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ANURAGENGINEERINGCOLLEGE 

(An Autonomous Institution) 

A93004/F: Security Analysis and Portfolio Management 

 
 

Unit – I: Introduction to Investment: Introduction, Indian Financial System and Structure, 

Investment, Speculation and Gambling, Features of Investment, Investment Avenues, 
Investment Process. The Investment Environment, Securities Market of India, Securities 
Trading and Settlement, Types of Orders, Margin Trading, Roles and Responsibilities of 
SEBI. 

 

Unit – II: Portfolio Analysis: Risk and Return Analysis, Markowitz Portfolio Theory, Mean 

– Variance Approach, Portfolio Selection, Efficient Portfolios, Single Index Model, Capital 
Asset Pricing Model, Arbitrage Pricing Theory. 

 

Unit – III: Bond Valuation: Classification of Fixed Income Securities, Types of Bonds, 
Interest Rates, Term Structure of Interest Rates, Measuring Bond Yields, Yield to Maturity, 
Yield to Call, Holding Period Return, Bond Pricing Theorems, Bond Duration, Modified 
Duration. Active and Passive Bond Management Strategies, Bond immunization, Bond 
Volatility, Bond Convexity. 

 

Unit – IV: Equity Valuation: a) Intrinsic Value versus Market Value, Equity Valuation 

Models- Discounted Cash Flow Techniques, Dividend Discount Models (DDM), Growth 
Rate cases for DDM, Free Cash Flow Valuation Approaches, Relative Valuation 
Techniques, Earnings Multiplier Approach, Price/ Earnings, Price/ Book Value, Price/ Sales 
Ratio, EVA. 
b) Fundamental Analysis, Technical Analysis, Efficient Market Hypothesis. 

 

Unit – V: a) Derivatives: Overview of Indian Derivatives Markets, Option Markets, Option 

Strategies and Option Valuation, Forward & Future Markets, Mechanics of Trading, 
b) Performance Evaluation: Mutual Funds, Types of Mutual Funds Schemes, Structure, Trends in 
Indian Mutual Funds, Net Asset Value, Risk and Return, Performance Evaluation Models: 
Sharpe Model, Treynor Model, Jensen Model, Fama’s Decomposition. 

 
Suggested Readings: 

 ZVI Bodie, Alex Kane, Alan J Marcus, Pitabas Mohanty Investments, Mc Graw Hill, 
11 e, 2019. 

 Shalini Talwar, Security Analysis and Portfolio Management, Cengage Learning, 2016. 

 Punithavathy Pandian, Security Analysis & Portfolio Management, Vikas, 2014. 

 William. F. Sharpe, Gordon J Alexander & Jeffery V Bailey: Fundamentals of 

Investments, Prentice Hall, 2012. 
 Donald E Fischer, Ronald J Jordan: Security Analysis and Portfolio Management, 

6e, Pearson. 

 Charles P. Jones, Investments Analysis and Management, 9e, Wiley, 2004. 

 Prasanna Chandra: Investment analysis and Portfolio Management” 4th Edition, TMH, 2013. 
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Timetable 

 

 
  

II M.B.A. I Semester – SAPM 
 

Day/Hour 
9.30-

10.20 
10.20-11.10 11.20-12.10 

12.10-

01.00 

01.40-

02.25 

2.25-3.10 3.15-4.00 

Monday   
 

SAPM  
 

 

Tuesday   SAPM   
 

 

Wednesday   
 

 SAPM 
 

 

Thursday    SAPM  
 

 

Friday   
 

SAPM  
 

 

Saturday   
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Vision of the Institute 

To be a premier Institute in the country and region for the study of Engineering, Technology and 

Management by maintaining high academic standards which promotes the analytical thinking and 

independent judgment among the prime stakeholders, enabling them to function responsibly in the 

globalized society. 

 

Mission of the Institute 

To be a world-class Institute, achieving excellence in teaching, research and consultancy in cutting-edge 

Technologies and be in the service of society in promoting continued education in Engineering, 

Technology and Management. 

 

Quality Policy 

To ensure high standards in imparting professional education by providing world-class infrastructure, top-

quality-faculty and decent work culture to sculpt the students into Socially Responsible Professionals 

through creative team-work, innovation and research. 

