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Question 1 : 

Briefly explain the Objectives of Portfolio Management ? 

Answer : 

Some of the important objectives of portfolio management are: 

(i) Security/Safety of Principal : Security not only involves keeping the principal sum intact 

but also its purchasing power. 

(ii) Stability of Income : To facilitate planning more accurately and systematically the 

reinvestment or consumption of income 

(iii) Capital Growth : It can be attained by reinvesting in growth securities or through purchase 

of growth securities. 

(iv) Marketability i.e. the case with which a security can be bought or sold : This is essential 

for providing flexibility to investment portfolio. 

(v) Liquidity i.e. nearness to money : It is desirable for the investor so as to take advantage 

of attractive opportunities upcoming in the market. 

(vi) Diversification : The basic objective of building a portfolio is to reduce the risk of loss 

of capital and/or income by investing in various types of securities and over a wide 

range of industries 

(vii) Favourable Tax Status : The effective yield an investor gets from his investment depends 

on tax to which it is subjected to. By minimising the tax burden, yield can be effectively 

improved. 

  

Question 2 : 

Discuss the various kinds of Systematic and Unsystematic risk? 

Answer : 

There are two types of Risk - Systematic (or non-diversifiable) and unsystematic (or 

diversifiable) relevant for investment - also, called as general and specific risk. 
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Types of Systematic Risk 

Market risk 

 Interest rate structure remain more or less uncharged prices of securities 

 Major cause appears to be the changing psychology of the investors 

 Irrationality in the security markets may cause losses unrelated to the basic risks. 

 These losses are the result of changes in the general tenor of the market and are called 

market risks. 

Interest Rate Risk 

 Change in the interest rate has a bearing on the welfare of the investors 

 Interest rate goes up, the market price of existing fixed income securities falls and vice 

versa 

Social or Regulatory Risk 

 The social or regulatory risk arises, where an otherwise profitable investment is impaired 

as a result of adverse legislation, harsh regulatory climate, or in extreme instance 

nationalization by a socialistic government 

Purchasing Power Risk 

 Inflation or rise in prices lead to rise in costs of production, lower margins, wage rises 

and profit squeezing etc. 

 The return expected by investors will change due to change in real value of returns. 

Classification of Unsystematic Risk 

Business Risk 

 One is exposed to the risk of poor business performance. 

 This may be caused by a variety of factors like heightened competition, emergence of new 

technologies, development of substitute products, shifts in consumer preferences, 

inadequate supply of essential inputs, changes in governmental policies and so on. 

 Often of course the principal factor may be inept and incompetent management 

Financial Risk 

 This relates to the method of financing, adopted by the company, high leverage leading 

to larger debt servicing problem or short term liquidity problems due to bad debts, 
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delayed receivables and fall in current assets or rise in current liabilities 

Default Risk 

 Risk accruing from the fact that a borrower may not pay interest and/or principal on 

time. 

 Except in the case of highly risky debt instrument, investors seem to be more concerned 

with the perceived risk of default rather than the actual occurrence of default. 

 Even though the actual default may be highly unlikely, they believe that a change in the 

perceived default risk of a bond would have an immediate impact on its market price. 

  

Question 3 : 

Distinguish between ‘Systematic risk’ and ‘Unsystematic risk’. 

Answer : 

Systematic risk – 

 Refers to the variability of return on stocks or portfolio associated with changes in 

return on the market as a whole. 

 It arises due to risk factors that affect the overall market 

 changes in the nations’ economy, tax reform by the Government or a change in the 

world energy situation. 

 These are risks that affect securities overall and, consequently, cannot be diversified 

away. 

 This is the risk which is common to an entire class of assets or liabilities. 

 The value of investments may decline over a given time period 

 simply because of economic changes or other events that impact large portions of 

the market 

 Asset allocation and diversification can protect against systematic risk because different 

portions of the market tend to underperform at different times. This is also called market 

risk. 
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Unsystematic risk 

 Risk unique to a particular company or industry 

 It is avoidable through diversification 

 This is the risk of price change due to the unique circumstances of a specific security as 

opposed to the overall market. 

