forms, it becomes evident that buyers are losing momentum, and sellers are
stepping in. The break below the neckline confirms that sellers have taken
control, leading to a bearish trend.

Limitations and Considerations

While the Head and Shoulders pattern is a powerful tool, it is not foolproof.
False breakouts can occur, where the price briefly breaks below the
neckline but then reverses higher. To mitigate this risk, traders often use
additional confirmation tools, such as momentum indicators (e.g., RSI or
MACD) or candlestick patterns, to validate the reversal signal.
Additionally, the pattern is more reliable when it forms over a longer time
frame, such as on daily or weekly charts, as it reflects stronger market
sentiment.

Head and Shoulder Formation

116



b.Inverse Head and Shoulders

The Inverse Head and Shoulders is a bullish reversal pattern that signals a
potential trend change from bearish to bullish. It is the opposite of the Head
and Shoulders pattern and is characterized by three distinct troughs.

Structure of the Pattern

e Left Shoulder: The first trough forms during a downtrend,
representing a temporary decline in price.

e Head: The second trough is deeper than the first, indicating a
further decline in price. This is the lowest point of the pattern.

o Right Shoulder: The third trough is shallower than the head and
forms as the price begins to recover. It indicates weakening selling
pressure.

Neckline

e The neckline is a resistance level drawn by connecting the highs of
the peaks between the troughs. A breakout above the neckline
confirms the pattern and signals a bullish reversal.

Implications

e The Inverse Head and Shoulders pattern suggests that selling
pressure is diminishing and buying pressure is increasing. Traders
often enter long positions after the price breaks above the neckline,
with a target price calculated by measuring the distance from the
head to the neckline and projecting it upward.

Inverse Head and Shoulder Pattern

3.Continuation Patterns:
There are certain patterns which tend to provide a breathing space to the
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earlier sharp rise or fall and after the completion of these patterns, the price
tends to move along the original trend. These patterns are formed during
side way movements of share prices and are called continuation patterns
because they indicate a continuation of the trend prevailing before the
formation of thepattern.

a) Triangles

Triangles are the most popular among the continuation patterns. Triangles
are formed when the price movements result in two or more consecutive
descending tops and two or more consecutive ascending bottoms. The
triangle becomes apparent on the chart when the consecutive tops are joined
by a straight line and the consecutive bottoms are joined by another straight
line. The two straight lines are the upper trend line and the lower trend line
respectively. A triangle is illustrated in fig.3.3.10.

The triangle formation may occur during a bull phase or a bear phase. In
either case it would indicate a continuation of the trend. It is generally seen
that the volume diminishes during the movement within the triangular
pattern. The breakout from the pattern is usually accompanied by increasing
volume.

Triangle Formation

b) Flags and Pennants

These are considered to be very reliable continuation patterns. They
represent a brief pause in a fast moving market. They occur mid-way
between a sharp rise in price or a steep fall in price. The flag formation
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looks like a parallelogram with the two lines forming two parallel lines. The
volume of trading is expected to fall during the formation of the flag and
again pick up on breaking out from the pattern. The pennant formation
looks like a symmetrical triangle. The upper trendline formed by
connecting the tops stoops downwards, whereas the lower trendline formed
by connecting the bottoms rises upwards. The pennant is formed midway
between either a bullish trend or a bearish trend and signals the continuation
of the same trend. The break out from the pattern is market by increased
volume of trading.

Flag Formation

Pennant Formation
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ELLIOT WAVE THEORY

Elliott Wave Theory: Understanding Market Movements Through
Wave Patterns

Developed by Ralph Nelson Elliott in the 1930s, the Elliott Wave
Theory is a powerful and widely used tool in technical analysis that posits
that financial markets move in repetitive wave patterns. These patterns are
driven by investor psychology, which alternates between optimism and
pessimism in a cyclical manner. According to Elliott, market movements
are not random but follow a structured and predictable sequence of waves.
A complete market cycle consists of eight waves: five waves in the
direction of the primary trend (impulse waves) and three corrective waves
against the trend. This theory provides traders and investors with a
framework to analyze market trends, identify potential turning points, and
make informed trading decisions.

The Basic Structure of Elliott Waves

The Elliott Wave Theory divides market movements into two main phases:

1. Impulse Waves (Motive Phase): These are the waves that move in
the direction of the primary trend. In an uptrend, impulse waves
move upward, and in a downtrend, they move downward. A
complete impulse phase consists of five waves, labeled as Waves 1,
2,3,4, and 5.

2. Corrective Waves (Reaction Phase): These are the waves that
move against the primary trend, representing temporary pullbacks or
consolidations. A complete corrective phase consists of three
waves, labeled as Waves A, B, and C.

The Five-Wave Impulse Sequence

The impulse phase is the most critical part of the Elliott Wave Theory, as it
represents the dominant trend. It consists of five distinct waves:

1. Wave 1: This is the initial wave in the direction of the new trend. It
is often weak and can be difficult to identify because it emerges
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after a prolonged downtrend or consolidation. Wave 1 is driven by
early buyers who recognize the potential for a trend reversal.

Wave 2: This is a corrective wave that retraces part of Wave 1. It
typically retraces 50% to 61.8% of Wave 1 but does not exceed the
starting point of Wave 1. Wave 2 is driven by profit-taking and
skepticism about the sustainability of the new trend.

Wave 3: This is the strongest and most extended wave in the
sequence. It is characterized by strong momentum and high trading
volume as more participants join the trend. Wave 3 often exceeds
the high (or low in a downtrend) of Wave 1 and is where the trend
gains widespread recognition.

Wave 4: This is another corrective wave that retraces part of Wave
3. It is typically less severe than Wave 2 and often retraces 38.2% to
50% of Wave 3. Wave 4 reflects profit-taking and consolidation
before the final push in Wave 5.

Wave 5: This is the final wave in the impulse phase and represents
the last push in the direction of the trend. It is often driven by retail
investors and can exhibit signs of weakening momentum, such as
divergence in technical indicators.

The Three-Wave Corrective Sequence

After the completion of the five-wave impulse phase, the market enters a

corrective phase, which consists of three waves:

1.

Wave A: This is the first wave in the corrective phase and moves
against the primary trend. It is often mistaken for a normal pullback,
but it signals the beginning of a larger correction.

Wave B: This wave retraces part of Wave A and can sometimes
exceed the high (or low) of Wave 5. It is often driven by traders
who believe the primary trend is still intact.

Wave C: This is the final wave in the corrective phase and typically
moves beyond the end of Wave A. It is characterized by strong
momentum and confirms the reversal of the primary trend.

Key Rules and Guidelines

The Elliott Wave Theory is governed by several rules and guidelines that
help traders identify and validate wave patterns:

121



1.Wave 2 cannot retrace more than 100% of Wave 1: If Wave 2
exceeds the starting point of Wave 1, the wave count is invalid.

2.Wave 3 is never the shortest wave: Among Waves 1, 3, and 5, Wave 3
is typically the longest and strongest.

3.Wave 4 does not overlap with Wave 1: In other words, the low of
Wave 4 (in an uptrend) should not fall below the high of Wave 1.

4. Alternation: Waves 2 and 4 often alternate in terms of complexity and
structure. For example, if Wave 2 is a sharp correction, Wave 4 is
likely to be a sideways or complex correction.

Practical Application of Elliott Wave Theory

Traders use the Elliott Wave Theory to:

1. Identify Trends: By analyzing wave patterns, traders can determine
the direction of the primary trend and anticipate potential reversals.

2. Set Price Targets: The length of Wave 1 and Wave 3 can be used
to project potential targets for Wave 5.

3. Time Entries and Exits: The completion of a five-wave impulse
phase often signals an opportunity to take profits or enter a trade in
the direction of the corrective phase.

4. Manage Risk: By understanding the structure of waves, traders can
place stop-loss orders at logical levels, such as below the start of
Wave 1 or above the high of Wave 5.

Limitations and Challenges

While the Elliott Wave Theory is a powerful tool, it is not without its
challenges:

1. Subjectivity: Identifying wave patterns can be subjective, and
different analysts may interpret the same chart differently.

2. Complexity: The theory can be complex, especially when dealing
with nested waves (waves within waves) and extended waves.

3. False Signals: Like all technical tools, the Elliott Wave Theory is
not foolproof and can produce false signals, particularly in volatile
or choppy markets.
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Representation of Elliot Wave Theory

MATHEMATICAL INDICATORS

Share prices do not rise or fall in straight lines. The movements are
erratic. This makes it difficult for the analyst to gauge the underlying trend.
He can use the mathematical tool of moving averages to smoothen out the
apparent erratic movements of share prices and highlight the underlying
trend.

1. Moving Average

Moving averages are mathematical indicators of the underlying
trend of the price movement. Two types of moving averages (MA) are
commonly used by analysts — the simple moving average and the
exponential moving average. The closing prices of shares are generally
used for the calculation of moving averages.

Simple Moving Average

An average is the sum of prices of a share for a specific number of
days divided by the number of days. In a simple moving average, a set of
averages are calculated for a specific number of days, each average being
calculated by including a new price and excluding an old price. The
calculation of a simple moving averages is illustrated below:

Calculation of Five — Day Simple MA

Days | Closing Prices Total of Prices of 5 Days Five Day MA

1. 33 - -

2. 35 - -

123



3. 37.5 - -

4. 36 - -

5. 39 180.5 36.1
6. 40 187.5 37.5
7. 40.5 193.0 38.6
8. 38.5 194.0 38.8
9. 41 198.0 39.6
10. 42 202.0 40.4
11. 44 206.0 41.2
12. 42.5 208.0 41.6
13. 42 211.5 42.3
14. 44 214.5 429
15. 45 217.5 43.5

The first total of 180.5 in column 3 is obtained by adding the prices of the
first five days, that is, (33 + 35 + 37.5 + 36 + 39). The second total of 187.5
in column 3 is obtained by adding the price of the 6™ day and deleting the
price of the first day from the first total, that is, (180.5 + 40 — 33). This
process is continued. The moving average in column 4 is obtained by

dividing the total figure in column 3 by the number of days, namely5.

Exponential Moving Average

Where

Factor =

n = number of days for which the average is to be calculated.

2
n+1

Exponential moving average (EMA) is calculated by using the
following formula: EMA = (Current closing price — Previous
EMYS) x Factor + Previous EMA

The calculation of exponential moving average is illustrated below.




Calculation of Five — Day EMA

Days| Closing Prices EMA
1. 33 33
2. 35 33.66
3. 37.5 34.93
4, 36 35.28
5. 39 36.51
6. 40 37.66
7. 40.5 38.60
8. 38.5 38.57
0. 41 39.37
10. 42 40.24

Factor = 2 = 2 = 2 =0.33
n+1 5+1 6

The EMA for the first day is taken as the closing price of that day itself.
The EMA for

The second day is calculated as shown below.

EMA = (Closing price — Previous EMA) x Factor + Previous EMA
=(35-33)x0.33 +33 =33.66

EMA for the third day = (37.5 — 33.66) x 0.33 + 33.66 = 34.93

If we are calculating the five day exponential moving average, the correct
five day EMA will be available from the sixth day onwards.

A moving average represents the underlying trend in the share price
movement. The period of the average indicates the type of trend being
identified. For example, a five day or ten day average would indicate the
short — term trend; a 50 day average would indicate the medium — term
trend and a 200 day average would represent the long — term trend.

The moving averages are plotted on the price charts. The curved line
joining these moving averages represent the trend line. When the price of
the share intersects and moves above or below this trend line, it may be
taken as the first sign of trend reversal.
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Sometimes, two moving averages — one short term and the other longer —
term — are used in combination. In this case, trend reversal is indicated by
the intersection of the two moving averages.

Oscillators

Oscillators are mathematical indicators calculated with the help of
the closing price data. They help to identify overbought and oversold
conditions and also the possibility of trend reversals. These indicators are
called oscillators because they move across a reference point.

Rate of change indicator (ROC)

It is very popular oscillator which measures the rate of change of the
current price as compared to the price a certain number of days or weeks
back. To calculate a 7 day rate of change, each day*s price is divided by the
price which prevailed 7 days ago and then 1 is subtracted from this price
ratio.

Current price
ROC = -1
Price ‘n’period ago

The calculation of ROC is illustrated below:
Calculation of 7 Day ROC

Day| Closing Closing Price 7 Price | ROC = Rati

Prices days ago ratio -1

1. 70 - - -

2. 72 - - -

3. 73 - - -

4. 70 - - -

5. 74 - - -

6. 76 - - -

7. 77 - - -

8. 75 70 1.07 0.07

0. 78 72 1.08 0.08
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10. 80 73 1.10 0.10
11. 79 70 1.13 0.13
12. 78 74 1.05 0.05
13. 76 76 1.00 0.00
14. 75 77 0.97 -0.03
15. 77 75 1.03 0.03
16. 78 78 1.00 0.00
17. 76 80 0.95 -0.05
18. 75 79 0.95 -0.05

The ROC values may be positive, negative or zero. An ROC chart is shown
in Fig.

3.3.14 where the X axis represents the time and the Y axis represents the
values of the ROC. The ROC values oscillate across the zero line. When the
ROC line is above the zero line, the price is rising and when it is below the
zero line, the price is falling. Ideally, one should buy a share that is
oversold and sell a share that is overbought. In the ROC chart, the
overbought zone is above the zero line and the oversold zone is below the
zero line. Many analysts use the zero line for identifying buying and selling
opportunities. Upside crossing (from below to above the zero line) indicates
a buying opportunity, while a downside crossing (from above to below the
zero line) indicated a selling opportunity.

The ROC has to be used along with the price chart. The buying and selling
signals indicated by the ROC should also be confirmed by the price chart.

ROC Chart

127



Relative Strength Index (RSI)

This is a powerful indicator that signals buying and selling opportunities
ahead of the market. RSI for a share is calculated by using the following
formula.

RSI = 100 - [100 / (1+ RS)]

Average gain per day
Where RS= oo

Average loss per day

The most commonly used time period for the calculation of RSI is 14 days.
For the calculation a 14 day RSI, the gain per day or loss per day is arrived
at by comparing the closing price of a day with that of the previous day for
a period of 14 days. Similarly, the losses are added up and divided by 14 to
get the average loss per day. The average gain per day and the average loss
per day are used in the above formula for calculating the RSI for a day. In
this way RSI values can be calculated for a number of days.

The calculation of RSI is illustrated below.

Calculation of 14 Day RSI

Day Closing Change over previous day
price Gain Loss
1 130 - -
2 132 2 -
3 130 - 2
4 135 5 -
5 137 2 -
6 134 - 3
7 136 2 -
8 140 4 -
9 140 - -
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10 142 2 -

11 139 - 3

12 141 2 -

13 145 4 -

14 143 - 2

15 145 2 -

Total 25 10
14 Day (25/14)=1.786 | (10/14)=0.714
Average

RS = (1.786/0.714) = 2.50

RSI =100 —[100/(1+2.50)]
=100 — (100/3.50)

=100-28.58 =71.42

This is the RSI for day 15. In this way the RSI values for the
subsequent days can be calculated by taking the closing prices of 14
previous days. The RSI values range from O to 100. These values are then
plotted on an XY graph as shown in below fig. 3.3.15. RSI values above 70
are considered to denote overbought condition and values below 30 are
considered to denote oversold condition. When the RSI has crossed the 30
lines from below to above and is rising, a buying opportunity is indicated.
When it has crossed the 70 line from above to below and is falling, a sell
signal is indicated.

Moving Average Convergence and Divergence (MACD)

MACD 1is an oscillator that measures the convergence and
divergence between two exponential moving averages. A short —term
exponential moving average and a long —term exponential moving average
are calculated with the help of the closing price data. A 12-day and 48-day
exponential moving averages constitute a popular combination. The
difference between the short-term EMA and the long-term EMA represents
MACD. The MACD values for different days are derived by deducting the
long-term EMA for each day from the corresponding short-term EMA for
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the day. These MACD values are plotted on an XY graph with MACD
values on the Y axis and time periods on X axis. The MACD line would
oscillate across the zero line. If the MACD line crosses the zero line from
above, the trend can be considered to have turned bearish, signaling a
selling opportunity. On the other hand, if the MACD line moves above the
zero line from below, the trend can be said to have turned bullish and
indicates a buying opportunity.

Sometimes, a simple moving average or an exponential moving
average of the MACD values is superimposed over the MACD graph.
Then buy and sell signals are generated by the cross over of the average line
and the MACD line. When the lines are below the zero line, if the MACD
line crosses the average line from below to above, it indicates a buying
opportunity. When the lines are above the zero line, crossing of the MACD
line from above to below the average line signals a selling opportunity.

RSI Chart

Market Indicators: Tools for Gauging Market Strength and Sentiment
Market indicators are essential tools used by traders and investors to assess
the overall health and direction of the market. These indicators provide
insights into market breadth, sentiment, and potential buying or selling
pressure, helping market participants make informed decisions. Below, we
explore four key market indicators in detail: Breadth of the Market, Short
Interest, Odd-Lot Index, and Mutual Fund Cash Ratio.
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Breadth of the Market

The Breadth of the Market is a measure of the overall participation of
stocks in a market move. It compares the number of advancing stocks
(those whose prices are rising) to the number of declining stocks (those
whose prices are falling) to gauge the strength and sustainability of a
market trend. Breadth indicators are particularly useful in identifying
whether a market rally or decline is broad-based or driven by a few large-
cap stocks.

Key Breadth Indicators

¢ Advance-Decline Line (A/D Line): This is a cumulative measure
of the difference between the number of advancing and declining
stocks. A rising A/D line indicates broad market participation in an
uptrend, while a declining A/D line suggests weakening market
breadth, even if the index is rising.

e Advance-Decline Ratio: This ratio compares the number of
advancing stocks to declining stocks over a specific period. A high
ratio indicates strong market breadth, while a low ratio suggests
limited participation.

e New Highs vs. New Lows: This indicator tracks the number of
stocks hitting new 52-week highs versus those hitting new 52-week
lows. A market with a high number of new highs is considered
strong, while a high number of new lows indicates weakness.