 

Vision of the Department: 

To achieve academic excellence and managerial relevance through interaction with the corporate world. 

 

Mission of the Department  

To provide students with excellent professional skills by cooperating closely with corporate partners and 

by exposing them to a dynamic and intercultural business environment. 

Quality Policy: 

To pursue global standards of excellence in all our endeavors namely teaching, research, consultancy and 

continuing education to remain accountable in our core and support functions through processes of self-

evaluation and continuous improvement.  
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Program Educational Objectives (M.BA) 

 
Post Graduates will be able to 

 

PEO1: To teach the fundamental key elements of a business organization and providing theoretical 

knowledge and practical approach to various functional areas of management. 

 

PEO2: To develop analytical skills to identify the link between the management practices in the functional 

areas of an organization and research culture in business environment. 

 

PEO3: To provide insights on latest technology, business communication, management concepts to build 

team work and leadership skills within them and aimed at self- actualization and realization of ethical 

practices. 

 
Program Outcomes (M.B.A) 

 

At the end of the Program, a post graduate will have the ability to 
 

Po 1: To Gain The Knowledge On Various Concepts Of Business Management And Approaches. 

 

Po 2: To understand and analyze the interconnections between the development of key functional areas of 

business organization and the management thought process. 

 

Po 3: To recognize and adapt to the opportunities available and face the challenges in the national and 

global business. 

 

Po 4: To possess analytical skills to carry out research in the field of management. 

 

Po 5: To acquire team management skills to become a competent leader, who possesses complex and 

integrated real world skills. 

 

Po 6: To be ethically conscious and socially responsible managers, capable of contributing to the 

development of the nation and quality of life. 

 

Po 7: To develop a systematic understanding of changes in business environment. 

 

Po 8: To understand professional integrity. 

 

Po 9: An ability to use information and knowledge effectively. 

 

Po 10: To analyze a problem and use the appropriate managerial skills for obtaining its solution. 

 

Po 11: To understand a various legal acts in business. 

 

Po 12: To build a successful career and immediate placement 
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COURSE OBJECTIVES 
 

On completion of this Subject/Course the student shall be able to: 

 

S.No. Objectives 

1 
To enable understanding of the investment process, investment 

alternatives, Valuation of debt and equity. 

2 To impart knowledge of the Portfolio Analysis. 

3 To elaborate various aspects in Bond Valuation. 

4 To educate on the various aspects in Equity valuation. 

5 To discuss the methods of performance evaluation of mutual funds 

 

 

COURSE OUTCOMES 

 
The expected outcomes of the Course/Subject are: 
 

S.No. Outcomes 

1. Understand the Indian financial system and also about Investment. 

2. Learn the relevance of risk and returns. 

3. Learn various influences bond valuation and management. 

4. 
Understand the relevance of equity valuation of cash market and 

derivatives. 

5. Identify the need for mutual funds in India. 

 

 

 

             
       Signature of faculty 

 

 

Note: Please refer to Bloom’s Taxonomy, to know the illustrative verbs that can be used to state the outcomes. 
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GUIDELINES TO STUDY THE COURSE / SUBJECT 

 
 

Course Design and Delivery System (CDD): 

 The Course syllabus is written into number of learning objectives and outcomes. 

 Every student will be given an assessment plan, criteria for assessment, scheme of evaluation and 

grading method. 

 The Learning Process will be carried out through assessments of Knowledge, Skills and Attitude by 

various methods and the students will be given guidance to refer to the text books, reference books, 

journals, etc. 

 

The faculty be able to –  

 Understand the principles of Learning 

 Understand the psychology of students 

 Develop instructional objectives for a given topic 

 Prepare course, unit and lesson plans 

 Understand different methods of teaching and learning  

 Use appropriate teaching and learning aids 

 Plan and deliver lectures effectively 

 Provide feedback to students using various methods of Assessments and tools of Evaluation 

 Act as a guide, advisor, counselor, facilitator, motivator and not just as a teacher alone 

 

 

 

         
Signature of HOD        Signature of faculty 

 

Date:          Date: 
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COURSE SCHEDULE 

  

     The Schedule for the whole Course / Subject is: 

S. 