 This risk can be virtually eliminated from a portfolio through diversification. 

  

Question 4 : 

Write short note on Factors affecting investment decisions in portfolio management. 

Answer : 

Factors affecting Investment Decisions in Portfolio Management 

(i) Objectives of investment portfolio 

 There can be many objectives of making an investment. 

 Manager of a provident fund portfolio has to look for security (low risk) and may 

be satisfied with none too higher return. 

 An aggressive investment company may, however, be willing to take a high risk in 

order to have high capital appreciation 
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(ii) Selection of investment 

 a) — 

 What types of securities to buy or invest in? 

 There is a wide variety of investments opportunities available 

 i.e. debentures, convertible bonds, preference shares, equity shares, government 

securities and bonds, income units, capital units etc 

 b) — 

 What should be the proportion of investment in fixed interest/dividend securities 

and variable interest/dividend bearing securities? 

 c) — 

 In case investments are to be made in the shares or debentures of companies 

 which particular industries show potential of growth? 

 d) — 

 Once industries with high growth potential have been identified 

o the next step is to select the particular companies, in whose shares or 

securities investments are to be made. 

(iii) Timing of purchase 

 At what price the share is acquired for the portfolio depends entirely on the timing 

decision. 

 It is obvious if a person wishes to make any gains, he should “buy cheap and sell 

dear” 

 i.e., buy when the shares are selling at a low price and sell when they are at a 

high price. 

 

Question 5 : 

Discuss the Capital Asset Pricing Model (CAPM) and its relevant assumptions. 

(May 18 Suggested) 
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Answer : 

Capital Asset Pricing Model – 

 The model explains the relationship between the expected return, non-diversifiable risk 

and the valuation of securities. 

 Considers the required rate of return of a security on the basis of its contribution to 

the total risk. 

 Based on the premises that the diversifiable risk of a security is eliminated when more 

and more securities are added to the portfolio 

 However, the systematic risk cannot be diversified and is or related with that of the 

market portfolio 

 All securities do not have same level of systematic risk. 

 Systematic risk can be measured by beta, ß 

 Expected return on security = Rf + Beta (Rm – Rf) 

 The model shows that the expected return of a security consists of the risk-free rate of 

interest and the risk premium. 

 The CAPM, when plotted on the graph paper is known as the Security Market Line (SML). 

 Major implication of CAPM is that not only every security but all portfolios too must 

plot on SML. 

 This implies that in an efficient market, all securities are expected returns commensurate 

with their riskiness, measured by ß. 

Relevant Assumptions of CAPM 

(i) The investor’s objective is to maximize the utility of terminal wealth; 

(ii) Investors make choices on the basis of risk and return; 

(iii) Investors have identical time horizon; 

(iv) Investors have homogeneous expectations of risk and return; 

(v) Information is freely and simultaneously available to investors; 

(vi) There is risk-free asset, and investor can borrow and lend unlimited amounts at the risk- 

free rate; 
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(vii) There are no taxes, transaction costs, restrictions on short rates or other market 

imperfections; 

(viii) Total asset quantity is fixed, and all assets are marketable and divisible. 

 Thus, CAPM provides a conceptual frame work for evaluating any investment decision 

where capital is committed with a goal of producing future returns. 

 However, there are certain limitations of the theory 

 (i) Reliability of Beta – 

 Statistically reliable Beta might not exist for shares of many firms. 

 It may not be possible to determine the cost of equity of all firms using CAPM 

 All shortcomings that apply to Beta value apply to CAPM too. 

 (ii) Other Risks 

 It emphasis only on systematic risk while unsystematic risks are also important 

to shareholders who do not possess a diversified portfolio. 

 (iii) Information Available 

 It is extremely difficult to obtain important information on risk- free interest 

rate and expected return on market portfolio as there are multiple risk- free 

rates for one while for another, markets being volatile it varies over time period. 

  

Question 6 : 

Write short note on factors affecting decision of investment in fixed income securities and 

Equity Shares. 