Interpretation
e Bullish Signal: When the market index is rising, and breadth
indicators (e.g., A/D line) are also rising, it confirms a strong and
sustainable uptrend.
e Bearish Signal: If the market index is rising, but breadth indicators
are declining, it suggests that the rally is narrow and may not be
sustainable. This divergence often precedes a market correction.

Short Interest

Short Interest measures the total number of shares of a stock or market
that have been sold short but not yet covered or closed out. It is a key
indicator of market sentiment, as it reflects the level of bearishness or
skepticism among investors.
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Key Metrics

Short Interest Ratio (Days to Cover): This ratio is calculated by
dividing the total short interest by the average daily trading volume.
It indicates how many days it would take for all short positions to be
covered. A high short interest ratio suggests that a large number of
investors are betting against the stock or market, which can lead to a
short squeeze if the price starts to rise.

Short Interest as a Percentage of Float: This measures the
proportion of a company's shares that are sold short relative to its
total float. A high percentage indicates significant bearish sentiment.

Interpretation

Contrarian Indicator: High short interest can be a bullish signal,
as it indicates potential buying pressure if short sellers are forced to
cover their positions (short squeeze).

Bearish Sentiment: Rising short interest can also indicate growing
pessimism about a stock or market, which may lead to further
declines.

3. Odd-Lot Index
The Odd-Lot Index tracks the trading activity of small investors, who
typically trade in odd lots (fewer than 100 shares). This indicator is often
considered a contrarian signal, as small investors are historically less

informed and more emotional in their trading decisions.

Key Metrics

Odd-Lot Sales: Measures the volume of odd-lot sell orders.
Odd-Lot Purchases: Measures the volume of odd-lot buy orders.

Odd-Lot Balance: The difference between odd-lot purchases and
sales.

Interpretation

Bearish Signal: When small investors are heavily buying (high
odd-lot purchases), it may indicate excessive optimism and a
potential market top.

Bullish Signal: When small investors are heavily selling (high odd-
lot sales), it may indicate excessive pessimism and a potential
market bottom.
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4. Mutual Fund Cash Ratio

The Mutual Fund Cash Ratio measures the percentage of cash holdings
relative to the total assets under management (AUM) in mutual funds. It is
an indicator of potential buying power in the market, as mutual funds use
cash reserves to purchase securities.

Key Metrics
e Cash as a Percentage of AUM: This ratio is calculated by dividing
the total cash holdings of mutual funds by their total AUM.

Interpretation

o High Cash Ratio: A high cash ratio suggests that mutual funds
have significant buying power, which can support market rallies. It
may also indicate caution or bearish sentiment among fund
managers.

o Low Cash Ratio: A low cash ratio suggests that mutual funds have
limited buying power, which may lead to market weakness. It can
also indicate bullish sentiment, as fund managers are fully invested.

TECHNICAL ANALYSIS VS. FUNDAMENTAL ANALYSIS
Technical analysis and fundamental analysis are two distinct methodologies
used by investors and traders to evaluate securities and make investment
decisions. While both approaches aim to predict future price movements,
they differ significantly in their focus, tools, and underlying principles.
Below is a detailed comparison of these two approaches, highlighting their
key features, advantages, and limitations:

1. Fundamental Analysis

Fundamental analysis is a method of evaluating securities by assessing their
intrinsic value. It involves a thorough examination of economic, industry,
and company-specific factors to determine whether a security is
undervalued or overvalued in the market.

Key Components of Fundamental Analysis

Economic Factors:

Fundamental analysts begin by analyzing macroeconomic indicators such
as GDP growth, inflation rates, interest rates, and unemployment levels.
These factors provide insights into the overall health of the economy and its
potential impact on industries and companies.
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Industry Analysis:

Analysts evaluate the performance and prospects of specific industries.
Factors such as industry growth rates, competitive dynamics, regulatory
environment, and technological advancements are considered to identify
attractive sectors.

Company Analysis:

At the company level, fundamental analysts examine financial statements,
including the income statement, balance sheet, and cash flow statement.
Key metrics such as revenue, earnings, profit margins, debt levels, and cash
flow are analyzed to assess a company's financial health and growth
potential.

Valuation Techniques:
Fundamental analysts use various valuation models to estimate the intrinsic
value of a security. Common methods include:

o Price-to-Earnings (P/E) Ratio: Compares a company's stock price
to its earnings per share (EPS).

o Price-to-Book (P/B) Ratio: Compares a company's stock price to
its book value per share.

o Discounted Cash Flow (DCF) Analysis: Estimates the present
value of a company's future cash flows.
If the intrinsic value is higher than the current market price, the
security is considered undervalued and a potential buy opportunity.

Advantages of Fundamental Analysis

e Provides a comprehensive understanding of a company's financial
health, competitive position, and growth prospects.

o Helps identify undervalued or overvalued securities based on
intrinsic value.

o Suitable for long-term investors who focus on the underlying value
of assets.

Limitations of Fundamental Analysis
e Time-consuming and requires in-depth research and expertise.
e May not account for short-term market fluctuations or investor
sentiment.
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Relies on historical data, which may not always predict future
performance.

Technical Analysis
Technical analysis is a method of evaluating securities by analyzing price
and volume movements. It focuses on identifying patterns and trends in

historical market data to predict future price movements.

Key Components of Technical Analysis

1.

Price Charts:

Technical analysts use various types of charts, such as line charts,
bar charts, and candlestick charts, to visualize price movements over
time.

Trend Analysis:

Analysts identify trends (uptrend, downtrend, or sideways) using
tools such as trendlines, moving averages, and support/resistance
levels. Understanding the direction of the trend helps in making
informed trading decisions.

Chart Patterns:

Technical analysts study chart patterns, such as head and shoulders,
triangles, and double tops/bottoms, to predict potential reversals or
continuations in price movements.

Technical Indicators:

Indicators such as Relative Strength Index (RSI), Moving Average
Convergence Divergence (MACD), and Bollinger Bands are used to
assess market conditions, including overbought/oversold levels and
momentum.

Volume Analysis:

Volume is a key component of technical analysis, as it provides
insights into the strength of price movements. High volume during a
price breakout confirms the validity of the pattern.

Advantages of Technical Analysis

Helps identify optimal entry and exit points for trades.
Suitable for short-term traders who focus on price movements and
market timing.
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o Provides real-time insights into market sentiment and trends.

Limitations of Technical Analysis

o Relies heavily on historical data, which may not always predict

future price movements.
o Subject to interpretation, as different analysts may draw different

conclusions from the same chart.
e May not account for fundamental factors that can impact a security's

value.

Key Differences between Technical and Fundamental Analysis

Aspect

Focus

Time
Horizon

Data Used

Tools

Objective

Suitability

Fundamental Analysis

Intrinsic value of a security

Long-term

Financial statements
economic indicators
Valuation models, financis
ratios
Identify
overvalued securities

undervalued o

Long-term investors

Complementary Use of Both Approaches

Technical Analysis

Price and volum

movements
Short-term to medium-tern

Historical price and volum
data

Charts, technical indicators
trendlines

Determine optimal timin,
for buying/selling
Short-term traders

While technical and fundamental analysis are often viewed as opposing
approaches, they can be used together to enhance decision-making. For

example:

o Fundamental Analysis can help identify high-quality companies
with strong growth potential.

e Technical Analysis can provide insights into the best time to enter
or exit a position based on price trends and patterns.

By combining both methods, investors and traders can make more informed
decisions, balancing the long-term value of a security with short-term

market dynamics.

136



Conclusion

Both technical analysis and fundamental analysis play crucial roles in the
investment decision-making process. Fundamental analysis focuses on
evaluating the intrinsic value of a security by examining economic,
industry, and company-specific factors. It is particularly useful for long-
term investors who seek to identify undervalued or overvalued assets. On
the other hand, technical analysis focuses on analyzing price and volume
movements to predict future trends. It is widely used by short-term traders
to determine optimal entry and exit points. While each approach has its
strengths and limitations, they can be used together to provide a more
comprehensive understanding of the market. By leveraging the insights
from both methods, investors and traders can improve their ability to make
informed decisions and achieve their financial goals.

STRENGTHS AND WEAKNESSES OF TECHNICAL ANALYSIS

Technical analysis is a widely used approach for evaluating securities and
making investment decisions based on historical price and volume data.
While it offers several advantages, it also has certain limitations. Below is a
detailed discussion of the strengths and weaknesses of technical analysis:

Strengths of Technical Analysis
1. Universal Applicability Across Financial Instruments

Technical analysis can be applied to various financial instruments,
including stocks, bonds, commodities, currencies, and cryptocurrencies.
The principles of price action, trends, and patterns are universally
applicable, making it a versatile tool for traders and investors.

For example, chart patterns such as head and shoulders or support and
resistance levels can be used to analyze the price movements of stocks,
forex pairs, or gold.

2. Focuses on Price Action, Which Reflects All Known Information

One of the core principles of technical analysis is that the price of a security
reflects all known information, including fundamental factors, market
sentiment, and investor behavior. By focusing on price action, technical
analysts believe they can capture the collective impact of all market
participants.
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This approach eliminates the need to analyze individual factors
separately, as the price is considered the ultimate indicator of a
security's value.

3. Helps Identify Support and Resistance Levels

Technical analysis is particularly effective in identifying key levels
of support and resistance. Support levels represent price points
where buying interest is strong enough to prevent further declines,
while resistance levels represent price points where selling pressure
is strong enough to prevent further gains.

These levels help traders make informed decisions about entry and
exit points, as well as set stop-loss and take-profit orders.

4. Provides a Visual Representation of Price History

Technical analysis relies on charts, which provide a visual
representation of a security's price history. This makes it easier to
identify trends, patterns, and key levels at a glance.

Tools such as trendlines, moving averages, and candlestick patterns
enhance the ability to interpret price movements and make data-
driven decisions.

Weaknesses of Technical Analysis

1. Subjective and Open to Interpretation

One of the main criticisms of technical analysis is its subjectivity.
Different analysts may interpret the same chart or pattern
differently, leading to conflicting conclusions.

For example, one trader may identify a head and shoulders pattern,
while another may see a different formation. This subjectivity can
result in inconsistent trading decisions.

2. Can Lag Behind Actual Market Movements

Technical analysis relies on historical price data, which means it
may lag behind actual market movements. While technical
indicators and patterns can provide insights into potential future
trends, they are not always predictive.
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o For instance, a breakout above a resistance level may signal a
bullish trend, but the price could reverse shortly after due to
unforeseen market events.

3. Patterns Are Not Always Reliable

o While technical analysis identifies recurring patterns, these patterns
are not always reliable. False breakouts, where the price appears to
break a key level but then reverses, are common and can lead to
losses.

e Additionally, patterns that worked in the past may not necessarily
work in the future, as market conditions and investor behavior can
change.

EFFICIENT MARKET HYPOTHESIS (EMH)

Stock prices are influenced by a variety of factors, including fundamental
factors (e.g., company performance, economic conditions), technical
factors (e.g., price patterns, trading volume), and psychological
factors (e.g., investor sentiment, market behavior). These factors are
analyzed using different methods, such as fundamental
analysis and technical analysis.

o Fundamental Analysis: This approach evaluates the intrinsic value
of securities by studying the performance of the economy, industry,
and individual companies. It focuses on financial statements,
earnings, growth potential, and macroeconomic indicators.

o Technical Analysis: This approach assumes that past price behavior
can predict future price movements. It relies on charts and patterns
to identify trends and trading opportunities.

However, a third theory challenges the assumptions of technical analysis.
This theory, known as the Random Walk Theory, argues that stock price
movements are random and not orderly. Over time, this theory evolved into
the Efficient Market Hypothesis (EMH), which asserts that stock prices
fully reflect all available information, making it impossible to consistently
outperform the market.

RANDOM WALK THEORY
The Random Walk Theory suggests that stock prices change only in
response to new information about the economy, industry, or company.
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When new information becomes available, stock prices adjust immediately
to reflect this information, moving to a new equilibrium level. This rapid
adjustment means that all known information is already reflected in the
current stock price. Future price changes depend solely on new,
unpredictable information.

Key Principles of the Random Walk Theory:

1. Independence of Price Changes: Each price change is independent
of previous changes because it is driven by new information. For
example, if a company announces higher earnings, the stock price
will adjust immediately to reflect this news. The next price change
will depend on another piece of new information, such as a change
in interest rates or industry trends.

2. Instant Adjustment: Stock prices adjust instantly to new
information, leaving no room for investors to profit from past price
patterns. This is because markets are highly efficient, and
information spreads quickly.

3. No Predictability: Since price changes are random, past prices
cannot be used to predict future prices. For instance, if a stock’s
price increased yesterday, it does not mean it will increase today.
Each day’s price movement is independent of the previous day’s
movement.

The Random Walk Theory assumes that markets are highly efficient,
with information spreading quickly and prices adjusting immediately.
This efficiency is the foundation of the Efficient Market Hypothesis
(EMB).

EFFICIENT MARKET HYPOTHESIS (EMH)

The Efficient Market Hypothesis (EMH) states that financial markets are
efficient in processing information. In an efficient market, security prices
always reflect their intrinsic values, and most securities are correctly priced.
According to Eugene Fama, a pioneer of EMH, "prices fully reflect all
available information" at any given time.

The EMH focuses on how quickly information is incorporated into prices. It
challenges both technical and fundamental analysis:
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o Technical Analysis: Assumes that past price patterns can predict
future movements because information is slowly incorporated into
prices.

o Fundamental Analysis: Assumes that it takes time for investors to
fully assess new information, creating opportunities for analysts to
profit.

The EMH, however, argues that prices adjust instantly to new information,
leaving no room for investors to consistently earn excess returns through
analysis.

FORMS OF MARKET EFFICIENCY

The Efficient Market Hypothesis (EMH) is divided into three forms, each
based on the type of information reflected in stock prices. These forms are:

1. Weak Form Efficiency
2. Semi-Strong Form Efficiency
3. Strong Form Efficiency

Each form represents a different level of market efficiency and has distinct
implications for investors and analysts. Below is a detailed explanation of
each form, including definitions, implications, empirical tests, and results.

1. Weak Form Efficiency
Definition:

Weak form efficiency states that stock prices fully reflect all historical price
and volume data. This means that past price movements, trading volume,
and other historical market data cannot be used to predict future price
movements.

Implications:

o Technical Analysis is Ineffective: Since past prices and volume data
are already reflected in current prices, technical analysis (which
relies on historical price patterns) cannot be used to consistently
earn excess returns.

e Random Walk Theory: Weak form efficiency aligns with the
Random Walk Theory, which suggests that stock price changes are
random and unpredictable.
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Empirical Tests:

Weak form efficiency is tested using the following methods:

Serial Correlation Tests:

o

Run Tests:

o

Filter Tests:

o

Objective: To measure the relationship between price
changes over time.

Method: Calculate the correlation coefficient between price
changes in one period and price changes in another period.
Interpretation: A correlation coefficient close to zero
indicates that price changes are independent, supporting
weak form efficiency.

Example: If the correlation coefficient between today’s price
change and yesterday’s price change is close to zero, it
suggests that past prices do not predict future prices.

Objective: To analyze sequences of price changes and
determine if they are random.

Method: Identify "runs" (consecutive sequences of price
increases or decreases) and compare the actual number of
runs to the expected number in a random series.
Interpretation: If the actual number of runs is close to the
expected number, it suggests that price changes are random,
supporting weak form efficiency.

Example: A sequence of price changes like + + + — — —
has two runs. If the number of runs matches what would be
expected in a random series, weak form efficiency is
supported.

Objective: To evaluate trading strategies based on price
movements.

Method: Test mechanical trading rules, such as buying a
stock when it rises by a certain percentage (e.g., 5%) and
selling when it falls by the same percentage.

Interpretation: If such strategies do not outperform a simple
buy-and-hold strategy, it supports weak form efficiency.
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o Example: A study might compare the returns of a filter rule
strategy (e.g., buy after a 5% rise) to the returns of holding
the stock over the same period. If the filter rule does not
yield higher returns, weak form efficiency is supported.

Results:

e Most empirical studies support weak form efficiency, showing that
past prices and volume data do not predict future price movements.

o For example, studies by Fama (1965) and others found that serial
correlation coefficients for stock price changes were close to zero,
indicating that price changes are independent and random.

Semi-Strong Form Efficiency

Definition:

Semi-strong form efficiency states that stock prices fully reflect all publicly
available  information, including  financial statements, news,
announcements, and other publicly accessible data.

Implications:

e Fundamental Analysis is Ineffective: Since all publicly available
information is already reflected in stock prices, fundamental
analysis (which relies on financial statements, earnings reports, etc.)
cannot be used to consistently earn excess returns.

e Instant Price Adjustment: Prices adjust instantly to new public
information, leaving no room for investors to profit from analyzing
such information.

Empirical Tests:

Semi-strong form efficiency is tested using event studies, which analyze
how stock prices react to new information. The general methodology is
as follows:

Event Study Methodology:
o Step 1: Identify an event (e.g., earnings announcement, stock
split, dividend change).
o Step 2: Measure the stock’s actual return around the event
date.
o Step 3: Estimate the expected return using a market model
(e.g., Capital Asset Pricing Model or CAPM).
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o Step 4: Calculate the excess return (actual return minus
expected return).

o Interpretation: If excess returns are close to zero, it suggests
that prices adjusted instantly to the new information,
supporting semi-strong form efficiency.