No. 
Description 

Duration (Date) Total 

No. 

of 

Periods 
From To 

1. 

 

Unit – I: Introduction to Investment: Introduction, Indian Financial 

System and Structure, Investment, Speculation and Gambling, 

Features of Investment, Investment Avenues, Investment Process. 

The Investment Environment, Securities Market of India, Securities 

Trading and Settlement, Types of Orders, Margin Trading, Roles and 

Responsibilities of SEBI. 

04-09-2023 22-09-2023 13 

2. 

Unit – II: Portfolio Analysis: Risk and Return Analysis, 

Markowitz Portfolio Theory, Mean – Variance Approach, Portfolio 

Selection, Efficient Portfolios, Single Index Model, Capital Asset 

Pricing Model, Arbitrage Pricing Theory. 
25-09-2023 13-10-2023 14 

3. 

Unit – III: Bond Valuation: Classification of Fixed Income 

Securities, Types of Bonds, Interest Rates, Term Structure of 

Interest Rates, Measuring Bond Yields, Yield to Maturity, Yield to 

Call, Holding Period Return, Bond Pricing Theorems, Bond 

Duration, Modified Duration. Active and Passive Bond 

Management Strategies, Bond immunization, Bond Volatility, 

Bond Convexity. 

16-10-2023 17-11-2023 18 

4. 

Unit – IV: Equity Valuation: a) Intrinsic Value versus Market 

Value, Equity Valuation Models- Discounted Cash Flow 

Techniques, Dividend Discount Models (DDM), Growth Rate cases 

for DDM, Free Cash Flow Valuation Approaches, Relative 

Valuation Techniques, Earnings Multiplier Approach, Price/ 

Earnings, Price/ Book Value, Price/ Sales Ratio, EVA. 

b) Fundamental Analysis, Technical Analysis, Efficient Market 
Hypothesis. 

20-11-2023 06-12-2023 12 

5. 

Unit – V: a) Derivatives: Overview of Indian Derivatives 

Markets, Option Markets, Option Strategies and Option Valuation, 

Forward & Future Markets, Mechanics of Trading, 

Performance Evaluation: Mutual Funds, Types of Mutual 
Funds Schemes, Structure, Trends inIndian Mutual Funds, Net 
Asset Value, Risk and Return, Performance Evaluation 
Models: Sharpe Model, Treynor Model, Jensen Model, 
Fama’s Decomposition 

07-12-2023 02-01-2024 16 

Total No. of Instructional periods available for the course: 73Hours  
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SCHEDULE OF INSTRUCTIONS - COURSE PLAN 
 

Unit 

No. 

Lesso

n No. 
Date 

No. of 

Periods 
Topics / Sub-Topics 

Objective

s & 

Outcomes 

Nos. 

References 

(Textbook, 

Journal) 

 

1. 

1 
4-Sep-23 

1 

Unit – I: Introduction to 

Investment 
1 

1 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

2 
5-Sep-23 1 

Indian Financial System and 

Structure 
1 

1 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

3 
6-Sep-23 1 

Indian Financial System and 

Structure 

1 

1 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

4 
8-Sep-23 1 

Investment, Speculation and 

Gambling 
1 

1 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

5 
11-Sep-23 1 Features of Investment 

1 

1 

 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

6 
12-Sep-23 1 Investment Avenues 1 

1 

Punthavathy 

Pandian, Security 

Analysis and 
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Portfolio 

Management,Vikas 

Publishers,2014 

7 
13-Sep-23 1 Investment Process 

1 

1 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

8 
14-Sep-23 1 The Investment Environment 1 

1 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

9 
15-Sep-23 1 Securities Market of India 

1 

1 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

10 
19-Sep-23 1 

Securities Trading and 

Settlement 
1 

1 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

11 
20-Sep-23 1 Types of Orders 1 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

12 
21-Sep-23 1 Margin Trading 1 

1 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 
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Management,Vikas 

Publishers,2014 

13 
22-Sep-23 1 

Roles and Responsibilities of 

SEBI 

1 

1 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

2. 