Answer : 

1) Selection of Bonds 

 Bonds are fixed income avenues. The following factors have to be evaluated in selecting 

fixed income avenues: 

 (a) Yield to maturity - 

 The yield to maturity for a fixed income avenues represent the rate of return 

earned by the investor 

 If he invests in the fixed income avenues and holds it till its maturity. 
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 (b) Risk of Default – 

 To assess such risk on a bond, one has to look at the credit rating of the bond 

 If no credit rating is available relevant financial ratios of the firm have to be 

examined such as debt equity, interest coverage, earning power etc. and 

 The general prospect of the industry to which the firm belongs have to be 

assessed 

 (c) Tax Shield 

 In the past, several fixed income avenues offers tax shields but at present only 

a few of them do so. 

 (d) Liquidity 

 If the fixed income avenues can be converted wholly or substantially into cash 

at a fairly short notice it possesses a liquidity of a high order. 

2) Selection of Stock (Equity Share) 

 Three approaches are applied for selection of equity shares - Technical analysis, 

Fundamental analysis and Random selection analysis. 

 (a) Technical analysis looks at price behaviours and volume data to determine whether 

the share will move up or down or remain trend less. 

 (b) Fundamental analysis focuses on fundamental factors like earning level, growth 

prospects and risk exposure to establish intrinsic value of a share. The 

recommendation to buy hold or sell is based on comparison of intrinsic value and 

prevailing market price. 

 (c) Random selection analysis is based on the premise that the market is efficient and 

security is properly priced. 

  

Question 7 : 

Describe four asset allocation strategies. 

(MTP Aug 18, MTP Oct 20) 
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Answer : 

(a) Integrated Asset Allocation - Under this strategy, capital market conditions and investor 

objectives and constraints are examined and the allocation that best serves the investor’s 

needs while incorporating the capital market forecast is determined. 

(b) Strategic Asset Allocation - Under this strategy, optimal portfolio mixes based on returns, 

risk, and co-variances is generated using historical information and adjusted periodically 

to restore target allocation within the context of the investor’s objectives and constraints. 

(c) Tactical Asset Allocation - Under this strategy, investor’s risk tolerance is assumed 

constant and the asset allocation is changed based on expectations about capital market 

conditions 

(d) Insured Asset Allocation - Under this strategy, risk exposure for changing portfolio 

values (wealth) is adjusted; more value means more ability to take risk. 

  

Question 8 : 

Write a note on Fixed income Portfolio. 

Answer : 

Fixed Income Portfolio is same as equity portfolio with difference that it consist of fixed 

income securities such as bonds, debentures, money market instruments etc. Since, it mainly 

consists of bonds, it is also called Bond Portfolio. 

1) Fixed Income Portfolio Process 

 Just like other portfolios, following five steps are involved in fixed income portfolio 

 1.  Setting up objective 

 2.  Drafting guideline for investment policy 

 3.  Selection of Portfolio Strategy - Active and Passive 

 4.  Selection of securities and other assets 

 5.  Evaluation of performance with benchmark 

2) Calculation of Return on Fixed Income Portfolio 

 First and foremost step in evaluation of performance of a portfolio is calculation of 

return. Although there can be many types of measuring returns there can be many types 
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of measuring returns as per requirements but some of are commonly used measures are: 

 (i)  Arithmetic Average Rate of Return 

 (ii)  Time Weighted Rate of Return 

 (iii)  Rupee Weighted Rate of Return 

 (iv)  Annualized Return 

3)  Fixed Income Portfolio Management Strategies 

 There are two strategies 

 (i)  Passive Strategy 

 (ii)  Active Strategy 

 (i) Passive Strategy - As mentioned earlier Passive Strategy is based on the premise 

that securities are fairly priced commensurate with the level of risk. Though investor 

does not try to outperform the market but it does not imply they remain totally 

inactive. Two common strategies applied by passive investors of fixed income 

portfolios are as follows: 

  (a) Buy and Hold Strategy 

o This technique is do nothing technique 

o Investor continues with initial selection and do not attempt to churn bond 

portfolio to increase return or reduce the level of risk. 

o Sometime to control the interest rate risk, the investor may set the duration 

of fixed income portfolio equal to benchmarked index 

  (b) Indexation Strategy 

o replication of a predetermined benchmark well known bond index as closely 

as possible. 