Examples of Events Tested:

o Earnings Announcements: Studies analyze how stock prices
react to earnings reports. For example, Ball and Brown
(1968) found that 85% of the informational content of
earnings announcements was reflected in stock prices before
the actual announcement, supporting semi-strong efficiency.

o Stock Splits and Dividends: Studies by Fama, Fisher, Jensen,
and Roll (1969) found that stock prices adjusted instantly to
announcements of stock splits and dividends.

o Mergers and Acquisitions: Researchers analyze how stock
prices react to merger announcements. If prices adjust
immediately, it supports semi-strong efficiency.

Results:
e Most studies support semi-strong form efficiency, showing that
stock prices adjust quickly to new public information.
e However, some studies find anomalies, such as delayed reactions to
quarterly earnings reports, which challenge semi-strong efficiency.

Strong Form Efficiency
Definition:

Strong form efficiency states that stock prices fully reflect all information,
including both publicly available information and private or insider
information.

Implications:

e Even Insiders Cannot Earn Excess Returns: If strong form
efficiency holds, even insiders (e.g., company executives) cannot
consistently earn excess returns by trading on private information.

e No Superior Returns: No investor, regardless of access to
information, can consistently outperform the market.
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Empirical Tests:

Strong form efficiency is tested by examining whether insiders or
professional investors can consistently earn excess returns. Common tests

include:

1. Insider Trading Studies:

o

Objective: To determine whether insiders (e.g., company
executives) can profit from private information.

Method: Analyze the trading activities of insiders and
compare their returns to the market.

Results: Studies by Jaffe (1974) and others found that
insiders can earn excess returns, suggesting that strong form
efficiency does not hold for private information.

2. Mutual Fund Performance Studies:

o

Objective: To evaluate whether mutual funds can outperform
the market using private research and analysis.

Method: Compare the returns of mutual funds to a
benchmark index (e.g., S&P 500).

Results: Most studies, including those by Jensen (1968),
found that mutual funds do not consistently outperform the
market, supporting strong form efficiency for public
information.

3. Analyst Recommendations:

o

Results:

Objective: To determine whether investment analysts can
earn excess returns using their private research.

Method: Analyze the performance of stocks recommended
by analysts.

Results: Studies show that analysts’ recommendations do not
consistently outperform the market, supporting strong form
efficiency for public information.

o Insiders Can Earn Excess Returns: Studies show that insiders can
profit from private information, suggesting that strong form
efficiency does not hold for private information.
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e Mutual Funds and Analysts Cannot Earn Excess Returns: Most
studies show that mutual funds and analysts cannot consistently
outperform the market, supporting strong form efficiency for public
information

EMPIRICAL TESTS OF MARKET EFFICIENCY
1. Weak Form Efficiency Tests

Weak-form efficiency is tested by examining whether past price
movements can predict future prices. Common tests include:

e Serial Correlation Tests: Measure the relationship between price
changes over time. A correlation coefficient close to zero supports
weak-form efficiency.

e Run Tests: Analyze sequences of price changes (e.g., + + + — —)
to determine if they are random.

o Filter Tests: Evaluate trading strategies based on price movements
(e.g., buying after a price rise of x%). Most studies find that filter
rules do not outperform a buy-and-hold strategy.

Results:

Most studies support weak-form efficiency, showing that past prices do not
predict future prices.

2. Semi-Strong Form Efficiency Tests

Semi-strong efficiency is tested by examining how quickly stock prices
adjust to new public information. Common tests include:

o Event Studies: Analyze price reactions to events like earnings
announcements, stock splits, and dividend changes.

o Residual Analysis: Compare actual returns to expected returns
(based on market models) to measure excess returns.

Results:

Most studies support semi-strong efficiency, showing that prices adjust
quickly to new information. However, some studies find anomalies, such as
delayed reactions to quarterly earnings reports.
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3. Strong Form Efficiency Tests

Strong-form efficiency is tested by examining whether insiders or
professional investors can consistently earn excess returns. Common tests
include:
e Insider Trading Studies: Analyze whether insiders profit from
private information.
e Mutual Fund Performance Studies: Evaluate whether mutual
funds outperform the market.

Results: Insiders can earn excess returns, but mutual funds and analysts
generally cannot, supporting strong-form efficiency for public information
but not for private information.

IMPLICATIONS OF EMH

The Efficient Market Hypothesis (EMH) is a theory that states that
financial markets are "efficient," meaning that asset prices fully reflect all
available information. According to EMH, it is impossible to consistently
achieve returns higher than the market average through either technical
analysis, fundamental analysis, or insider information. However, the EMH
has been subject to significant criticism, particularly in light of market
anomalies, behavioral finance, and the existence of insider trading. Below
is a detailed discussion of the implications of EMH for different investment
strategies and the criticisms it faces:

Implications of EMH for Investment Strategies
1. Technical Analysis: Inefficient in Weak-Form Efficient Markets

e Weak-Form Efficiency: According to EMH, weak-form efficiency
implies that past price and volume data are already reflected in
current prices. Therefore, technical analysis, which relies on
historical price patterns and trends, cannot consistently predict
future price movements.

o Implications: In weak-form efficient markets, technical analysis is
considered ineffective because any patterns or trends identified are
merely random and do not provide a reliable basis for outperforming
the market.
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2. Fundamental Analysis: Inefficient in Semi-Strong-Form Efficient
Markets

Semi-Strong-Form Efficiency: This form of EMH states that all
publicly available information, including financial statements,
economic data, and news, is already reflected in asset prices. As a
result, fundamental analysis, which evaluates a company's financial
health and growth prospects, cannot consistently identify
undervalued or overvalued securities.

Implications: In semi-strong-form efficient markets, fundamental
analysis is unlikely to yield superior returns because the market
quickly incorporates all public information into prices.

3. Insider Trading: Can Be Profitable, But Illegal in Most Jurisdictions

Strong-Form Efficiency: Strong-form efficiency posits that all
information, including private or insider information, is reflected in
asset prices. However, in reality, insider trading can be profitable
because insiders have access to material non-public information.

Implications: While insider trading can generate abnormal returns,
it is illegal in most jurisdictions due to its unfair advantage and the
potential to undermine market integrity.

4. Passive Investing: EMH Supports Passive Strategies Like Index
Investing

Passive Investing: EMH suggests that active investment strategies,
such as stock picking or market timing, are unlikely to consistently
outperform the market after accounting for transaction costs and
fees. Therefore, passive strategies like index investing, which aim to
replicate the performance of a market index, are more efficient.

Implications: EMH supports the use of passive investment
strategies, as they offer lower costs and are more likely to match
market returns over the long term.

Criticisms of EMH
Despite its theoretical appeal, the Efficient Market Hypothesis has been
criticized for failing to account for certain market behaviors and anomalies.

Below are the key criticisms of EMH:

148



1. Market Anomalies

Definition: Market anomalies are patterns or behaviors that
contradict the EMH. These anomalies suggest that markets are not
always efficient and that certain strategies can yield abnormal

returns.

Examples:

o

January Effect: Historically, stock prices tend to rise in
January, particularly for small-cap stocks. This seasonal
pattern challenges the notion that prices fully reflect all
available information.

Momentum Effect: Stocks that have performed well in the
past tend to continue performing well in the short term,
while poorly performing stocks continue to underperform.
This contradicts the random walk hypothesis implied by
EMH.

Value Effect: Value stocks (those with low price-to-book
ratios) tend to outperform growth stocks over the long term,
suggesting that markets may undervalue certain stocks.

2. Behavioral Finance

Definition: Behavioral finance is a field of study that combines
psychology and economics to explain why investors make irrational

decisions. It challenges the EMH by suggesting that cognitive biases
and emotions can lead to mispricing.

Examples:

o

Overreaction and Underreaction: Investors tend to
overreact to bad news and underreact to good news, leading
to price movements that do not fully reflect fundamental
values.

Herding Behavior: Investors often follow the crowd,
leading to asset bubbles and crashes that are not justified by
underlying fundamentals.

Loss Aversion: Investors are more sensitive to losses than
gains, which can lead to suboptimal investment decisions
and mispricing.
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3. Insider Trading

Definition: Insider trading involves trading securities based on
material non-public information. While EMH's strong-form
efficiency suggests that all information, including insider
information, is reflected in prices, the profitability of insider trading
contradicts this notion.

Implications: The existence of insider trading demonstrates that
markets are not perfectly efficient, as insiders can exploit private
information to achieve abnormal returns. This undermines the
strong-form efficiency of EMH.

CONCLUSION

The Efficient Market Hypothesis is a cornerstone of modern finance,
asserting that stock prices fully reflect all available information. While

empirical evidence largely supports weak-form and semi-strong-form
efficiency, strong-form efficiency is less conclusive due to the profitability
of insider trading. Despite its limitations, EMH has profound implications
for investors, emphasizing the difficulty of consistently outperforming the
market through analysis or timing.
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CHAPTER - 1V

PORTFOLIO ANALYSIS: UNDERSTANDING RISK AND
RETURN

Introduction to Portfolio Analysis

When investing, individual securities each have their own risk and return
characteristics. The return an investor expects from a security is not fixed; it
varies over time. This variability in returns is what we refer to as risk. Most
investors avoid putting all their money into a single security because they
generally prefer to minimize risk. Instead, they spread their investments
across multiple securities. The idea is that if one security performs poorly,
the gains from others may offset the loss. This strategy of holding multiple
securities to reduce risk is known as diversification, often summarized by
the phrase, "Don’t put all your eggs in one basket."

What is a Portfolio?

A portfolio is a collection of securities (such as stocks, bonds, or other
assets) held together as an investment. By diversifying across different
securities and industries, investors aim to spread and minimize risk. The
process of building such a portfolio is called portfolio construction. The
goal is to achieve a balance between risk and return by investing in a
variety of assets.

Why Portfolio Analysis Matters

From a given set of securities, countless portfolios can be created. A
rational investor seeks to identify the most efficient portfolio—one that
offers the best possible return for a given level of risk. To evaluate the
efficiency of a portfolio, investors need to assess two key factors:

Expected Return: The average return the portfolio is expected to generate.

Risk: The variability or uncertainty of those returns, often measured by the
standard deviation or variance of returns.

The process of determining these factors for different portfolios is known
as portfolio analysis. It is a crucial step in portfolio management, helping
investors make informed decisions about their investments.
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Expected Return of a Portfolio

The first step in portfolio analysis is to identify the securities that are
eligible for inclusion in the portfolio. Once the securities are selected, the
investor needs to estimate their risk-return expectations. These
expectations are typically expressed in terms of:

o Expected Rate of Return (Mean): The average return anticipated
from the security.

e Variance or Standard Deviation: A measure of the security's risk,
indicating how much the returns may fluctuate.

Calculating the Expected Return of a Portfolio

The expected return of a portfolio is calculated as the weighted average of
the expected returns of the individual securities in the portfolio. The weight
assigned to each security is the proportion of the total portfolio invested in
that security.

Let us consider a portfolio of two equity shares P and Q with expected
returns of 15 per cent and 20 per cent respectively.

If 40 per cent of the total funds are invested in share P and the remaining 60
per cent, in share Q, then the expected portfolio return will be:

(0.40 x 15) + (0.60 x 20) = 18 per cent

The formula for the calculation of expected portfolio return may be
expressed as shown below:

Where

rp, = Expected return of the portfolio

xi = Proportion of funds invested in security i. r; = Expected return of
security 1.

n = Number of securities in the portfolio

Understanding Portfolio Risk: Variance, Standard Deviation, and
Covariance

When analyzing a portfolio, it’s not enough to just look at the expected
returns of individual securities. Investors must also consider
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the risk associated with the portfolio. Risk is typically measured using
statistical tools such as variance and standard deviation. These metrics
help quantify how much the returns of a security or portfolio are expected
to fluctuate over time. While calculating the expected return of a portfolio
is relatively straightforward, determining its risk (variance or standard
deviation) is more complex because it involves understanding how the
individual securities interact with each other.

Measuring Risk in a Portfolio
Variance and Standard Deviation:

o Variance measures the average squared deviation of returns
from their mean (expected return). It quantifies the spread or
dispersion of returns.

o Standard Deviation is the square root of variance and
provides a measure of risk in the same units as the returns
(e.g., percentage).

o For an individual security, variance and standard deviation
measure its absolute risk. However, in a portfolio, the risk
of each security must be evaluated in the context of how it
interacts with other securities in the portfolio.

Interactive Risk:

o The risk of a portfolio depends not only on the individual
risks of the securities but also on how their returns move
relative to each other. This is known as interactive risk.

o If the returns of two securities move in the same direction
(positively correlated), they may increase the overall risk of
the portfolio. Conversely, if they move in opposite directions
(negatively correlated), they may reduce the portfolio’s
overall risk.

Covariance: Measuring Interactive Risk

To quantify how two securities interact within a portfolio, we use a
statistical measure called covariance. Covariance indicates the degree to
which the returns of two securities move together:
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Positive Covariance: The returns of the two securities tend to move
in the same direction.

Negative Covariance: The returns of the two securities tend to
move in opposite directions.

Zero Covariance: The returns of the two securities are independent
of each other.

Covariance is a key input in calculating the overall risk (variance) of a

portfolio.

Formula for Covariance

The covariance between two securities X and Y may be calculated using the
following formula:

Where:
= Covariance between x and y. Ry = Return of security x.

Covxy

[Rx — Rx]J[Ry - Ry]
N

Cowv

xv

Ry = Return of security y

Rx
R)/

= Expected or mean return of security x.
= Expected or mean return of security y.

N = Number of observations.

Calculation of Covariance

Year Rx Deviation| Ry Deviation Product of
J— deviations
Rx — Rx Ry — Ry
(Rx — Rx) (Ry — Ry
1 10 -4 17 5 -20
2 12 -2 13 1 -2
3 16 10 -2 -4
4 18 8 -4 16
Rx Ry=48/4=12
=56/4=1

154



[Rx — Rx][Ry - Ry
1 N

Cowv =

xy

M3

=-42/4=-10.5

The covariance is a measure of how returns of two securities move
together. If the returns of the two securities move in the same direction
consistently the covariance would be positive. If the returns of the two
securities move in opposite direction consistently the covariance would be
negative. If the movements of returns are independent of each other,
covariance would be close to zero. Covariance is an absolute measure of
interactive risk between two securities. To facilitate comparison, covariance
can be standardized. Dividing the covariance between two securities by
product of the standard deviation of each security gives such a standardised
measure. This measure is called the coefficient of correlation. This may be
expressed as:

Cov
£ = xy
Xy e
OO
S8
Where
Ruyy = Coefficient of correlation between x and y

Coyxy = Covariance between x andy.
Ox = Standard deviation of x.
oy = Standard deviation ofy

It may be noted from the above formula that covariance may be expressed
as the product of correlation between the securities and the standard
deviation of each of the securities. Thus,

Cov = r_ _oO.O
Xy XY

The correlation coefficients may range from - 1 to 1. A value of -1 indicates
perfect negative correlation between security returns, while a value of +1
indicates a perfect positive correlation. A value close to zero would indicate
that the returns are independent.

The variance (or risk) of a portfolio is not simply a weighted average of the
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variances of the individual securities in the portfolio. The relationship
between each security in the portfolio with every other security as measured
by the covariance of return has also to be considered. The variance of a
portfolio with only two securities in it may be calculated with the following
formula.

2 —_ 2 2 2 2
o = x %0+ x%072+ 2x x (r ,0,0)

Where

o2p,= Portfolio variance.
x; = Proportion of funds invested in the first security.

. . . . 2 .
X2 = Proportion of funds invested in the second security. 6;” = Variance of
first security.
2 . .
o, = Variance of second security.

o; = Standard deviation of first security
o, = Standard deviation of second security.

ri» = Correlation coefficient between the returns of first and second
security.

Portfolio standard deviation can be obtained by taking the square root of
portfolio variance.

Let us take an example to understand the calculation of portfolio variance
and portfolio standard deviation. Two securities P and Q generate the
following sets of expected returns, standard deviations and correlation

coefficient:
P Q
r =15percent 20 percent
6 =50 percent 30 percent
Ip=-0.60

A portfolio is constructed with 40 per cent of funds invested in P and the
remaining 60 per cent of funds in Q. The expected return of the portfolio is
given by:
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= (0.40 x 15) + (0.60 x 20) = 18 percent
The variance of the portfolio is given by:

Gap = X1 01 + X2°02” + 2X1X2(I126162)

= (0.40) (50)” + (0.60)* (30)* + 2(0.40) (0.60) (- 0.60) (50)(30)
=400 + 324 - 432 =292

The standard deviation of the portfolio is:

sp= V292 =17.09 per cent.

The return and risk of a portfolio depends on two sets of factors (a) the
returns and risks of individual securities and the covariance between
securities in the portfolio, (b) the proportion of investment in each security.
The first set of factors is parametric to the investor in the sense that he has
no control over the returns, risks and covariances of individual securities.
The second sets of factors are choice variables in the sense that the investor
can choose the proportions of each security in the portfolio.

Reduction of Portfolio Risk Through Diversification

Diversification is the process of combining different securities in a portfolio
to reduce overall risk without sacrificing returns. By holding a mix of
assets, investors can lower the portfolio's total risk because the poor
performance of one security may be offset by the strong performance of
another. To understand how diversification works, it’s important to
examine the role of correlation between securities and how it impacts
portfolio risk.

The Role of Correlation in Diversification

Correlation measures how the returns of two securities move relative to
each other. It ranges from +1 (perfect positive correlation) to -1 (perfect
negative correlation). The correlation coefficient plays a critical role in
determining the effectiveness of diversification:
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Perfect Positive Correlation (Correlation = +1):
o When two securities are perfectly positively correlated, their
returns move in the same direction.
o The portfolio's standard deviation is simply the weighted
average of the individual securities' standard deviations.