1 
25-Sep-23 1 

Unit – II: Portfolio Analysis-

Introduction 
2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

2 
26-Sep-23 1 Risk and Return Analysis 

2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

3 
27-Sep-23 1 Markowitz Portfolio Theory 2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

4 
29-Sep-23 1 Markowitz Portfolio Theory 2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

5 

 
30-Sep-23 1 Markowitz Portfolio Theory 2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 
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Publishers,2014 

6 
3-Oct-23 1 Mean – Variance Approach 2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

7 
4-Oct-23 1 Portfolio Selection 2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

8 
5-Oct-23 1 Efficient Portfolios 2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

9 
6-Oct-23 1 Single Index Model 2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

10 
9-Oct-23 1 Capital Asset Pricing Model 2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

11 
10-Oct-23 1 Capital Asset Pricing Model 2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 
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Publishers,2014 

12 
11-Oct-23 1 Capital Asset Pricing Model 2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

13 
12-Oct-23 1 Arbitrage Pricing Theory 2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

14 
13-Oct-23 1 Arbitrage Pricing Theory 2 

2 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

 
3. 

1 
16-Oct-23 1 

Unit – III: Bond Valuation-

Introduction 
3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

2 
17-Oct-23 1 

Classification of Fixed 

Income Securities 
3 
3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

3 
18-Oct-23 1 Types of Bonds 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 
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Publishers,2014 

4 
19-Oct-23 1 

Interest Rates, Term 

Structure of Interest Rates 
3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

5 
20-Oct-23 1 Measuring Bond Yields 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

6 
21-Oct-23 1 Measuring Bond Yields 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

7 
30-Oct-23 1 Yield to Maturity 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

8 
31-Oct-23 1 Yield to Call 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

9 
1-Nov-23 1 Holding Period Return 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 
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Publishers,2014 

10 
2-Nov-23 1 Bond Pricing Theorems 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

11 
3-Nov-23 1 Bond Pricing Theorems 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

12 
9-Nov-23 1 Bond Duration 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

13 

10-Nov-

23 
1  Modified Duration 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

14 

13-Nov-

23 
1 

Active and Passive Bond 

Management Strategies 
3 
3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

15 

14-Nov-

23 
1 Bond immunization 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 
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Publishers,2014 

16 

15-Nov-

23 
1 Bond Volatility 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

17 

16-Nov-

23 
1 Bond Convexity 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

18 

17-Nov-

23 
1 Bond Convexity 3 

3 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

4 

1 

20-Nov-

23 
1 

Unit – IV: Equity Valuation-

Introduction 
4 

4 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

2 

21-Nov-

23 
1 

Intrinsic Value versus Market 

Value 
4 
4 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

3 

22-Nov-

23 
1 

Equity Valuation Models- 

Discounted Cash Flow 

Techniques 

4 

4 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 
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Publishers,2014 

4 

23-Nov-

23 
1 

Equity Valuation Models- 

Discounted Cash Flow 

Techniques 

4 

4 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

5 

24-Nov-

23 
1 

Dividend Discount Models 

(DDM) 
4 

4 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

6 

28-Nov-

23 
1 Growth Rate cases for DDM 4 

4 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

7 

29-Nov-

23 
1 

Free Cash Flow Valuation 

Approaches 
4 

4 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

8 

30-Nov-

23 
1 

Relative Valuation 

Techniques 
4 
4 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

9 
1-Dec-23 1 

Earnings Multiplier 

Approach 
4 

4 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 
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Publishers,2014 

10 
4-Dec-23 1  Fundamental Analysis 4 

4 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

11 
5-Dec-23 1 Technical Analysis 4 

4 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

12 
6-Dec-23 1 Efficient Market Hypothesis 4 

4 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

5 

 

1 
7-Dec-23 1 

Unit – V: Derivatives-

Introduction 
5 

5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

2 
8-Dec-23 1 

Overview of Indian 

Derivatives Markets 
5 
5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

3 
11-Dec-23 1 Option Markets 5 

5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 
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Publishers,2014 

4 
12-Dec-23 1 

Option Strategies and Option 

Valuation 
5 

5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

5 
13-Dec-23 1 Forward & Future Markets 5 

5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

6 
14-Dec-23 1 Mechanics of Trading 

5 

5 

 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

7 
15-Dec-23 1 Mutual Funds-Introduction 5 

5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

8 
18-Dec-23 1 

Types of Mutual Funds 

Schemes 
5 
5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

9 
19-Dec-23 1 Mutual fund Structure 5 

5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 
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Publishers,2014 