  (c) Immunization 

o Cannot exactly be termed as purely passive strategy but a hybrid strategy. 

o More popular among pension funds 

o Since pension funds promised to pay fixed amount to retires people in the 

form of annuities 

o By building an immunized portfolio the interest rate risk can be avoided 
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  (d) Matching Cash Flows 

o Another stable approach to immunize the portfolio is Cash Flow Matching. 

o This approach involves buying of Zero Coupon Bonds to meet the promised 

payment out of the proceeds realized. 

 (ii) Active Strategy 

  As mentioned earlier active strategy is usually adopted to outperform the market. 

Following are some of active strategies 

  (1) Forecasting Returns and Interest Rates - 

o Invokes the estimation of return on basis of change in interest rates 

o Since interest rate and bond values are inversely related if portfolio 

manager is expecting a fall in interest rate of bonds he/she should buy 

with longer maturity period 

o On the contrary, if he/she expected a fall in interest then he/she should 

sell bonds with longer period. 

   Based on short term yield movement following three strategies can be adopted: 

   (a) Bullet Strategies 

   (b) Barbell Strategies 

   (c) Ladder Strategies 

   Further estimation of interest ratio is a daunting task, and quite difficult to 

ascertain. There are several models available to forecast the expected interest 

rates which are based on: 

   (i) Inflation 

   (ii) Past Trends 

   (iii) Multi Factor Analysis 

   It should be noted that these models can be used as estimates only, as it is 

difficult to calculate the accurate changes. 

   There is one another techniques of estimating expected change in interest rate 

called ‘Horizon Analysis’. This technique requires that analyst should select a 

particular holding period and then predict yield curve at the end of that period 
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as with a given period of maturity, a bond yield curve of a selected period can 

be estimated and its end price can also be calculated. 

  (2) Bond Swaps 

   This strategy involves regularly monitoring bond process to identify mispricing 

and try to exploit this situation. Some of the popular swap techniques are as 

follows: 

   (a) Pure Yield Pickup Swap - 

 This strategy involves switch from a lower yield bond to a higher yield 

bonds of almost identical quantity and maturity 

 Suitable for portfolio manager who is willing to assume interest rate 

risk as in switching from short term bond to long term bonds to earn 

higher rate of interest, he may suffer a capital loss. 

   (b) Substitution Swap 

 Swapping with similar type of bonds in terms of coupon rate, maturity 

period, credit rating, liquidity and call provision but with different 

prices. 

 Differences exits due to temporary imbalance in the market. 

 The risk a portfolio manager carries if some features of swapped 

bonds may not be truly identical to the swapped one 

   (c) International Spread Swap 

 In this swap portfolio manager is of the belief that yield spreads 

between two sectors is temporarily out of line and he tries to take 

benefit of this mismatch 

 Since the spread depends on many factor and a portfolio manager 

can anticipate appropriate strategy and can profit from these 

expected differentials. 

   (d) Tax Swap 

 This is based on taking tax advantage by selling existing bond whose 

price decreased at capital loss and set it off against capital gain 
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in other securities and buying another security which has features 

like that of disposed one 

  (3) Interest Rate Swap 

   Interest Rate Swap is another technique that is used by Portfolio 

 

Question 9 : 

Write a note on Alternative Investments Strategies in context of portfolio management 

Answer : 

Features of Alternative Investments 

Though here may be many features of Alternative Investment but following are some common 

features 

(i) High Fees : Being a specific nature product the transaction fees are quite on higher side. 

(ii) Limited Historical Rate : The data for historic return and risk is verity limited where data 

for equity market for more than 100 years in available. 

(iii) Illiquidity : The liquidity of Alternative Investment is not good as next buyer not be easily 

available due to limited market. 

