
 

Portfolio Management 

Levered       & Unlevered       Beta

Where D/E is the Debt Equity Ratio of the 
respective company
When more than one firm could be identified as 
potential pure play, the firm with median beta could 
be chosen as the pureplay otherwise mean of beta of 
these can be used.

Minimum Variance Portfolio

Investor

Return (R) Risk

Single Security 
[Markowitz Model/ Modern Portfolio 

Theory]

Portfolio Risk  
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Security Variance Portfolio Variance

SIM 
[Single Index Model]

Security ReturnPortfolio ReturnCAPM 
[Capital Asset Pricing Model]

APT 
[Arbitrage Pricing Theory]
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Unsystematic 
Risk

Can be diversified & 
reduced

Systematic 
Risk

Portfolio BetaSingle Security/Asset Beta

Correlation Analysis Regression Analysis 

Market Lines Optimum Portfolio Theory Portfolio Rebalancing 
Theories

1. Buy & Hold Policy: Do 
Nothing Approach

2. Constant Mix Policy: 
Balancing the portfolio in the 
set proportion (say 30:70)at 
each interval when the 
portfolio value changes.

3. Constant Proportion 
Portfolio Insurance Policy 
[CPPI]:  
Proportion of Risky Assets


Equity= M(PV-FV) 
Where, M is the multiplier & M>1, 
PV is the revised portfolio value 
due to changes  in Index , FV is 
the Floor Value

Portfolio Evaluation 
Measures

1. Security of the Principal 
Investment

2. Consistency of returns
3. Risk Reduction
4. Capital Growth
5. Liquidity
6. Marketability
7. Favourable tax treatment

Objectives of Portfolio 
Management

1. Analysis of the underlying securities
2. Forming a feasible portfolio of the 

selected securities
3. Selecting the optimal portfolio
4. Constantly monitoring and revising 

the selected optimal portfolio
5. Evaluation of the performance of 

the portfolio

Phases in Portfolio 
Management

Assumptions of CAPM

1. Unreliable Beta
2. Hard to get the market information 
3. No transaction cost

Disadvantages of CAPM

Assumptions of Markowitz Model

1. Investors are rational 
2. The investors have free access to fair 

information of returns and risk.
3. The markets are efficient and absorb the 

information quickly and perfectly.
4. Investors are risk averse 
5. Standard deviation or variance and expected 

returns are the basis for investors to take 
the decision.

Advantages of CAPM

1. Considers only systematic risk
2. Better  method  to  calculate  cost  of 

equity of no dividend company
3. Can  be  used  a s  r i sk  ad jus ted 

discounted rate (RADR)

Investors
1. Aim to maximise economic utilities.
2. Are rational and risk averse.
3. Are price takers i.e. they cannot 

influence price.
4. Can lend and borrow unlimited 

amount @ risk free rate of interest (Rf).
5. Trade without any transaction or 

taxation cost
6. Assumes all information is available at 

the same time to all investors.
7. Assumes that all assets are divisible and 

liquid asset.
8. Assumes that Securities or capital asset 

does not face any bankruptcy or 
insolvency.

Do You Know? 

1. Market beta is 1, Total Risk (σ) = Systematic Risk + Unsystematic Risk 

2. Beta= –ve (stock moves in opposite direction), +ve (stock moves in same direction), 0 (stock 
movement is independent of the market).  

3. Risk reduction means actual risk (σ) of the portfolio is less than the weighted average risk of 
the securities that constitutes the portfolio. This is the point where one can say that 
diversification has resulted into risk reduction.  

4. Beta measures the sensitivity of returns of the stock to the market. High beta represents 
high risk, low beta: low risk. 

5. In CAPM if more than one risk free rate of return is given, then it is better to go moderate 
and take average of all. Aggressive may resort highest rate whereas conservative can take 
lowest rate. 

6. Coefficient of Variation, [CV = Risk➗ Return] Coefficient of variation is used where we 

cannot decide which securities to select from many with the given return and SD. Hence we 
find out for each security that how much risk we have to bear to earn one unit of return. And 
then it becomes easy to decide upon the securities for selection. 

7. Coefficient of Determination / R-Squared/Square of Correlation Coefficient: , it shows that 
how much the beta of the security is reliable. R-square of 0.35 means 35% of the risk comes 
from market sources and rest 65% comes from firm specific sources. 

8. A Portfolio’s Alpha is the weighted average of its alpha of the component securities and the 
weight being the proportion of investment in a security. 

9. Diversification is a risk-management technique that mixes a wide variety of investments 
within a portfolio in order to minimize the impact that any one security will have on the 
overall performance of the portfolio. Diversification lowers the risk of your portfolio. 

10. The technique of identifying firms with publicly traded securities, which are engaged solely 
in the same line of business as the division or project in question. These comparable firms 
are called “pureplay firms” 

11. In finance short selling (also known as shorting or going short) is the practice of selling 
securities or other financial instruments that are not currently owned, and subsequently 
repurchasing them ("covering"). 

Situation Interpretation Action

Actual/Expected Return > CAPM (Required Return) Security is giving more returns 
than required. It’s Undervalued

Buy

Actual/Expected Return = CAPM (Required Return) Security is giving equal returns 
as required. It’s correctly valued

Hold

Actual/Expected Return < CAPM (Required Return) Security is giving less returns 
than required. It’s Overvalued

Sell

Basis Systematic Risk Unsystematic Risk

Meaning Risk inherent to the entire market or 
entire market segment

Risk inherent to the specific 
company or industry

Control Uncontrollable by an organisation Controllable by an 
organisation

Nature Macro in nature Micro in nature

Types Interest rate risk, market risk, 
purchasing power / inflationary risk

Business/Liquidity risk, 
financial/credit risk

Also 
Known 
as

Market risk, Non diversifiable risk Diversifiable risk

Example Recession and wars all represent 
sources of systematic risk because 
they affect the entire market and 
cannot be avoided through 
diversification.

Sudden strike by the 
employees of a company 
you have shares in, is 
considered to be 
unsystematic risk.

Systematic Risk vs Unsystematic Risk

Being the richest man in the cemetery doesn’t matter to me. Going to bed at night saying we’ve done something wonderful...that’s what matters to me. |The people who are crazy enough to think they can change the world are the ones who do.| We’re just enthusiastic about what we do
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