10 
20-Dec-23 1 

Trends in  

Indian Mutual Funds 
5 

5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

11 
21-Dec-23 1 Net Asset Value 5 

5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

12 
22-Dec-23 1 Risk and Return 5 

5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

13 
27-Dec-23 1 

Performance Evaluation 

Models-Sharpe Model 
5 

5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

14 
28-Dec-23 1 

Performance Evaluation 

Models-Treynor Model 
5 
5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

15 
29-Dec-23 1 

Performance Evaluation 

Models-Jensen Model 
5 

5 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 
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Publishers,2014 

16 
2-Jan-24 1 

Performance Evaluation 

Models-Fama’s 

Decomposition 

5 

5 

 

Punthavathy 

Pandian, Security 

Analysis and 

Portfolio 

Management,Vikas 

Publishers,2014 

 

          
             

Signature of HOD        Signature of faculty 
 

Date:          Date: 

 
Note: 

1. Ensure that all topics specified in the course are mentioned. 
2. Additional topics covered, if any, may also be specified in bold. 
3. Mention the corresponding course objective and outcome numbers against each topic. 
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LESSON PLAN (U-I) 
 

 

Lesson No: Unit1/ 1-13               Duration of Lesson:  13hrs 

 

Lesson Title: Introduction to Investment 

 

Instructional / Lesson Objectives: 

 

1. To make students understand Introduction to Investment 

2. To provide information on Indian Financial System and Structure 

3. To make students understand Indian Financial System and Structure 

4. To provide information on Investment, Speculation and Gambling 

5. To provide information on Features of Investment 

6. To make students understand Investment Avenues 

7. To provide information on Investment Process 

8. To provide information on The Investment Environment 

9. To provide information on Securities Market of India 

10. To make students understand Securities Trading and Settlement 

11. To familiarize students Types of Orders 

12. To familiarize students Margin Trading 

13. To make students understand Roles and Responsibilities of SEBI 

 

 

 

 

Teaching AIDS :PPTs, Digital Board 

Time Management of Class : 

 

5 min for taking attendance 

40 min for the lecture delivery 

5 min for doubts session 

 

Assignment / Questions:  
Refer assignment – I & tutorial-I sheets 

  
                                                                                                                                   Signature of faculty 
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LESSON PLAN (U-II) 
 

 

Lesson No: Unit 1I/1-14       Duration of Lesson:  14 hrs. 

 

Lesson Title: Portfolio Analysis 

 

Instructional / Lesson Objectives: 

1. To familiarize students  Portfolio Analysis-Introduction 

2. To familiarize students Risk and Return Analysis 

3. To familiarize students Markowitz Portfolio Theory 

4. To familiarize students Markowitz Portfolio Theory 

5. To familiarize students Markowitz Portfolio Theory 

6. To familiarize students Mean – Variance Approach 

7. To make students understand Portfolio Selection 

8. To make students understand Efficient Portfolios 

9. To make students understand Single Index Model 

10. To make students understand Capital Asset Pricing Model 

11. To make students understand Capital Asset Pricing Model 

12. To make students understand Capital Asset Pricing Model 

13. To make students understand Arbitrage Pricing Theory 

14. To make students understand Arbitrage Pricing Theory 

 

Teaching AIDS : PPTs, Digital Board 

Time Management of Class : 

 

5 minsfor taking attendance 

40 min for lecture delivery 

5 min for doubts session 

 

Assignment / Questions: 
 

 

Refer assignment – I & tutorial-I sheets 

                                                                                                                               
  Signature of faculty 
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LESSON PLAN (U-III) 

 

Lesson No:Unit-3/ 1-18      Duration of Lesson:  18hrs 

Lesson Title: Bond Valuation 

 

Instructional / Lesson Objectives: 

 