(iv) Less Transparency : The level of transparency is not adequate due to limited public 

information available. 

(v) Extensive Research Required : Due to limited availability of market information the 

extensive analysis is required by the Portfolio Managers. 

(vi) Leveraged Buying : Generally investment in alternative investments is highly leveraged. 

Over the time various types of AIs have been evolved but some of the important AIs are as 

follows: 

1) Mutual Funds 

2) Real Estates 

3) Exchange Traded Funds 

4) Private Equity 

5) Hedge Funds 

6) Closely Held Companies 
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7) Distressed Securities 

8) Commodities 

9) Managed Futures 

10) Mezzanine Finance 

  

Question 10 : 

Write a note on Investment in Real Estates 

Answer : 

Since, some of the above terms have been covered under the respective chapter in this study, 

we shall cover other terms hereunder. 

1) Real Estates 

 As opposed to financial claims in the form of paper or a dematerialized mode, real 

estate is a tangible form of assets which can be seen or touched 

 Real Assets consists of land, buildings, offices, warehouses, shops etc. 

 Real investment is like any other investment but it has some special features 

 As every country has their own laws and paper works which makes investment in 

foreign properties less attractive 

 In recent time due to globalization investment in foreign real estate has been 

increased 

2) Valuation Approaches 

 Comparing to financial instrument the valuation of Real Estate is quite complex as 

number of transactions or dealings comparing to financial instruments are very 

small. 

 Following are some characteristics that make valuation of Real Estate quite complex: 

 (i) Inefficient market : Information as may not be freely available as in case of financial 

securities 

 (ii) Illiquidity : Real Estates are not as liquid as that of financial instruments. 

 (iii) Comparison : Real estates are only approximately comparable to other properties. 
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 (iv) High Transaction cost : In comparison to financial instruments, the transaction and 

management cost of Real Estate is quite high. 

 (v) No Organized market : There is no such organized exchange or market as for equity 

shares and bonds. 

3) Valuation of Real Estates 

 Generally, following four approaches are used in valuation of Real estates: 

 (1) Sales Comparison Approach : It is like Price Earning Multiplier as in case of equity 

shares. Benchmark value of similar type of property can be used to value Real 

Estate. 

 (2) Income Approach : This approach like value of Perpetual Debenture or unredeemable 

Preference Shares. In this approach the perpetual cash flow of potential net income 

(after deducting expense) is discounted at market required rate of return. 

 (3) Cost Approach : In this approach, the cost is estimated to replace the building in its 

present form plus estimated value of land. However, adjustment of other factors 

such as good location, neighbourhood is also made in it. 

 (4) Discounted After Tax Cash Flow Approach : In comparison to NPV technique, PV of 

expected inflows at required rate of return is reduced by amount of investment. 

  

Question 11 : 

Write a note on Distressed securities. 

Answer : 

 It is a kind of purchasing the securities of companies that are in or near bankruptcy 

 These securities are available at very low price 

 The main purpose of buying such securities is to make efforts to revive the sick company 

 Further, these securities are suitable for those investors who cannot participate in the 

market and those who wants avoid due diligence. 

 Now, question arises how profit can be earned from distressed securities. 

 We can see by taking long position in debt and short position in equity, how investor can 

earn arbitrage profit. 
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 In case company’s condition improves because of priority, the investor will get his 

interest payment which shall be more than the dividend on his short position in equity 

shares 

 If company is condition further deteriorates the value of both share ad debenture 

goes down. He will make good profit from his short position. 

Risks Analysis of Investment in Distressed Securities : On the face, investment in distressed 

securities appears to be a good proposition but following types of risks are need to be 

analysed. 

(i) Liquidity Risk : These securities may be saleable in the market. 

(ii) Event Risk : Any event that particularly effect the company not economy as a whole 

(iii) Market Risk : This is another type of risk though it is not important. 

(iv) Human Risk : The judge’s decision on the company in distress also play a big role.  

 

 

 

 

 

 

 