Formula for Portfolio Standard Deviation:

op=wlocl+w2c2

Where:
=  wl,w2 = Weights of the two securities.
*» ol,02 = Standard deviations of the two securities.

o Implication: Diversification does not reduce risk; it only
averages the risk of the individual securities.
Perfect Negative Correlation (Correlation = -1):
o When two securities are perfectly negatively correlated, their
returns move in opposite directions.
o The portfolio's standard deviation can be reduced
significantly, sometimes even to zero.
Formula for Portfolio Standard Deviation:

op=Ilwlcl—-w2c2

o Implication: Diversification can eliminate risk entirely if the
weights are chosen appropriately. However, finding
perfectly negatively correlated securities is rare in practice.

Uncorrelated Securities (Correlation = 0):

o When two securities are uncorrelated, their returns move
independently of each other.

o The portfolio's standard deviation is less than the weighted
average of the individual securities' standard deviations.
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Formula for Portfolio Standard Deviation:
The standard deviation then becomes: 6, = Vx,6, + X,0,

For the illustrative portfolio considered above the standard deviation can be
calculated when the correction coefficient is zero.

6, = V(0.4)*(50)*+(.6)*(30)
= \400+324
=26.91

Diversification with More Than Two Securities

As the number of securities in a portfolio increases, the benefits of
diversification grow. However, these benefits are not unlimited:

Systematic vs. Unsystematic Risk:

The portfolio's standard deviation is simply the weighted average of the
individual securities' standard deviations.

Formula for Portfolio Standard Deviation:
op=wlol+w2c2

Where:

wl,w2 = Weights of the two securities.

ol,02 = Standard deviations of the two securities.

Implication: Diversification does not reduce risk; it only averages the risk
of the individual securities.

Perfect Negative Correlation (Correlation = -1):

When two securities are perfectly negatively correlated, their returns move
in opposite directions.

The portfolio's standard deviation can be reduced significantly, sometimes
even to zero.
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Formula for Portfolio Standard Deviation:
op=Ilwlcl-w2c2

Implication: Diversification can eliminate risk entirely if the weights are
chosen appropriately. However, finding perfectly negatively correlated
securities is rare in practice.

Uncorrelated Securities (Correlation = 0):

When two securities are uncorrelated, their returns move independently of
each other.

The portfolio's standard deviation is less than the weighted average of the
individual securities' standard deviations.

Formula for Portfolio Standard Deviation:
The standard deviation then becomes: 6, = Vx;6 + X202

For the illustrative portfolio considered above the standard deviation can
be calculated when the correction coefficient is zero.
6, = V(0.4)%(50)*+(.6)*(30)

= \400+324
=26.91

Diversification with More Than Two Securities

As the number of securities in a portfolio increases, the benefits of
diversification grow. However, these benefits are not unlimited:

Systematic vs. Unsystematic Risk:
PORTFOLIO SELECTION: THE MARKOWITZ MODEL

The primary goal of every rational investor is to maximize returns while
minimizing risk. Diversification is the key strategy used to achieve this
balance, and it involves constructing portfolios that spread investments
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across various securities. The ultimate aim of portfolio construction is to
identify the optimal portfolio—one that offers the highest possible return
for the lowest level of risk. The process of finding this optimal portfolio is
known as portfolio selection. This concept was revolutionized by Harry
Markowitz in his groundbreaking work on portfolio theory, published in a
1952 Journal of Finance article and later expanded in his 1959 book.
Markowitz's model, often referred to as the Markowitz Model or
the Mean-Variance Model, laid the foundation for Modern Portfolio
Theory (MPT).

The Markowitz Model: An Overview

The Markowitz Model is a portfolio optimization framework that helps
investors select the most efficient portfolio by analyzing various
combinations of securities. It emphasizes the importance of choosing
securities that do not move in perfect synchronization, as this reduces
overall portfolio risk. The model is based on two key metrics:

1. Expected Return (Mean): The average return anticipated from the
portfolio.

2. Risk (Variance or Standard Deviation): The variability of returns,
which measures the portfolio's risk.

By balancing these two factors, the Markowitz Model enables investors to
construct portfolios that maximize returns for a given level of risk or
minimize risk for a given level of return.

Assumptions of the Markowitz Model
Markowitz's model is built on several key assumptions:

1. Risk Measurement: Portfolio risk is based on the variability of
returns.

2. Risk Aversion: Investors prefer lower risk for a given level of
return.

3. Consumption Preference: Investors prefer to increase their
consumption over time.
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4. Utility Function: Investors have a concave and increasing utility
function, reflecting their risk aversion and preference for higher
consumption.

5. Single-Period Investment: The analysis assumes a single
investment period.

6. Rational Behavior: Investors aim to either maximize returns for a
given level of risk or minimize risk for a given level of return.

7. Rational Decision-Making: Investors make logical and informed
decisions based on available data.

FEASIBLE SET OF PORTFOLIOS

With a limited number of securities, investors can create a large number of
portfolios by combining these securities in different proportions. This
collection of all possible portfolios is known as the feasible
set or portfolio opportunity set. Each portfolio in this set is characterized
by its expected return and risk (measured by variance or standard
deviation). However, not all portfolios in the feasible set are equally
attractive. Some portfolios are dominated by others, meaning they offer
either:

e The same return but higher risk, or
e The same risk but lower return.

Portfolios that are dominated by others are considered inefficient, and
rational investors would avoid them. Instead, investors focus on efficient
portfolios, which offer the best possible return for a given level of risk or
the lowest risk for a given level of return.

Efficient Portfolios and the Efficient Frontier

The set of all efficient portfolios forms what is known as the efficient
frontier. These portfolios lie on the boundary of the feasible set and
represent the optimal combinations of risk and return. Portfolios below the
efficient frontier are inefficient, as they offer lower returns for the same
level of risk or higher risk for the same level of return.
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To select the best portfolio, investors must:

1. Identify the Efficient Set: Determine all portfolios that lie on the
efficient frontier.

2. Choose the Optimal Portfolio: Select the portfolio from the
efficient set that aligns with the investor's risk tolerance and return
expectations.

EFFICIENT SET OF PORTFOLIOS:

Let us consider various combinations of securities and designate them as
portfolios 1 to n. The expected returns of these portfolios may be worked
out. The risk of these portfolios may be estimated by measuring the
standard deviation of portfolio returns. The table below shows illustrative
figures for the expected returns and standard deviations of some
portfolios.

Portfolio no. | Expected Return,  Standard deviation
(per cent) (risk)
1 5.6 4.5
2 7.8 5.8
3 9.2 7.6
4 10.5 8.1
5 11.7 8.1
6 12.4 9.3
7 13.5 9.5
8 13.5 11.3
9 15.7 12.7
10 16.8 12.9

Efficient Portfolio Selection: Key Principles
When evaluating portfolios, investors aim to maximize returns while
minimizing risk. This decision-making process 1is guided by two
fundamental criteria:
1. For the Same Expected Return: Investors prefer the portfolio with
the lower risk.
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2. For the Same Level of Risk: Investors prefer the portfolio with the
higher expected return.

These principles are based on the assumption that investors
are rational and risk-averse. As rational individuals, they seek higher
returns, and as risk-averse individuals, they prefer lower risk. For example,
consider two portfolios with the same standard deviation (risk) of 8.1. If
Portfolio 5 offers a higher expected return (11.7%) compared to Portfolio 4, it
is considered more efficient. Similarly, if two portfolios have the same
expected return (e.g., 13.5%), the one with the lower standard deviation
(Portfolio 7) is preferred over the one with higher risk (Portfolio 8).

The Concept of Efficient Sets

The idea of efficient portfolios can be visualized using a graph that plots
expected return on the Y-axis and risk (standard deviation) on the X-axis.
Each portfolio in the feasible set (or opportunity set) is represented by a point
in this risk-return space. The feasible set includes all possible portfolios that
can be constructed from a given set of securities. The shape of the feasible set
is typically concave (or bullet-shaped) because it consists of portfolios
containing securities that are less than perfectly correlated. This means that
diversification reduces risk, causing the set to curve inward. Within this
feasible set, the efficient frontier represents the collection of portfolios that
offer the highest expected return for a given level of risk or the lowest risk for
a given level of return. Portfolios on the efficient frontier are
considered efficient, while those below it are inefficient because they are
dominated by others that offer better risk-return trade-offs.

Y
Expected
return

)i
‘ lx.».,,,,_,:..,é EEstat j
D

Standard deviation

Feasible set of portfolios
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Portfolio Preference and the Efficient Frontier

When comparing portfolios, investors aim to maximize returns while
minimizing risk. For instance, consider Portfolios F and E. Both portfolios
offer the same expected return, but Portfolio E has lower risk. As a result,
Portfolio E is preferred over Portfolio F because it provides the same return
with less uncertainty. Similarly, when comparing Portfolios C and E, both
have the same level of risk, but Portfolio E offers a higher expected return. In
this case, Portfolio E is again the preferred choice, as it delivers greater
returns for the same level of risk. This decision-making process reflects the
investor's desire to move as far as possible in two directions: upwards (to
increase returns) and leftwards (to reduce risk). In other words, investors seek
portfolios that lie closer to the efficient frontier, which represents the optimal
balance between risk and return. Portfolios on the efficient frontier dominate
others because they either offer higher returns for the same risk or lower risk
for the same return. By selecting portfolios that align with these criteria,
investors can achieve the best possible risk-return trade-off for their
investment goals.

Understanding the Efficient Frontier and Portfolio Preferences

When evaluating portfolios, investors seek to maximize returns while
minimizing risk. For example, consider Portfolios C and A. Portfolio C is
preferred over Portfolio A because it offers the same level of return but with
lower risk. In fact, Portfolio C represents the global minimum variance
portfolio, meaning it has the lowest risk among all possible portfolios in the
feasible set. On the other hand, when comparing Portfolios A and B,
Portfolio B is preferred because it provides a higher return for the same level
of risk. In this case, Portfolio B represents the portfolio with the highest
expected return in the feasible set. The efficient frontier is the boundary of
the feasible set that lies to the northwest, representing the most efficient
portfolios. These portfolios offer the best possible trade-off between risk and
return, meaning they either provide the highest return for a given level of risk
or the lowest risk for a given level of return. Portfolios on the efficient frontier
dominate all others in the interior of the feasible set because they are more
efficient in terms of risk and return. The efficient frontier includes all
portfolios between the global minimum variance portfolio (lowest risk) and

165



the maximum return portfolio (highest return). This efficient set is depicted
in the diagram, highlighting the optimal portfolios that rational, risk-averse
investors should consider.

New chat

G

The efficient frontier

The efficient frontier is a concave curve in the risk-return
space that extends from the minimum variance portfolio to the maximum
return portfolio.

SELECTION OF OPTIMAL PORTFOLIO:

The portfolio selection problem is really the process of delineating the
efficient portfolios and then selecting the best portfolio from the set.
Rational investors will obviously prefer to invest in the efficient portfolios.
The particular portfolio that an individual investor will select from the
efficient frontier will depend on that investor‘s degree of aversion to risk. A
highly risk averse investor will hold a portfolio on the lower left hand
segment of the efficient frontier, while an investor who is not too risk
averse will hold one on the upper portion of the efficient frontier. The
selection of the optimal portfolio thus depends on the investor‘s risk
aversion, or conversely on his risk tolerance. This can be graphically
represented through a series of risk return utility curves or indifference
curves. The indifference curves of an investor are shown in the figure
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below. Each curve represents different combinations of risk and return all
of which are equally satisfactory to the concerned investor. The investor is
indifferent between the successive points in the curve. Each successive
curve moving upwards to the left represents a higher level of satisfaction or
utility. The investor‘s goal would be to maximise his utility by moving upto
the higher utility curve. The optimal portfolio for an investor would be the
one at the point of tangency between the efficient frontier and the risk-
return utility or indifference curve. This is shown in the following figure.
The point R represents the optimal portfolio.

Return

Risk

Fig.4.2.30ptimal portfolio

R is the point where the efficient frontier is tangent to indifference curve Cj;, and is
also an efficient portfolio. With this portfolio, the investor will get highest
satisfaction as well as best risk-return combination (a portfolio that provides the
highest possible return for a given amount of risk). Any other portfolio, say X, isn't
the optimal portfolio even though it lies on the same indifference curve as it is
outside the feasible portfolio available in the market. Portfolio Y is also not
optimal as it does not lie on the best feasible indifference curve, even though it is a
feasible market portfolio. Another investor having other sets of indifference curves
might have some different portfolio as their best/optimal portfolio.

Limitations of the Markowitz Model

While the Markowitz Model is a foundational framework for portfolio
optimization, it has certain limitations that can make its practical
application challenging. These limitations primarily revolve around the
extensive data requirements and the complexity of the computations
involved.
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1. Large Number of Input Data Required

The Markowitz Model requires a significant amount of input data to
perform its calculations. Specifically, for a portfolio containing N
securities, the following estimates are needed:

N estimates of expected returns.
N estimates of variances (risk) of returns.

N(N-1)/2 estimates of covariances (interactive risk) between each pair of
securities.

This results in a total of 2N + [N(N-1)/2] estimates. For example:
For 200 securities, an investor would need:

200 return estimates,

200 variance estimates, and
19,900 covariance estimates,
Totaling 20,300 estimates.

For 500 securities, the number of estimates increases to 125,750.

The need to estimate covariances for every pair of securities makes the
data requirements particularly demanding, especially for large portfolios.

2. Complexity of Computations

The computational process in the Markowitz Model is both extensive and
complex. With a given set of securities, an infinite number of portfolios
can be constructed, each with its own expected return and variance. To
identify the efficient portfolios (those that offer the best risk-return trade-
off), the model relies on quadratic programming, a sophisticated
mathematical technique. This process involves:

o Calculating the expected returns and variances for all possible
portfolios.
¢ Solving optimization problems to determine the efficient frontier.

The complexity of these computations can be a significant barrier,
particularly for individual investors or those without access to advanced
computational tools.
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SINGLE INDEX MODEL

Casual observation of the stock prices over a period of time reveals that
most of the stock prices move with the market index. When the Sensex
increases, stock prices also tend to increase and vice-versa. This
indicates that some underlying factors affect the market index as well as
the stock prices. Stock prices are related to the market index and this
relationship could be used to estimate the return on stock. Towards this
purpose, the following equation can be used

Ri= o+ BiRy, + €
where

R;- expected return on security i

aj-intercept of the straight line or alpha co-efficient B;- slope of straight

line or betaco-efficient

R,y - the rate of return on market index e;- error term

According to the equation, the return of a stock can be divided into t
components, the return due to the market and the return independent of
the market. 13. indicates the sensitiveness of the stock return to the
changes in the market return. For example13 of 1.5 means that the stock
returns is expected to increase by 1.5% when the market index return
increases by 1% and vice-versa. Likewise, 13.0of 0.5 expresses that the
individual stock return would change by 0.5 per cent when there is a
change of 1 per cent in the market return. 13  of 1 indicate that the
market return and the security return are moving in tandem. The
estimates of 13.and a are obtained from regression analysis. The single
index model is based on the assumption that stocks vary together because of the
common movement in the stock market and there are no effects beyond the
market (i.e. any fundamental factor effects) that account the stocks co-movement.
The expected return, standard deviation and co-variance of the single index
model represent the joint movement of securities. The mean return is

Ri= a;+ BiRpy, + ¢

2_p2 52 2

The variance of security’s return, ¢ N oh
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. a )
The covariance of returns between securities iand j is 6j;= BiBj 0“m

The variance of the security has t components namely, systematic risk or
market risk and unsystematic risk or unique risk. The variance explained by
the index is referred to systematic risk. The unexplained variance is called

residual variance or unsystematic risk. Systematic risk = Biz X variance of

market index.

= Biz sz

Unsystematic risk = Total variance — Systematic risk. eiz = Gzi—

systematic risk.

Thus, the total risk = Systematic risk + Unsystematic risk. ‘ZBiz 62+ eiz

From this, the portfolio variance can be derived

o’p = [ (ZxiPi)’c’m] + [ Zxi* ei?]

o’p = variance of portfolio

o’m = expected variance of index

ei?= variation in security return not related to the market index

xi = the portion of stock i in the portfolio

Likewise expected return on the portfolio also can be estimated. For each
security ajand B1 should be estimated.

The portfolio alpha is the weighted average of the specific returns (alphas)
of the individual securities. Thus

n
ap = > Wi

=1

where
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Wi= Proportion of investment in an individual security
ai=Specific return of an individual security

The portfolio beta is the weighted average of the beta coefficients of the
individual securities

.Thus

n

Bp = ¥ Wipi

i=1

Where

Wi = Proportion of investment in an individual security
Bi  =Beta coefficient of an individual security

The expected return of the portfolio is the sum of the weighted average of
the specific returns and the weighted average of the market related returns
of individual securities.

SHARPE’S OPTIMAL PORTFOLIO

Sharpe had provided a model for the selection of appropriate securities in a
portfolio. The selection of any stock is directly related to its excess
return-beta ratio.

R;= the expected return on stock iRy = the return on a riskless

asset
B;= the expected change in the rate of return on stock I associated

with one unit change in the market return

The excess return is the difference between the expected return on the
stock and the riskless rate of interest such as the rate offered on the
government security or treasury bill. The excess return to beta ratio
measures the additional return on a security (excess of the riskless asset
return) per unit of systematic risk or no diversifiable risk this ratio
provides a relationship between potential risk and reward

Ranking of the stocks are done on the basis of their excess return to beta.
Portfolio managers would like to include stocks with higher ratios. The
selection of the stocks depends on a unique cut-off rate such that all stocks
with higher ratios of R.-R / B are included and the stocks with lower ratios
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are left off. The cut-off point is denoted by C*.

The steps for finding out the stocks to be included in the optimal portfolio
are given below

1. Findoutthe“excessreturntobeta’ratioforeachstockunderconsider
ation.

2. Rank them from the highest to the lowest.

3. Proceed to calculate C for all the stocks according to the ranked
order using the following formula.

0_2 IZV (Ri ‘Rf)ﬁi

m P 2
C' =1 o-ei
‘ 2 N gt
l+opm =
oy
sz = variance of the market index
02 = vagiance of a stock’s movement that is not associated with the

movement of market index i.e. stock’s unsystematic risk.

The cumulated values of C start declining after a particular C and that
point is taken as the cut-off point and that stock ratio is the cut-off ratio C.

CAPITAL MARKET THEORY: AN OVERVIEW

Capital Market Theory seeks to explain and predict the behavior of capital
and financial markets over time using mathematical models. It focuses on
the trade-off between risk and return, aiming to price assets such as shares
accurately. This theory encompasses various models, including
the Capital Asset Pricing Model (CAPM), Arbitrage Pricing Theory
(APT), and Modern Portfolio Theory (MPT), among others. These
models are widely used in financial planning, investment strategies, and
retirement planning. The most prominent model in Capital Market Theory
is the Capital Asset Pricing Model (CAPM), which builds on the
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principles of Markowitz's Portfolio Theory. Capital Market Theory
addresses several key aspects of financial markets, including:

e The role of capital markets.

e Major capital markets worldwide.

o Initial public offerings (IPOs) and venture capital.

o Financial innovations and derivative instruments.

e Regulatory frameworks and the roles of institutions like the Federal
Reserve System and the Securities and Exchange Commission
(SEC).

Assumptions of Capital Market Theory

Capital Market Theory is based on several assumptions that simplify the
analysis of financial markets. These assumptions include:

Efficient Investors: Investors follow Markowitz's efficient frontier and
choose portfolios that optimize risk and return.

Risk-Free Rate: Investors can borrow or lend unlimited amounts at a risk-
free rate.

Equal Time Horizons: All investors have the same investment time
horizon.

Infinite Divisibility: Assets can be divided into infinitely small units,
allowing fractional investments.

No Taxes or Transaction Costs: Taxes and transaction costs do not affect
investment decisions.

Homogeneous Expectations: All investors have the same expectations
about returns, risks, and correlations.

No Inflation: Returns are not influenced by inflation.

Efficient Markets: Markets are efficient, and no mispricing of securities
exists.

173



While these assumptions may not hold true in the real world, they provide
a simplified framework for understanding the relationship between risk
and return.

Capital Asset Pricing Model (CAPM)

The Capital Asset Pricing Model (CAPM) is a cornerstone of Capital
Market Theory. Developed independently by William Sharpe, John
Lintner, and Jan Mossin in the mid-1960s, CAPM extends Markowitz's
Portfolio Theory by establishing a relationship between the expected
return of an asset and its systematic risk (market risk). CAPM is widely
used to price risky securities and determine the required rate of return for
investments.

Key Concepts of CAPM

Systematic Risk (Market Risk): This is the risk inherent to the entire
market and cannot be eliminated through diversification. It is measured by
the beta coefficient (), which indicates how sensitive a security's returns
are to market movements.

1. Expected Return: CAPM states that the expected return of a

security is proportional to its systematic risk. The formula for
CAPM is:

E(Ri)=Rf+Bi(E(Rm)—Rf)
Where:

E(Ri) = Expected return of the security.
Rf= Risk-free rate.

Bi = Beta of the security.

E(Rm) = Expected return of the market.
(E(Rm)—Rf) = Market risk premium.

O O O O O

Diversification: While diversification reduces unsystematic risk (specific
to individual securities), it cannot eliminate systematic risk, which affects
all securities in the market.
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Assumptions of CAPM
CAPM is based on the following assumptions:

Risk-Return Trade-Off: Investors make decisions based on expected
returns and standard deviation of returns.

Infinitely Divisible Assets: Securities can be traded in fractional units.
Perfect Competition: Individual investors cannot influence market prices.
No Transaction Costs or Taxes: These factors are ignored in the model.

Unlimited Borrowing and Lending: Investors can borrow or lend at the
risk-free rate.

Homogeneous Expectations: All investors have the same expectations
about returns, risks, and correlations.

Applications of Capital Market Theory

Capital Market Theory, particularly CAPM, is used for:
Asset Pricing: Determining the fair value of securities.
Portfolio Management: Constructing efficient portfolios.

Performance Evaluation: Assessing the performance of investments
relative to their risk.

Cost of Capital: Estimating the required return for equity investments.

Despite its limitations, Capital Market Theory remains a fundamental tool
for understanding the relationship between risk and return in financial
markets. It provides valuable insights for investors, financial planners, and
policymakers.

EFFICIENT FRONTIER WITH RISKLESS LENDING AND
BORROWING

The portfolio theory deals with portfolios of risky assets. According to the
theory, an investor faces an efficient frontier containing the set of efficient
portfolios of risky assets. Now it is assumed that there exists a riskless
asset available for investment. A riskless asset in one whose return is
certain such as a government security. Since the return is certain, the
variability of return or risk is zero. The investor can invest a portion of his
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funds in the riskless asset which would be equivalent to lending at the risk
free asset‘s rate of return, namely Ry He would then be investing in a
combination of risk free asset and risky assets. Similarly, it may be
assumed that an investor may borrow at the same risk free rate for the
purpose of investing in a portfolio of risky assets. He would then be using
his own funds as well as some borrowed funds for investment. The
efficient frontier arising from a feasible set of portfolios of risky assets is
concave in shape. When an investor is assumed to use riskless lending and
borrowing in his investment activity the shape of the efficient frontier
transforms into a straight line. Let us see how this happens.

Efficient frontier with introduction of lending

The concave curve ABC represents an efficient frontier of risky
portfolios. B is the optimal portfolio in the efficient frontier with R, = 15
per cent and op = 8 per cent. A risk free asset with rate of return Ry =7 per
cent is available for investment. The risk or standard deviation of this asset
would be zero because it is a riskless asset. Hence, it would be plotted on
the y axis. The investor may lend a part of his money at the riskless
rate,i.e. invest in the risk free asset and invest the remaining portion of his
funds in a risky portfolio. If an investor places 40 per cent of his funds in
the risk free asset and the remaining 60 per cent in portfolio B, the return
and risk of this combined portfolio O° may be calculated using the
formulas.
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Return

Rc=wRy + (1-w) Ry

R.- Expected return on the combined portfolio.

w = Proportion of funds invested in risky portfolio.
(1 — w) = Proportion of funds invested in riskless asset

Risk

Where

Rm = Expected return on risky portfolio. Ri= Rate of return on riskless
asset.

Gp = WO + (1- W) o¢
op = Standard deviation of the combined portfolio.
w = Proportion of funds invested in risky portfolio.

om = Standard deviation of risky portfolio.
or = Standard deviation of riskless asset.

The second term on the right hand side of the equation, (1 — w) ogwould be
Zero as

o= zero. Hence, the formula may be reduced as
Oc =W Op

The return and risk of the combined portfolio in our illustration is worked
out below:

R. =(0.60) (15) + (0.40) (7)
= 11 per cent

o. = (0.60) (8) = 4.8 per cent
Both return and risk are lower than those of the risky portfolio B.

If we change the proportion of investment in the risky portfolio to 75 per
cent, the return and risk of the combined portfolio may be calculated as
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shown below:
R. =(0.75) (15) + (0.25) (7)

= 13 per cent
o. = (0.75) (8) = 6 per cent

Here again, both return and risk are lower than those of the risky portfolio
B. Similarly, the return and risk of all possible combinations of the riskless
asset and the risky portfolio B may be worked out. All these points will lie
in the straight line from Ry to B in Fig.4.3.1

Now, let us consider borrowing funds by the investor for investing in the
risky portfolio an amount which is larger than his own funds.

If W is the proportion of investor‘s funds invested in the risky portfolio,
then we can envisage three situations. If w = 1, the investors‘ funds are
fully committed to the risky portfolio. If w < 1, only a fraction of the funds
is invested in the risky portfolio and the remainder is lend at the risk free
rate. If w >1, it means the investor is borrowing at the risk free rate and
investing an amount larger than his own funds in the risky portfolio.

The return and risk of such a levered portfolio can be calculated as follows:

Ri=wRpn + (w-1)R¢
Where

R; - Return on the levered portfolio

w = Proportion of investors‘ funds invested in the risky portfolio

R = Return on the risky portfolio.

R¢= The risk free borrowing rate which would be the same as the risk
free lending rate, namely the return on the riskless asset.

The first term of the equation represents the gross return earned by
investing the borrowed funds as well as investor’s own funds in the risky
portfolio. The second term of the equation represents the cost of
borrowing funds which is deducted from the gross returns to obtain the net
return on the levered portfolio. The risk of the levered portfolio can be
calculated as:
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OL = W Onpy

The return and risk of the investor in our illustration may be calculated
assuming w= 1.25.

R = (1.25) (15) + (0.25) (7)
= 17 per cent
oL = (1.25) (8) = 10 per cent

The return and risk of the levered portfolio are larger than those of the
risky portfolio.

The levered portfolio would give increased returns with increased risk.
The return and risk of all levered portfolios would lie in a straight line to
the right of the risky portfolio B. This is depicted in the below figure.

Efficient frontier with introduction of lending

Thus, the introduction of borrowing and lending gives us an efficient
frontier that is a straight line throughout. This line sets out all the
alternative combinations of the risky portfolio B with risk free borrowing
and lending.

The line segment from R¢ to B includes all the combinations of the risky
portfolio and the risk free asset. The line segment beyond point B
represents all the levered portfolios (that is combinations of the risky
portfolio with borrowing). Borrowing increases both the expected return
and the risk, while lending (that is, combining the risky portfolio with risk
free asset) reduces the expected return and risk. Thus, the investor can use
borrowing or lending to attain the desired risk level. Those investors with
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a high risk aversion will prefer to lend and thus, hold a combination of
risky assets and the risk free asset. Others with less risk aversion will
borrow and invest more in the risky portfolio.

THE CAPITAL MARKET LINE (CML)

Capital Market Line is a theoretical concept expressed in a graph
representing portfolios that optimally combine risk and return. In terms of
risk, it includes both the risk-free rate and the risk of the market portfolio
and hence is considered better than the Efficiency Frontier, which only
considers risky assets. CML’s slope is called the Sharpe ratio of the
market portfolio, a financial measure used to determine the portfolio’s
risk-adjusted return. On a graph, when the CML and the Efficient Frontier
intersect, this particular point results in the most efficient portfolio and is
called the point of tangency. When you move up the CML, the portfolio’s risk
increases, as does the return expectation. Similarly, moving down the CML will
result in a decrease in risk and, subsequently, a decrease in return expectations.

Calculation and Formula of the Capital Market Line (CML)
The Capital Market Line formula is expressed as follows:

ERp = Rf +SDp * (ERm —Rf) / SDm

Where,

ERp = Expected return of the portfolio

Rf = Risk-free rate

SDp = Standard deviation of the portfolio

ERm = Expected return from the market

SDm = Standard deviation of the market

Here’s an example to illustrate the above formula:

Assume that the current risk-free rate is 8%, the expected return from the
market 15 15%, and the market portfolio's standard deviation is 10%.
Furthermore, consider portfolios A and B, each with a different standard
deviation. Thus,

SDp of A =10%
SDp of B =15%
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Then applying the Capital Line Market formula for both portfolios, the
expected return from each would work out as follows:

Expected Return of Portfolio A = 8% + 10% *(15%-8%)/10% = 15%
Expected return of Portfolio B = 8% + 15% *(15%-8%)/10% = 18.5%

SECURITY MARKET LINE

The security market line (SML) is a visual representation of the capital
asset pricing model (CAPM). SML is a theoretical representation of the
expected returns of assets based on systematic, non-diversifiable risk.

Idiosyncratic risk is not included in the security market line. More broadly,
the SML plots the expected market returns for a marketable security at a
given level of market risk for the marketable security. The level of risk is
determined by the beta of a security against the market.

Theoretically, the “market” refers to all risky assets. In practice, a proxy is
typically used. An example of common proxies is the Dow Jones Industrial
Average (DJIA), S&P 500 Index, and the NASDAQ 100. The security
market line can also be used to graphically understand the pricing of an
asset. However, the security market line is not always applicable in
practice, as there are very broad assumptions involved that do not always

apply.
Security Market Line Assumptions

Since the security market line is a graphical representation of the capital
asset pricing model (CAPM), the assumptions for CAPM also hold for
SML. Most commonly, CAPM is a one-factor model that is only based on
the level of systematic risk a security is exposed to. The larger the level of
systematic risk, the larger the expected return for the security is — more risk
equals more reward. It is a linear relationship and explains why the security
market line is a straight line. However, very broad assumptions need to be
made for a one-factor model to be upheld.

SML assumptions:
o All market participants are price takers and cannot affect the price
of a security.
e The investment horizon for all investors is the same.
e There are no short sales.
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e There are no taxes or transaction costs.
o There is only one risk-free asset.

e There are multiple risky assets.

o All market participants are rational.

Components of the SMLL

The security market line is made up of the risk-free rate, the beta of the
asset related to the market, and the expected market risk premium. The
components will yield the expected return of an asset. Additionally, the
SML formula can be used to calculate the asset’s risk premium. Below is
the formula to calculate the security market line:

Security Market Line = Risk-Free Rate + [Beta * (Expected Market
Return — Risk-Free Rate)]

Where:
o Risk-Free Rate — Current risk-free rate
e Beta — Beta of the security to the market
o Expected Market Return — Expected return of all risky assets

Plotting the function for all positive betas, with the constraint of a positive
market risk premium (Expected Market Return — Risk-Free Rate), will give
the typical security market line. To get the expected risk premium of a
security, subtract the first risk-free rate from both sides of the equation. It
will produce:

Expected Security Risk Premium = Beta * (Expected Market Return —
Risk-Free Rate)

Security Market Line
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SML and Asset Pricing

The security market line can also be used to determine whether an asset is
overpriced or underpriced, given its level of systematic risk, compared to
the market. Graphically, if the asset offers a return that is higher than the
market’s for a given level of systematic risk, it will be plotted above the
security market line. However, if the asset offers a return that is lower than
the market’s for a given level of systematic risk, it will be plotted below the
security market line.

If an asset is plotted above the security market line, it is underpriced. If an
asset is plotted below, it is overpriced. The intuitive reason why an asset
that is plotted above the SML is underpriced is that it is giving a return
larger than the market, and it is because the cost of buying the asset is not
large enough. The return of an asset is directly related to the price at which
the asset is bought. Thus, with the security market line, if an asset is
providing too large of a return, it means that it is underpriced.

The same intuition holds for when an asset is overpriced. The price of the
asset is too high, which eats away at the returns the asset provides and thus,
causes the asset to be plotted below the security market line. With
the Efficient Market Theory, assets that are plotted above the SML are
bought, which increases the demand and the price of the asset, thus
decreasing its expected return and bringing it back down to the security
market line

PORTFOLIO REVISION

Portfolio revision is a critical process in portfolio management that ensures
an investor's portfolio remains aligned with their financial goals, risk
tolerance, and market conditions. Below is a detailed explanation of each
key aspect of portfolio revision:

1. Need for Portfolio Revision

Portfolio revision becomes necessary due to changes in market
conditions and investor-related factors. These changes can alter the risk-
return profile of the portfolio, making it less optimal over time.

Market Conditions
e Price Fluctuations: Security prices change due to market
dynamics, economic conditions, or company-specific events. A
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portfolio that was balanced initially may become unbalanced as
some securities outperform or underperform.

o Interest Rate Changes: Changes in interest rates affect bond prices
and the attractiveness of fixed-income securities.

e Economic Shifts: Macroeconomic factors like inflation, GDP
growth, or geopolitical events can impact the performance of
different asset classes.

Investor-Related Factors

o Availability of Additional Funds: An investor may have additional
funds to invest, requiring adjustments to the portfolio.

e Change in Risk Tolerance: An investor's risk tolerance may
change due to life events (e.g., aging, changes in income, or
financial responsibilities).

o Change in Investment Goals: Shifts in financial goals (e.g., saving
for retirement, buying a house, or funding education) may
necessitate portfolio adjustments.

o Liquidation Needs: An investor may need to sell part of the
portfolio to meet financial obligations, such as medical expenses or
emergencies.

2. Meaning of Portfolio Revision

Portfolio revision involves adjusting the composition of an existing
portfolio to maintain its efficiency and alignment with the investor's
objectives. This can be done in two ways:

Changing Securities

e Adding New Securities: Introducing new securities that offer better
risk-return characteristics.

e Removing Underperforming Securities: Selling securities that no
longer meet the investor's expectations or have become too risky.

Adjusting Investment Proportions

e Rebalancing: Changing the percentage of funds allocated to each
security to maintain the desired risk-return profile.
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o Shifting Focus: Moving funds from one asset class to another (e.g.,
from equities to bonds) based on market conditions or investor
preferences.

The ultimate goal of portfolio revision is to maximize returns for a given
level of risk or minimize risk for a given level of return.

3. Constraints in Portfolio Revision

While portfolio revision is essential, it is subject to several constraints that
can limit its effectiveness:

Transaction Costs

o Brokerage Fees: Frequent buying and selling of securities incur
brokerage fees, which can reduce overall returns.

e Bid-Ask Spread: The difference between the buying and selling
price of a security can also add to transaction costs.

Taxes

o (Capital Gains Tax: Profits from the sale of securities are subject to
capital gains tax. Short-term gains (on securities held for less than a
year) are typically taxed at a higher rate than long-term gains.

o Tax Efficiency: Frequent revisions can lead to higher tax liabilities,
reducing the net returns from the portfolio.

Statutory Stipulations
o Regulatory Restrictions: Institutional investors, such as mutual
funds, may face regulatory limits on portfolio adjustments.

o Compliance Requirements: Certain investments may require
adherence to specific rules or guidelines, limiting flexibility in
portfolio revision.

Intrinsic Difficulty
o Complexity: Portfolio revision requires careful analysis of market
conditions, security performance, and investor goals, making it a
time-consuming and complex process.
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e Decision-Making: Determining the optimal mix of securities and the
timing of adjustments can be challenging, especially in volatile
markets.

4. Portfolio Revision Strategies

Investors can adopt one of two strategies for portfolio revision: active
revision strategy or passive revision strategy.

Active Revision Strategy

e Frequent Adjustments: Involves making frequent and significant
changes to the portfolio based on market conditions.

o Market Inefficiencies: Active investors believe that markets are not
always efficient and that mispriced securities can be exploited for
excess returns.

o Higher Costs: This strategy requires substantial time, skill, and
resources, and often results in higher transaction costs.

e Objective: To "beat the market" by generating higher returns than
the market average.

Passive Revision Strategy

e Infrequent Adjustments: Involves making minor and infrequent
changes to the portfolio.

o Market Efficiency: Passive investors believe that markets are
efficient, and it is difficult to consistently outperform the market.

e Formula Plans: Uses predetermined rules or mechanical strategies
(e.g., constant rupee value plan, constant ratio plan) to guide
adjustments.

o Lower Costs: This strategy reduces transaction costs and emotional
decision-making.

FORMULA PLANS

Formula plans are systematic, mechanical strategies used in passive
portfolio revision to exploit price fluctuations in the market. These plans
divide the portfolio into two parts: an aggressive portfolio (typically
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equities) and a defensive portfolio (typically bonds). The plans specify
predetermined rules for transferring funds between the two portfolios based
on market conditions. Below is a detailed explanation of the three main
formula plans:

1. Constant Rupee Value Plan

The Constant Rupee Value Plan aims to maintain a fixed value for
the aggressive portfolio (equities). This plan ensures that the value of the
aggressive portfolio remains constant, regardless of market fluctuations.
The mechanism involves adjusting the portfolio based on changes in share
prices. When share prices rise, the value of the aggressive portfolio
increases. To maintain the fixed value, some shares are sold, and the
proceeds are transferred to the defensive portfolio (bonds). Conversely,
when share prices fall, the value of the aggressive portfolio decreases. To
restore the fixed value, funds are transferred from the defensive portfolio to
buy more shares. For example, if an investor starts with an aggressive
portfolio worth Rs. 50,000 and the value rises to Rs. 60,000 due to an
increase in share prices, shares worth Rs. 10,000 are sold, and the amount is
invested in bonds. This brings the aggressive portfolio back to its fixed
value of Rs. 50,000. Similarly, if the value of the aggressive portfolio falls
to Rs. 40,000, Rs. 10,000 is transferred from the defensive portfolio to buy
more shares, restoring the aggressive portfolio to Rs. 50,000. The
advantages of this plan include risk management (by limiting exposure to
equity market volatility), profit booking (by selling overvalued shares),
and cost averaging (by buying more shares when prices are low). However,
the plan has limitations, such as inflexibility (requiring strict adherence to
the fixed value) and higher transaction costs due to frequent buying and
selling.

2. Constant Ratio Plan

The Constant Ratio Plan aims to maintain a fixed ratio between
the aggressive portfolio (equities) and the defensive portfolio (bonds). This
plan ensures that the proportion of funds allocated to each portfolio remains
constant, regardless of market fluctuations. The mechanism involves
adjusting the portfolio when the ratio deviates from the predetermined
level. For example, if the initial ratio between the aggressive and defensive
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portfolios is 1:1 (e.g., Rs. 50,000 in equities and Rs. 50,000 in bonds), and
the value of the aggressive portfolio increases to Rs. 60,000 while the
defensive portfolio remains at Rs. 50,000, the ratio becomes 1.2:1. To
restore the 1:1 ratio, shares worth Rs. 5,000 are sold, and the proceeds are
transferred to the defensive portfolio. This brings the values of both
portfolios to Rs. 55,000, restoring the 1:1 ratio. Conversely, if the value of
the aggressive portfolio falls to Rs. 40,000, the ratio becomes 0.8:1. To
restore the 1:1 ratio, Rs. 5,000 is transferred from the defensive portfolio to
buy more shares, bringing both portfolios to Rs. 45,000. The advantages of
this plan include maintaining a balanced risk-return
profile and automatically rebalancing the portfolio based on market
conditions. However, like the Constant Rupee Value Plan, it has limitations,
such as inflexibility and higher transaction costs.

3. Dollar Cost Averaging

The Dollar Cost Averaging strategy is a passive investment approach that
aims to reduce the average cost per share by investing a fixed amount at
regular intervals, regardless of the share price. This strategy takes
advantage of market volatility by purchasing more shares when prices are
low and fewer shares when prices are high. For example, an investor
decides to invest Rs. 10,000 every month in a particular stock. If the stock
price is Rs. 100 in the first month, the investor buys 100 shares. If the price
falls to Rs. 80 in the second month, the investor buys 125 shares. If the
price rises to Rs. 120 in the third month, the investor buys 83.33 shares.
Over time, the average cost per share is lower than the market average
because more shares are purchased at lower prices. The advantages of this
plan include reducing the impact of market volatility, eliminating the need
to time the market, and building a disciplined investment habit. However,
the plan has limitations, such as lower returns in a consistently rising
market (since fewer shares are purchased at higher prices) and no guarantee
of profits if the market remains bearish for an extended period

Limitations of Formula Plans
While formula plans simplify portfolio revision, they have limitations:

Inflexibility: They follow rigid rules and may not adapt to unique market
conditions.
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Lack of Specificity: They do not specify which securities to buy or sell,
requiring additional analysis.

Dependence on Market Cycles: They rely on the assumption that markets
move in predictable cycles, which may not always hold true.
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CHAPTER -V

PORTFOLIO EVALUATION: AN OVERVIEW

Portfolio evaluation is the process of assessing the performance of an
investment portfolio by comparing its returns with other portfolios or a
benchmark index. This evaluation helps investors determine how well
their investments have performed over a specific period. It consists of two
key functions: performance measurement and performance evaluation.

Performance Measurement and Evaluation

Performance measurement is primarily an accounting function that
involves calculating the actual return generated by a portfolio during a
given holding or investment period. This measurement provides a
quantitative assessment of portfolio performance but does not explain the
reasons behind the results. Performance evaluation, on the other hand,
goes beyond just measuring returns. It analyzes whether the portfolio’s
performance was superior or inferior compared to benchmarks and
whether the returns were driven by skillful investment decisions or mere
luck. Understanding this distinction is crucial for investors and fund
managers in refining their investment strategies.

Risk-Adjusted Portfolio Evaluation

While measuring returns is important, it is equally essential to consider the
level of risk associated with a portfolio. Simply comparing absolute
returns may lead to misleading conclusions if risk levels differ across
portfolios. One approach to address this issue is to group portfolios into
similar risk categories and compare returns within each category.
Alternatively, risk-adjusted return measures can be developed to adjust for
the risk associated with each portfolio, allowing fair comparisons across
portfolios with varying levels of risk exposure.

Measuring Portfolio Return

The first step in portfolio evaluation is calculation of the rate of
return earned over the holding period. Return may be defined to include
changes in the value of the portfolio over the holding period plus any
income earned over the period. However, in the case of mutual funds,
during the holding period, cash inflows into the fund and cash withdrawals
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from the fund may occur. The unit value method may be used to calculate
return in this case. The one period rate of return, r, for a mutual fund may
then be defined as the change in the per unit net asset value(NAV), plus its
per unit cash disbursements (D) and per unit capital gains disbursements
(C) such as bonus shares. It may be calculated as:

(NAV¢ - NAVi.1)+ Dt + Gt
Rp =

NAV¢.1
Where
NAVt = NAV per unit at the end of the holding period

NAVt.1= NAV per unit at the beginning of the holding period
Dt=Cash disbursements per unit during the holding period
Ct=Capital gains disbursements per unit during the holding period

This formula gives the holding period yield or rate of return earned
on a portfolio. This may be expressed as a percentage. The rate of return
earned by different mutual funds or mutual fund schemes may be
calculated and compared with the rate of return earned by a representative
stock market index which can be used as a benchmark for comparative
evaluation. The mutual funds may also be ranked in descending order of
their rates of return. But such straight forward rates of return comparison
may be incomplete and sometimes even misleading. The differential
return earned by mutual funds could be due entirely to the differential risk
exposure of the funds. Hence, the returns have to be adjusted for risk
before making any comparison.

RISK ADJUSTED RETURNS

Sharpe’s Performance Index

Sharpe’s performance index gives a single value to be used for the
performance ranking of various funds or portfolios. Sharpe index
measures the risk premium of the portfolio relative to the total amount of
risk in the portfolio. This risk premium is the difference between the
portfolio’s average rate of return and the riskless rate of return. The
standard deviation of the portfolio indicates the risk. The index assigns
the highest values to assets that have best risk-adjusted average rate of
return
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Ry -Rg

St = p
°p
Portfolio average return-Risk free rate of interest
Sharp Index =

Standard deviation of the portfolio return
The details of two hypothetical funds A and B are given below

Risk and Return for Funds A and B

Average | Riskless Standard
Fund | Annual Rate of Deviation St
Return Interest
A 0.0879 0.05 0.0829 0.0879 — 0.5
.829
=0.457
B 0.1347 0.05 0.1982 0.1347-0.5
0.1982
=0.427
A a Risk and Return for Funds A’ and 'B'

0 . ] ) _"-_“p

The larger the S. better the fund has performed. Thus, A ranked as
better fund because its index .457> .427 even though the portfolio B had a
higher return of 13.47 per cent. It is shown in Figure. The reason is that
the fund ‘B’s managers took such a great risk to earn the higher returns
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and its risk adjusted return was not the most desirable. Sharpe index can
be used to rank the desirability of funds or portfolios, but not the
individual assets. The individual asset contains its diversifiable risk.

Treynor’s Performance Index

To understand the Treynor index, an investor should know the
concept of characteristic line. The relationship between a given market
return and the fund’s return is given by the characteristic line. The fund’s
performance is measured in relation to the market performance. The
ideal fund’s return rises at a faster rate than the general market
performance when the market is moving upwards and its rate of return
declines slowly than the market return, in the decline. The ideal fund
may place its fund in the treasury bills or short sell the stock during the
decline and earn positive return. The relationship between the ideal
fund’s rate of return and the market’s rate of return is given by the figure

Fund's Rate of Retum

Ideal Fund

i&

1 L
Q 20 0

Market Retum

-

The market return is given on the horizontal axis and the fund’s
rate of return on the vertical axis. When the market rate of return
increases, the fund’s rate of return increases more than proportional and
vice-versa. In the figure the fund’s rate of return is 20 per cent when the
market’s rate of return is 10 per cent, and when the market return is —10,
the fund’s return is 10per cent. The relationship between the market
return and fund’s return is assumed to be linear.
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This linear relationship is shown by the characteristic line. Each
fund establishes a performance relationship with the market. The
characteristic line can be drawn by plotting the fund’s rate of return for a
given period against the market’s return for the same period. The slope of
the line reflects the volatility of the fund’s return.

A steep slope would indicate that the fund is very sensitive to the market
performance. If the fund is not so sensitive then the slope would be a slope
of less inclination. All the funds have the same slope indicating same level
of risk. The investor would prefer A fund, because it offers superior return
than funds C and B for the same level of risk exposure. This is shown in
(Figure)

With the help of the characteristic line Treynor measures the performance
of the fund. The slope of the line is estimated by

Rp = a+PRy+ €p

Rp = Portfolio return

Ry, = The market return or index return
ep = The error term of the residual

a, B = Co-efficients to be estimate

Fund's Return A
40
B
0 c
0 2 440 50 60
Market Ratum
40 L

Beta co-efficient is treated as a measure of undiversifiable systematic risk
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Tn

Treynor’s risk premium of the portfolio is the difference between
the average return and the riskless rate of return. The risk premium
depends on the systematic risk assumed in a portfolio. Let us analyze to

Standard deviation of the portfolio return

_ Portfolio average return-Risk free rate of interest

hypothetical funds.
Fund | Average | Beta | Risk Premium | Rf Ty
Return

A 0.0879 0.499 .0379 .05 | 0.0879-0.5
499
=0.076

B 0.1347 | 1.2493 0.0847 .05 | 0.1347-0.5
1.2493
=0.0678

Performance of Fund's ‘A' and 'B’

195




Jensen’s Performance Index

The absolute risk adjusted return measure was developed by
Michael Jensen and commonly known as Jensen’s measure. It is
mentioned as a measure of absolute performance because a definite
standard is set and against that the performance is measured. The
standard is based on the manager’s predictive ability. Successful
prediction of security price would enable the manger to earn higher
returns than the ordinary investor expects to earn in a given level of
risk.

The basic model of Jensen is given below Rp =a+B Ry —Rp

Rp = average return of portfolio Ry = riskless rate of interest

o = the intercept
B =a measure of systematic risk R, = average market return

The return of the portfolio varies in the same proportion of 13 to
the difference between the market return and riskless rate of interest.
Beta is assumed to reflect the systematic risk. The fund’s portfolio beta
would be equal to one if it takes a portfolio of all market securities.
The 13 would be greater than one if the fund’s portfolio consists of
securities that are riskier than a portfolio of all market securities. The
figure shows the relationship between beta and fund’s return.

Fund's Beta and Return
Hp - Fif 4\

Ag=Ret B (R — R

BRxFR) P

Any professional manager would be expected to earn average
portfolio return of R = R1 + 1 (Rm_ Rf). If his predictive ability is
superior, he should earn more than other funds at each level of risk. If the
fund manager has consistently performed better than average Rp, there
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would be some constant factor that would make the actual return higher
than average.

R. The constant may be that represents the forecasting ability of the
manager. Then the equation becomes

Ry —Rg=a, + B Ry —Rp
Or
Rp =0, +Rp+ B Ry —Rp

By estimating this equation with regression technique, Jensen
claimed a the constant, reflected the professional management’s ability
to forecast the price movements. A comparative analysis of three
hypothetical funds A, B and C are given in the figure.

Jensen’s Measure of Management Ability

c Hp=‘1p+Flf +B(R,-RY
A A=Ra B8R, —-R)
B Flp= -a p+nf+ﬁfﬁm‘ R,)

:

RE=5% : -

B (R, — Ry

Fund A’s ap is equal to the risk free rate of return. If no risk is
undertaken, the portfolio is expected to earn at least Rf. It is
hypothesized that it takes no particular professional managerial ability to
increase the return Rp by increasing (Rm — Rf). In the fund C, the
manager’s predictive ability has made him earn more than Rf. The fund
manager ‘would be consistently performing better than the fund A. At
the same time if the profession management has not improved, it ‘would
result in a negative a. This is shown by the line B. Here the is even below
the riskless rate of interest. Jensen in his study of 115 funds, he found out
that only 39 funds possessed positive a and employing professional
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management has improved the expected return. On an average, fund’s
performance is worse than expected, without professional management
and if any investor is to purchase fund’s shares, he must be very
selective in his evaluation of management. Thus, Jensen’s evaluation of
portfolio performance involves two steps.

Using the equation the expected return should be calculated.

With the help of 3, Ry, and R,, he has to compare the actual return with

the expected return. If the actual return is greater than the expected
return, then the portfolio is considered to be functioning in a better
manner. The following table gives the portfolio return and the market
return. Rank the performance.

Portfolio Return and Market Return

Portfolio Ry | B | Rp
A 15| 1.2|5%
B 12 | 0.8 | 5%
C 15 | 1.5 | 5%
Market Index 12 1 1.0 | 5%

The return can be calculated with the given information using the
formula: Rp =R¢+ B Ry —Ryp)

Portfolio A=5+1.2(12-5) =134
Portfolio B =5 + 0.8 (12-5) =10.6
Portfolio C =5+ 1.5 (12-5) =15.5

The difference between the actual and expected return is compared.

Portfolio A =15—13.4=1.6
Portfolio B=12—10.6 =1.4
Portfolio C =15—15.5 =-0.5:

Among the risk adjusted performance and of the three portfolios, A is the
best, B - the second best and the last is the C portfolio.
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INVESTMENT COMPANIES: AN OVERVIEW

Investment companies are financial institutions that pool funds from
multiple investors to invest in a diversified portfolio of securities such as
stocks, bonds, and other publicly traded assets. These companies provide
individuals with an opportunity to invest indirectly in the financial
markets, offering professional management and diversification benefits. In
developed countries like the U.S., investors often prefer to invest through
mutual funds and pension funds, which are types of investment
companies. In India, the trend of investing through such specialized funds
is also growing. Investment companies can be broadly categorized into
two types: those that offer indirect services (e.g., insurance companies and
pension funds) and those that offer direct investment services (e.g., mutual
funds). This unit focuses on investment companies that provide indirect
services, such as insurance and pension funds, while mutual funds will be
discussed in detail in the next unit.

Life Insurance Corporation of India (LIC)

The Life Insurance Corporation of India (LIC) is a state-owned insurance
and investment corporation established by the Government of India. It was
founded on September 1, 1956, following the nationalization of the
insurance industry through the Life Insurance of India Act. Over 245
insurance companies and provident societies were merged to form LIC. As
of 2019, LIC had a total life fund of [0128.3 trillion, with 21.4 million
policies sold in 2018—-19 and 26 million claims settled during the same
period. LIC serves over 290 million policyholders, making it one of the
largest insurance providers in the world.

Objectives of LIC

Wide Coverage: To spread life insurance across India, particularly in
rural and economically backward areas, ensuring financial protection
against death at a reasonable cost.

Mobilization of Savings: To maximize the mobilization of people’s
savings by offering attractive insurance-linked savings schemes.

Prudent Investment: To invest funds in the best interest of policyholders
and the community, keeping national priorities in mind while ensuring
attractive returns.
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Economical Operations: To conduct business with utmost economy,
recognizing that the funds belong to the policyholders.

Trusteeship: To act as trustees for the insured public, ensuring their
interests are safeguarded.

Adaptability: To meet the evolving life insurance needs of the community
in a changing social and economic environment.

Efficient Service: To provide efficient and courteous service to
policyholders, involving all employees and agents in achieving the
corporation’s objectives.

Employee Satisfaction: To promote a sense of participation, pride, and
job satisfaction among employees and agents.

Schemes Offered by LIC

LIC offers a wide range of insurance and investment products tailored to
meet the diverse needs of individuals. These schemes are designed to
provide financial security, savings, and investment opportunities to
policyholders. Below is a detailed explanation of the key schemes offered
by LIC:

1. Basic Life Insurance Plans
Whole Life Assurance Plan

The Whole Life Assurance Planis designed to provide lifetime
coverage to the policyholder, ensuring financial protection for their entire
life. Under this plan, the sum assured is payable to the nominee upon the
death of the policyholder, regardless of when it occurs. Premiums are
payable throughout the policyholder’s life, making it a long-term
commitment. This plan is particularly suitable for individuals seeking
lifelong coverage at a low cost. The primary benefit of this plan is that it
provides financial security to the family in the event of the policyholder’s
death. Additionally, it acts as a savings instrument, as the policyholder
pays premiums over a long period, building a corpus that can be utilized in
times of need. The Whole Life Assurance Plan is ideal for those who want
to ensure that their dependents are financially protected even after their
demise.
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Endowment Assurance Plan

The Endowment Assurance Plan is a dual-purpose plan that offers a lump
sum payment either on the maturity of the policy or in the event of the
policyholder’s death, whichever occurs earlier. Under this plan, the sum
assured is paid to the policyholder if they survive the policy term, making
it a useful tool for meeting long-term financial goals such as children’s
education, marriage, or retirement. In case of the policyholder’s death
during the term, the sum assured is paid to the nominee, ensuring financial
protection for the family. Premiums can be paid for a limited period (e.g.,
15 or 20 years) or throughout the policy term, providing flexibility to the
policyholder. The Endowment Assurance Plan combines insurance
coverage with savings, making it a popular choice among individuals who
want to secure their future while also protecting their loved ones.

2. Term Assurance Plans
Two-Year Temporary Assurance Plan

The Two-Year Temporary Assurance Plan is a short-term insurance plan
that provides coverage for two years. The sum assured is payable only in
the event of the policyholder’s death during the term. This plan is
designed for individuals who need temporary coverage for a specific
period, such as covering a loan or meeting short-term financial
obligations. The premiums for this plan are relatively low, making it an
affordable option for those seeking temporary protection. However, if the
policyholder survives the two-year term, no benefits are paid, as this plan
is purely a risk cover without any savings or investment component. It is
ideal for individuals who want to ensure financial security for their family
during a specific period without committing to a long-term policy.

Convertible Term Assurance Plan

The Convertible Term Assurance Plan provides term assurance for a
period of 5 to 7 years, with an option to convert the policy into a Whole
Life Assurance Plan or an Endowment Assurance Plan at the end of the
selected term. This plan is suitable for individuals who are unsure about
their long-term insurance needs but want the flexibility to convert their
policy into a more comprehensive plan later. During the term, the
policyholder is covered for the sum assured in case of death. If the
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policyholder survives the term, they can choose to convert the policy
without undergoing a medical examination. This plan offers the dual
benefit of short-term coverage and long-term flexibility, making it a
versatile option for individuals who want to keep their insurance options
open.

3. Plans for Children
Jeevan Balya, Jeevan Kishore, and Jeevan Subanya

LIC offers specialized plans for children, such as Jeevan Balya, Jeevan
Kishore, and Jeevan Subanya, which are designed to secure the future of
children by providing financial support for their education, marriage, and
other needs. These plans are deferred assurance plans, meaning the
benefits are paid at a future date, such as when the child reaches a certain
age. For example, Jeevan Subanya is specifically designed for girls,
offering additional benefits to support their education and marriage. These
plans often come with features like guaranteed additions, loyalty
additions, and optional family benefits, ensuring that the child’s future is
financially secure. The premiums for these plans are paid by the parent or
guardian, and the benefits are paid to the child when they reach the
specified age. These plans are ideal for parents who want to ensure that
their children have a financially stable future, even in their absence.

4. Pension Plans
Jeevan Dhara and Jeevan Akshay

LIC’s Jeevan Dhara and Jeevan Akshay are pension plans designed to
provide a steady income during retirement. These plans offer
both deferred and immediate annuity options, allowing policyholders to
choose when they want to start receiving pension payments. Under
the Jeevan Dhara plan, the policyholder pays premiums during the
accumulation phase, and the pension payments begin at a later date
(vesting age). In case of the policyholder’s death after the vesting age, the
remaining amount is paid to the nominee. The Jeevan Akshay plan, on the
other hand, provides immediate annuity payments, meaning the
policyholder starts receiving pension payments shortly after purchasing
the plan. These plans ensure that individuals have a regular income during
their retirement years, providing financial independence and security.
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They are ideal for individuals who want to plan for their retirement and
ensure a steady flow of income in their old age.

5. Joint-Life Plans
Jeevan Sarita

The Jeevan Sarita plan is a joint-life annuity plan designed for couples,
providing income to the surviving spouse after the death of one partner.
Under this plan, the claim amount is payable partly as a lump sum and
partly as an annuity. The annuity payments continue until the death of the
surviving spouse, ensuring financial security for the couple throughout
their lives. This plan is particularly beneficial for couples who want to
ensure that the surviving spouse is financially protected after the death of
one partner. The premiums for this plan are paid by one or both partners,
and the benefits are shared between them. The Jeevan Sarita plan is ideal
for couples who want to secure their financial future together and ensure
that the surviving spouse is not left without financial support.

PENSION FUNDS

Pension funds are financial vehicles designed to provide income to
individuals during their retirement years. While private pension funds are
still emerging in India, government-sponsored schemes like the National
Pension Scheme (NPS) and products offered by LIC and other insurers
have gained popularity. Pension funds collect regular contributions from
subscribers and invest these funds to generate returns, which are then
distributed as pensions.

Features and Benefits of Pension Plans

Guaranteed Income: Pension plans provide a steady income during
retirement, ensuring financial independence.

Tax Efficiency: Contributions to pension plans are often tax-deductible
under sections like 80C, 80CCC, and 80CCD of the Income Tax Act.

Liquidity: Some plans allow partial withdrawals during the accumulation
phase, providing financial flexibility.

Vesting Age: The age at which pension payments begin, typically ranging
from 45 to 70 years.
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5. Accumulation Period: The duration during which contributions are made
to build the retirement corpus.

6. Payment Period: The period during which pension payments are made,
often lasting the policyholder’s lifetime.

7. Surrender Value: Surrendering a pension plan before maturity may result
in the loss of benefits, making it an unattractive option.

TYPES OF PENSION PLANS

1. National Pension Scheme (NPS)

The National Pension Scheme (NPS) is a government-backed pension
initiative designed to provide financial security after retirement. It allows
individuals to systematically invest their money in a mix of financial
instruments, including equity, corporate debt, government bonds, and
alternative investment funds. One of the most attractive features of NPS is
its flexibility, as it enables investors to choose how their funds are
allocated based on their risk appetite. The scheme follows a well-
structured and regulated approach, ensuring transparency and security in
investments.

Under NPS, investors can make regular contributions until they reach
retirement age. At retirement, they can withdraw a portion of the corpus as
a lump sum while the remaining amount must be used to purchase an
annuity, which provides a steady income for life. The scheme also allows
partial withdrawals under specific conditions, such as medical
emergencies or children's education. Moreover, it offers tax benefits under
Section 80C and 80CCD of the Income Tax Act, making it a tax-efficient
retirement planning option. Due to its diversified investment options and
professional fund management, NPS has become a popular choice for
individuals seeking a mix of stability and potential growth in their
retirement corpus.

2. Traditional Pension Plans

Traditional pension plans are structured to provide a stable and secure
retirement income by investing primarily in low-risk instruments such as
government securities and bonds. These plans include various options
such as regular pension plans, pension plans with life cover, immediate
annuity plans, and deferred annuity plans. Each of these options caters to

204



different retirement needs, ensuring financial stability and predictable
returns. Regular pension plans work by accumulating savings over a
specified period, and upon retirement, the policyholder receives a fixed
payout at regular intervals. Pension plans with life cover add an additional
layer of financial security by offering a death benefit to the nominee in
case of the policyholder’s untimely demise. Immediate annuity plans
provide pension payouts starting immediately after a lump sum
investment, making them ideal for individuals who are nearing retirement
and want a guaranteed income source right away. Deferred annuity plans,
on the other hand, accumulate wealth over a long period, with payouts
beginning at a later stage, offering the advantage of long-term wealth
growth and financial stability.

Since traditional pension plans focus on conservative investment
instruments, they are best suited for risk-averse individuals who prioritize
security over high returns. These plans ensure that retirees receive a stable
income post-retirement, making them a preferred choice for those who do
not wish to expose their savings to market volatility.

3. Unit-Linked Pension Plans (ULIPs)

Unit-Linked Pension Plans (ULIPs) are a unique type of pension plan that
blends investment with insurance, allowing policyholders to build their
retirement corpus while also ensuring financial protection. Unlike
traditional pension plans, ULIPs offer the opportunity to invest in equity
and debt instruments, providing the potential for higher returns. Since a
portion of the premium is invested in market-linked funds, the returns
depend on market performance, making ULIPs a riskier but more
rewarding investment option.

One of the major advantages of ULIPs is their flexibility. Investors can
choose between different fund options based on their risk tolerance,
ranging from equity-oriented funds that offer higher returns but come with
higher risk to debt-focused funds that provide stable returns with lower
risk. ULIPs also allow for fund switching, enabling policyholders to move
their investments between equity and debt instruments based on market
conditions and their changing financial goals.
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Additionally, ULIPs come with tax benefits under Section 80C of the
Income Tax Act, making them an attractive retirement planning tool. They
also allow for partial withdrawals after a specific lock-in period, providing
liquidity in times of need. While ULIPs carry market risks, they offer the
potential for substantial wealth accumulation over time, making them
suitable for individuals who are comfortable with moderate to high levels
of risk in exchange for the possibility of better retirement benefits.

CONCEPT OF MUTUAL FUNDS

Mutual funds are investment vehicles that pool money from multiple
investors to invest in a diversified portfolio of securities such as stocks,
bonds, money market instruments, and other assets. The concept of mutual
funds is based on the principle of collective investment, where individual
investors contribute their money to a common pool, which is then
managed by professional fund managers. These fund managers make
investment decisions on behalf of the investors, aiming to achieve specific
financial goals such as capital appreciation, income generation, or a
combination of both. The primary advantage of mutual funds is that they
provide diversification, reducing the risk associated with investing in
individual securities. By spreading investments across a wide range of
assets, mutual funds help mitigate the impact of poor performance by any
single security.  Additionally, mutual funds offer professional
management, as experienced fund managers analyze market trends, select
appropriate securities, and monitor the portfolio to optimize returns.
Mutual funds are also highly liquid, allowing investors to buy or sell units
of the fund at any time based on the fund's net asset value (NAV). This
makes mutual funds an attractive option for both novice and experienced
investors who seek exposure to the financial markets without the need for
extensive knowledge or time to manage their investments.

Definition of Mutual Funds

A mutual fund is a type of investment vehicle that collects money from
multiple investors and invests it in a diversified portfolio of securities,
such as stocks, bonds, and other financial instruments. The fund is
managed by professional fund managers who make investment decisions
based on the fund's stated objectives. Each investor in a mutual fund
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owns units, which represent a portion of the fund's holdings. The value of
these units is determined by the fund's net asset value (NAV), which is
calculated by dividing the total value of the fund's assets minus its
liabilities by the number of units outstanding. Mutual funds offer investors
the opportunity to participate in the financial markets without having to
buy individual securities directly. They provide benefits such
as diversification, professional management, and liquidity, making them a
popular choice for individuals looking to grow their wealth over time.
Mutual funds are regulated by financial authorities to ensure transparency
and protect the interests of investors. In India, mutual funds are regulated
by the Securities and Exchange Board of India (SEBI), which sets
guidelines for their operation and ensures that they adhere to strict
standards of disclosure and accountability.

HISTORY OF MUTUAL FUNDS

The concept of mutual funds dates back to the 19th century, with the first
mutual fund-like investment vehicle established in Europe. However, the
modern mutual fund industry began to take shape in the United States in
the early 20th century. The first mutual fund in the U.S., known as
the Massachusetts Investors Trust, was launched in 1924. This fund
introduced the concept of open-end funds, where investors could buy and
sell units at any time based on the fund's NAV. The mutual fund industry
grew steadily over the next few decades, with the introduction of various
types of funds catering to different investment objectives, such as equity
funds, bond funds, and money market funds. The industry experienced
significant growth in the 1980s and 1990s, driven by the increasing
popularity of retirement savings plans like 401(k)s and the rise of index
funds, which offered low-cost exposure to broad market indices.

In India, the mutual fund industry began in 1963 with the establishment of
the Unit Trust of India (UTI), which was the first mutual fund in the
country. UTI enjoyed a monopoly in the Indian mutual fund industry
until 1987, when the government allowed public sector banks and
insurance companies to establish mutual funds. The industry saw further
liberalization in 1993, when private sector mutual funds were allowed to
enter the market. This led to the establishment of several private mutual
fund companies, increasing competition and offering investors a wider
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range of investment options. The industry has since grown significantly,
with the introduction of innovative products such as sector-specific
funds, exchange-traded funds (ETFs), and systematic investment plans
(SIPs). Today, the Indian mutual fund industry is one of the fastest-
growing segments of the financial market, with assets under management
(AUM) crossing (140 trillion as of 2023. The industry is regulated by
SEBI, which has implemented several reforms to enhance transparency,
protect investor interests, and promote the growth of the mutual fund
industry in India.

OBJECTIVES OF MUTUAL FUNDS

Mutual funds are designed to achieve specific financial goals for investors
by pooling their money and investing it in a diversified portfolio of
securities. The objectives of mutual funds vary depending on the type of
fund and the investment strategy it follows. Below are the key objectives
of mutual funds:

1. Capital Appreciation

One of the primary objectives of mutual funds, particularly equity funds,
is to achieve capital appreciation over the long term. These funds invest in
stocks of companies with high growth potential, aiming to generate
significant returns as the value of these stocks increases over time. Capital
appreciation is particularly important for investors who are looking to
build wealth over the long term, such as those saving for retirement or
other future financial goals. By investing in a diversified portfolio of
equities, mutual funds aim to maximize returns while managing the risks
associated with stock market volatility.

2. Income Generation

Another key objective of mutual funds, especially debt funds and income
funds, is to provide a steady stream of income to investors. These funds
invest in fixed-income securities such as bonds, government securities,
and money market instruments, which generate regular interest payments.
The income generated from these investments is distributed to investors in
the form of dividends or interest payouts. This objective is particularly
appealing to retirees or conservative investors who prioritize regular
income over capital growth.
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3. Diversification

Mutual funds aim to provide diversification by investing in a wide range
of securities across different sectors, industries, and asset classes.
Diversification helps reduce the risk associated with investing in
individual securities, as the poor performance of one security is offset by
the better performance of others. By spreading investments across a
diversified portfolio, mutual funds aim to minimize risk while maximizing
returns. This objective is particularly important for risk-averse investors
who want to protect their capital while still participating in the financial
markets.

4. Liquidity

Mutual funds offer liquidity, allowing investors to buy or sell units of the
fund at any time based on the fund's net asset value (NAV). This objective
is particularly important for investors who may need access to their money
at short notice. Open-end mutual funds, which allow investors to redeem
their units at any time, are especially popular for their liquidity features.
This makes mutual funds a flexible investment option for individuals who
want to maintain access to their funds while still earning returns.

5. Professional Management

Mutual funds are managed by professional fund managers who have the
expertise and resources to analyze market trends, select appropriate
securities, and monitor the portfolio. The objective of professional
management is to optimize returns while managing risks, ensuring that the
fund's investments align with its stated objectives. This is particularly
beneficial for individual investors who may not have the time, knowledge,
or resources to manage their own investments.

6. Tax Efficiency

Some mutual funds, such as Equity-Linked Savings Schemes (ELSS), are
designed to provide tax benefits to investors. ELSS funds offer tax
deductions under Section 80C of the Income Tax Act, making them an
attractive option for individuals looking to reduce their tax liability while
investing in the equity market. The objective of tax efficiency is to help
investors maximize their after-tax returns, making mutual funds a popular
choice for tax planning.
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7. Inflation Protection

Certain mutual funds, such as inflation-protected bond funds or real estate
funds, aim to provide inflation protection by investing in assets that tend
to perform well during periods of rising inflation. The objective of these
funds is to preserve the purchasing power of investors' money by
generating returns that outpace inflation. This is particularly important for
long-term investors who want to ensure that their investments retain their
value over time.

8. Risk Management

Mutual funds aim to manage risk by investing in a diversified portfolio of
securities and employing various risk management strategies. For
example, balanced funds invest in a mix of equities and debt instruments
to balance risk and return, while index funds aim to replicate the
performance of a specific market index, reducing the risk associated with
active stock picking. The objective of risk management is to protect
investors' capital while still providing opportunities for growth.

9. Flexibility

Mutual funds offer flexibility in terms of investment options, allowing
investors to choose from a wide range of funds based on their financial
goals, risk tolerance, and investment horizon. For example, investors can
choose between equity funds, debt funds, hybrid funds, sector-specific
funds, and international funds, depending on their preferences. The
objective of flexibility is to cater to the diverse needs of investors, making
mutual funds a versatile investment option.

10. Long-Term Wealth Creation

Many mutual funds, particularly those focused on equities, aim to
achieve long-term wealth creation by investing in high-growth companies
and sectors. These funds are designed for investors with a long investment
horizon, such as those saving for retirement or their children's education.
The objective of long-term wealth creation is to help investors build a
substantial corpus over time through the power of compounding and
capital appreciation.
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ADVANTAGES OF MUTUAL FUNDS

Mutual funds offer several benefits that make them an attractive
investment option for individuals seeking to grow their wealth while
managing risk. Below are the key advantages of mutual funds:

1. Diversification

One of the most significant advantages of mutual funds is diversification.
By pooling money from multiple investors and investing it in a wide range
of securities, mutual funds reduce the risk associated with investing in
individual stocks or bonds. Diversification ensures that the poor
performance of one security is offset by the better performance of others,
providing a more stable return over time. This is particularly beneficial for
risk-averse investors who want to minimize the impact of market volatility
on their investments.

2. Professional Management

Mutual funds are managed by professional fund managers who have the
expertise and resources to analyze market trends, select appropriate
securities, and monitor the portfolio. This professional management
ensures that the fund's investments align with its stated objectives,
optimizing returns while managing risks. For individual investors who
may lack the time, knowledge, or resources to manage their own
investments, this is a significant advantage.

3. Liquidity

Mutual funds, particularly open-end funds, offer high liquidity, allowing
investors to buy or sell units of the fund at any time based on the fund's
net asset value (NAV). This makes mutual funds a flexible investment
option, as investors can access their money when needed without facing
significant penalties or delays. This liquidity feature is especially useful
for individuals who may require funds for emergencies or other short-term
needs.

4. Affordability

Mutual funds allow investors to participate in the financial markets with
relatively small amounts of money. By pooling resources from multiple
investors, mutual funds provide access to a diversified portfolio that would
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be difficult and expensive to replicate individually. This makes mutual
funds an affordable investment option for individuals with limited capital.

5. Transparency

Mutual funds are regulated by financial authorities, such as the Securities
and Exchange Board of India (SEBI), which ensures transparency in their
operations. Fund managers are required to disclose the fund's portfolio,
performance, and fees regularly, allowing investors to make informed
decisions. This transparency builds trust and confidence among investors.

6. Tax Benefits

Certain mutual funds, such as Equity-Linked Savings Schemes (ELSS),
offer tax benefits under Section 80C of the Income Tax Act. Investments
in ELSS funds are eligible for tax deductions, making them an attractive
option for individuals looking to reduce their tax liability while investing
in the equity market. This tax efficiency enhances the overall returns for
investors.

7. Flexibility

Mutual funds offer a wide range of investment options, catering to
different financial goals, risk tolerances, and investment horizons.
Investors can choose from equity funds, debt funds, hybrid funds, sector-
specific funds, and international funds, among others. This flexibility
allows investors to tailor their investments to meet their specific needs and
preferences.

DISADVANTAGES OF MUTUAL FUNDS

While mutual funds offer several advantages, they also have certain
drawbacks that investors should be aware of before investing. Below are
the key disadvantages of mutual funds:

1. Fees and Expenses

Mutual funds charge various fees and expenses, such as management
fees, administrative costs, and load fees (entry or exit fees). These costs
can eat into the overall returns, especially for funds with high expense
ratios. While some funds, such as index funds, have lower fees, others,
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particularly actively managed funds, can be expensive. Investors should
carefully evaluate the fee structure before investing.

2. Market Risk

Despite diversification, mutual funds are still subject to market risk. The
value of the fund's investments can fluctuate due to changes in market
conditions, economic factors, or geopolitical events. Equity funds, in
particular, are vulnerable to stock market volatility, which can lead to
losses in the short term. Investors must be prepared to tolerate market
fluctuations and invest with a long-term perspective.

3. Lack of Control

When investing in mutual funds, investors delegate the decision-making
process to the fund manager. This means that investors have no
control over the specific securities in which the fund invests. While
professional management is an advantage, some investors may prefer to
have direct control over their investments, especially if they have specific
preferences or strategies.

4. Over-Diversification

While diversification is a key advantage, over-diversification can dilute
returns. Some mutual funds may hold a large number of securities, which
can reduce the impact of high-performing stocks on the overall portfolio.
This can result in lower returns compared to a more focused investment
strategy.

5. Tax Implications

While certain mutual funds offer tax benefits, others may have tax
implications that can affect overall returns. For example, capital gains
from mutual funds are subject to taxation, and the tax rate depends on the
holding period and the type of fund. Investors should be aware of the tax
implications of their investments and plan accordingly.

6. Performance Variability

The performance of mutual funds depends on the skill and expertise of the
fund manager. While some funds may deliver strong returns, others may
underperform due to poor investment decisions or unfavorable market
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conditions. Investors should carefully evaluate the track record of the fund
and the fund manager before investing.

7. Exit Loads

Some mutual funds charge exit loads if investors redeem their units within
a specified period. This can be a disadvantage for investors who need to
access their money quickly or who want to switch to another fund. Exit
loads can reduce the overall returns, especially for short-term investors.

TYPES OF MUTUAL FUNDS
Here are the major categories and sub-categories of Mutual Funds.

TYPES OF EQUITY MUTUAL FUNDS

Equity mutual funds invest at least 65% of their assets in equity and
equity-related instruments. These funds aim for high returns by
capitalizing on the growth potential of these companies. The value of
investments can fluctuate due to market conditions. Equity mutual funds
can be sector-specific, diversified, or thematic, providing various options
based on investors' risk appetite and investment goals.

Large Cap Mutual Funds

As the name suggests, Large cap funds invest in large listed companies,
the top 100 companies according to market capitalisation. These
companies are market leaders in their respective industries like Reliance,
TCS, Infosys, Bharti Airtel, HDFC etc. Large cap funds have to invest a
minimum of 80% of their assets in equity and equity related instruments of
large cap companies. How much they want to invest in which large stock
is decided by the fund's strategy. Due to their major exposure to big
companies, large cap funds are considered less riskier and more stable.

Mid Cap Mutual Funds

These Funds buy stocks of top companies between 101 to 250 according
to market capitalisation. Mid cap companies have a market capitalisation
between Rs.5000 crore to Rs.20000 crore. These companies have a higher
potential to grow. Currently, some of these companies are Hitachi Energy
India, Bank of Maharashtra, Suzion Energy, Blue Star, etc. Mid cap funds
have to invest a minimum of 65% of their assets in equity and equity
related instruments of mid cap companies. Mid cap funds are considered
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more riskier than large cap funds but have chances to surpass the returns
of the latter. An average annual return of mid cap funds is 26.95%, as
mentioned on ET money.

Small Cap Mutual Funds

Stocks of small companies are the major underlying assets of small cap
funds. These companies have a market capitalisation of less than Rs.5000
crore. They have a high growth potential but also a lot of risk is aligned
with them. SEBI says all the companies ranked from 251 onwards in terms
of market capitalisation are by default becoming part of small cap
companies. JK laxmi cement, Lux Industries, Edelweiss, Birla corp, etc.
Small cap funds have to invest a minimum of 65% of their assets in equity
and equity related instruments of small cap companies. Small cap funds
can deliver fantastic returns but at the same time, the chances of volatility
are very high.

Large and Mid Cap Funds

These Funds are blend of large and Mid cap stocks. Instead of investing
their major amount of money in one category of stocks, Large and Mid
cap funds distribute their asset according to the following strategy: a
minimum of 35% of assets invested in large cap stocks and a minimum of
35% invested in mid cap stocks. These funds expect to provide returns
higher than large cap funds, but less risky than mid and small cap funds.

Multi Cap funds

There is no restriction on multi cap funds to follow an investment strategy
which is confined to specific market capitalisation. These funds invest in
any company’s stock irrespective of market capitalisation and diversify
their portfolio. Any stock can be a part of their investment portfolio, not
matter If it belongs to a large cap company or small cap company. This
freedom allows them to make necessary changes in their investment
portfolio as the market demands. The only one thumb rule for them is that
they have to invest a minimum of 65% of their assets in equities and
equity related instruments.

Focused Mutuals Funds
Usually, stocks of 70-80 companies lie under a mutual fund scheme, but
this is not the case with Focused Mutual Funds. These funds can purchase
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stocks of up to 30 companies. Fund managers studiously go through each
company’s details before investing. They make a concentrated portfolio
with limited stocks, so they can give their maximum attention to each
lying asset and grow the investment as much as they can while managing
the risk. According to SEBI’s rule, Focused Funds have to invest a
minimum of 65% of their assets in equities and equity related instruments.

Dividend Yield Funds

These funds do not go by their name, they are not under any obligation to
pay dividends at regular intervals, which is the opposite of the image we
build when we read dividend yield funds. Investing in a kind of companies
that payout dividends comparatively with high frequency is a strategy they
follow, this is the reason they are called dividend yield funds. Investors of
a dividend yield fund receive dividend income consistently and get the
benefit of regular income while letting their investment also grow lying in
the fund. These funds can also diversify their portfolio since they are
obliged to invest a minimum of 65% of their corpus into equity and equity
related instruments, while 35% gives them space for different bets.

ELSS Mutual Funds

Equity Linked Savings Scheme Mutual Funds can be decoded by reading
the name only. These funds invest a minimum of 80% of their corpus in
equity and equity linked instruments and also provide tax benefits like
saving schemes. ELSS funds have a lock-in period of 3 years, LTCG (long
term capital gain tax) is applicable on the withdrawal after the lock-in
period, which is 10% (on above 1 lakh) without indexation benefit. ELSS
allows investors to take a tax deduction of up to Rs.1,50,000 on their
investment under section 80(c) of the income tax act.

TYPES OF DEBT MUTUAL FUNDS

Debt mutual funds invest in fixed income instruments like bonds,
government securities, and money market instruments. These funds aim to
provide stable returns and preserve capital. Interest rate changes impact
their performance. Debt funds are often chosen by conservative investors
or those nearing financial goals.

Liquid Mutual Funds
Liquid Mutual Funds invest in debt instruments which have a maturity
period of up to 91 days, like Treasury bills issued by the government and
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Commercial Papers issued by corporate entities. According to these debt
instruments, investors will get back the money after the agreed period and
meanwhile, issuers will pay them interest, which is also called coupon
rate. It is like giving a loan and getting interest on the lending amount.
Before investing the money mutual fund houses review the credit rating of
the issuer company, which is equivalent to a credit score of an individual.
A high credit rating is a sign of a company's good financial health. Liquid
Funds have to invest 20% of their corpus in high liquid options (cash or
cash equivalent instruments or money market instruments) to meet the
redemption demand of investors.

Overnight Mutual Funds

As liquid funds invest in debt options with a maturity period of up to 91
days, overnight funds invest in securities that mature in a 24 hours
window. This security is called Tri-party-repo or Trep and is regulated by
the Reserve Bank of India. Due to this one day maturity window, credit
risk is very low.

Ultra Short Duration Funds

Ultra short duration funds invest in short term securities and money
market instruments, ensuring to maintenance of the fund's portfolio
Macaulay Duration of 90 to 180 days. Macaulay Duration is the average
maturity duration of underlying securities of a fund scheme. In easy
language, it is the time taken by investors (mutual fund houses) to recover
the invested money after considering the interest payments.

Low Duration Funds

According to SEBI, low duration funds invest in debt instruments with a
maturity period between 6 to 12 months. These debt instruments are
commercial paper by corporations, certificates of deposit by banks and
Treasury bills issued by the government. Credit risk is higher than the
liquid funds, overnight funds and ultra short funds due to longer macaulay
duration than the mentioned funds. There are other duration funds like
short duration funds, medium duration funds and long duration funds that
invest in different debt instruments in a way that they can maintain
macaulay durations defined by SEBI for these funds.
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Money Market Funds

These funds invest in money market instruments with a maturity period of
up to 1 year while maintaining a high level of liquidity. Money Market
Funds invest in treasury bills, commercial papers, certificates of deposits
and repurchase agreements. They provide better interest rates than
traditional fixed income instruments like savings accounts and fixed
deposits.

Dynamic Funds

Dynamic funds have the freedom to alter their macaulay duration to earn
maximum returns from their investment. In dynamic funds, fund managers
change their portfolio’s duration by altering their allocation between short
and long term debt instruments. Interest rates of the market and returns of
the debt instruments are inversely related, so if the interest rates rise the
return of short debt instruments will not be impacted by it, while in a
falling rates regime, the long term debt instruments will have a better
chance to earn a good return. The risk associated with this fund lies in the
fund manager’s decision to alter the portfolio and not fulfil the payment
obligation by the debt instrument’s issuer.

Credit Risk Funds

These funds go after high returns by taking as much risk as possible. This
fund used to be called Credit Opportunities Fund but the name was
changed by SEBI in the year of 2017. SEBI has mandated that credit risk
funds have to invest 65% of their corpus in AA* and below rated
corporate bonds, and there is no rule for the rest 35%. These funds lend
money to corporate entities with low credit ratings and may have bad
repayment records, in return for high rates of interest.

Banking and PSU Funds

Banking and PSU Funds are considered one of the low risk funds due to
their major investments in banks and government-owned entities.
According to SEBI, Banking and PSU Funds have to invest a minimum of
80% of their corpus in banks, public sector undertakings, public financial
institutions and municipal bonds. The remaining 20% without any
controlling strap, is where the risk lies. Investing in a high risk corporate
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entity in the hope of getting handsome returns could hit the NAV of the
fund if the result of that investment will come as a default.

Gilt Funds

Gilt funds invest a minimum of 80% of their corpus in Government
securities, hence considered one of the safest debt investments, but the
remaining 20% can go anywhere. There is another type of Gilt Funds that
is obliged to maintain a macaulay duration of 10 years while keeping a
minimum of 80% of their corpus in government securities. Because of the
macaulay duration obligation, Gilt funds with 10 year constant duration
can face the interest rate risk in a rising interest regime.

TYPES OF HYBRID FUNDS

Hybrid mutual funds combine investments in both equity and debt
instruments. This mix helps balance risk and reward. They are designed to
provide growth from equities and stability from debt. Examples include
aggressive hybrid funds (more equity) and conservative hybrid funds
(more debt). They offer a middle ground for investors not comfortable
with full equity exposure.

Conservative Hybrid Funds

A conservative hybrid fund combines both equity and debt investments.
These funds must allocate 75% to 90% of their assets to debt instruments,
like bonds, debentures, and treasury bills, while the remaining 10% to
25% can be invested in stocks. Fund managers of conservative hybrid
funds regularly rebalance the portfolio to maintain the required proportion
of debt and equity as mandated by SEBI regulations. Risks aligned with
these funds are the equity exposure due to its volatile nature and the debt
portion still comes with its risks, such as interest rate risk, credit risk,
liquidity risk, and inflation risk.

Balanced Hybrid Funds

Balanced Hybrid Funds invest in a mixture of both equity and debt in a
defined ratio. According to SEBI, a balanced fund has to invest 40% to
60% of its assets in equity and equity-related instruments, and 40% to
60% of its assets in debt instruments. Arbitrage is not allowed, meaning a
fund can not purchase and sell the same or similar assets in different
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markets to take profit from the minor difference in the asset’s listed price
in different markets. Balanced funds can be a good option for those who
are looking for an investment opportunity that can provide capital
appreciation and lower risk in an equal manner.

Multi Asset Allocation Funds

Multi Asset Funds diversify their portfolio and reduce risk by investing
across several asset classes. According to SEBI, these funds invest at least
in three asset categories and invest a minimum of 10% of their corpus in
each category. Equity and Debt are two major asset classes and third could
be real estate, gold and more. Having ownership in various asset classes,
these funds take advantage of the market whenever the circumstances
change.

Arbitrage Funds

Arbitrage funds are a type of hybrid mutual fund that aims to generate
returns by taking advantage of price differences in different markets. The
fund manager buys and sells securities simultaneously to earn a profit
from these price differences. Essentially, they make money from the gap
between the buying and selling prices of the same share. As per SEBI
regulations, arbitrage funds must invest at least 65% of their assets in
equity and equity-related instruments.

TYPES OF SOLUTION ORIENTED FUNDS

Solution-oriented mutual funds are designed to provide specific financial
goals like retirement planning and children's education. These funds have
a lock-in period of at least five years or until the goal is achieved. They
offer a disciplined approach to investing towards long-term goals. These
funds may invest in a mix of equity and debt based on the goal's time
horizon.

Retirement Mutual Funds

These funds are long term funds, also known as pension funds. People
invest for their retirement and funds provide a regular income to investors
after their retirement until the corpus is there or withdrawn by the investor.
These funds have a lock-in period of 5 years or retirement age, whichever
is earlier. Retirement Funds invest in lower risk options like government
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securities, to ensure the stability of the fund and regular income to
retirees.

Children’s Mutual Funds

It is a specific category of mutual funds which lets people invest for the
education, marriage and welfare of their children. These funds are part of
long term financial planning, and have a lock-in period of a minimum of 5
years or until the child reaches adulthood, whichever is earlier. Mutual
fund child plans invest in both, equity and debt securities and investors
have an option to choose the asset ratio according to their risk tolerance.

Other Mutual Funds
Index Funds

As the name suggests, index funds track a specific index like Nifty or
Sensex. These funds are passively managed, meaning the fund manager
invests in the same securities as the underlying index, in the same
proportion, without changing the portfolio composition. An index can
include a mix of equity, equity-related instruments, and bonds. Index
funds ensure they invest in all the securities tracked by the index, aiming
to either match or outperform their benchmark
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