1. To make students understand Bond Valuation-Introduction 

2. To make students understand Classification of Fixed Income Securities 

3. To make students understand Types of Bonds 

4. To make students understand Interest Rates, Term Structure of Interest Rates 

5. To make students understand Measuring Bond Yields 

6. To make students understand Measuring Bond Yields 

7. To familiarize students Yield to Maturity 

8. To familiarize students Yield to Call 

9. To familiarize students Holding Period Return 

10. To familiarize students Bond Pricing Theorems 

11. To familiarize students Bond Pricing Theorems 

12. To familiarize students Bond Duration 

13. To familiarize students Modified Duration 

14. To familiarize students Active and Passive Bond Management Strategies 

15. To familiarize students Bond immunization 

16. To familiarize students Bond Volatility 

17. To familiarize students Bond Convexity 

18. To familiarize students Bond Convexity 

 

Teaching AIDS :PPTs, Digital Board 

Time Management of Class : 

 

5 min for taking attendance 

40 min for the lecture delivery 

5 min for doubts session 

 

Assignment / Questions:  
Refer assignment – I&II& tutorial-I sheets 

                                                                                                                                       
                                                                                                                                   Signature of faculty 
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LESSON PLAN (U-IV) 
 

 

Lesson No: Unit-4/1-12     Duration of Lesson:  12hrs 

 

Lesson Title: Equity Valuation 

 

Instructional / Lesson Objectives: 

1. To make students understand Equity Valuation-Introduction 

2. To make students understand Intrinsic Value versus Market Value 

3. To make students understand Equity Valuation Models- Discounted Cash Flow Techniques 

4. To make students understand Equity Valuation Models- Discounted Cash Flow Techniques 

5. To make students understand Dividend Discount Models (DDM) 

6. To make students understand Growth Rate cases for DDM 

7. To make students understand Free Cash Flow Valuation Approaches 

8. To familiarize students Relative Valuation Techniques 

9. To familiarize students Earnings Multiplier Approach 

10. To familiarize students Fundamental Analysis 

11. To familiarize students Technical Analysis 

12. To familiarize students Efficient Market Hypothesis 

 

 

Teaching AIDS :PPTs, Digital Board 

Time Management of Class : 

 

5 min for taking attendance 

40 min for the lecture delivery 

5 min for doubts session 

 

Assignment / Questions:  
Refer assignment – II& tutorial-I sheets                   

                                              

 
                                                                                                                                        Signature of faculty 
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LESSON PLAN (U-V) 
 

Lesson No: Unit-5/ 1-16      Duration of Lesson:  16hrs 

Lesson Title: Derivatives 

 

Instructional / Lesson Objectives: 

 

1. To familiarize students Derivatives-Introduction 

2. To make students understand Overview of Indian Derivatives Markets 

3. To familiarize students Option Markets 

4. To make students understand Option Strategies and Option Valuation 

5. To make students understand Forward & Future Markets 

6. To make students understand Mechanics of Trading 

7. To familiarize students Mutual Funds-Introduction 

8. To make students understand Types of Mutual Funds Schemes 

9. To make students understand Mutual fund Structure 

10. To make students understand Trends in Indian Mutual Funds 

11. To make students understand Net Asset Value 

12. To make students understand Risk and Return 

13. To make students understand Performance Evaluation Models-Sharpe Model 

14. To familiarize students Performance Evaluation Models-Treynor Model 

15. To make students understand Performance Evaluation Models-Jensen Model 

16. To make students understand Performance Evaluation Models-Fama’s Decomposition 

 

Teaching AIDS :PPTs, Digital Board 

Time Management of Class : 

 

5 min for taking attendance 

40 min for the lecture delivery 

5 min for doubts session 

 

Assignment / Questions:  
Refer assignment – I & tutorial-I sheets  
 

                                                                                                                                                     
                                                                                                                                  Signature of faculty 
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ASSIGNMENT – 1 
 

 

This Assignment corresponds to Unit No. 1       

            

 

Question 

No. 
Question 

Objective 

No. 

Outcome 

No. 

1 Write about Indian Financial system Structure? 1 1 

2 List the Investment Avenues? Explain Features of Investment? 1 1 
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ASSIGNMENT – 2 

 

 

This Assignment corresponds to Unit No. 2       

 

 

Question 

No. 
Question 

Objective 

No. 

Outcome 

No. 

1 Explain Markowitz Portfolio Theory? 2 2 

2 Explain Capital asset pricing model? 2 2 
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ASSIGNMENT – 3 
 

 

This Assignment corresponds to Unit No. 3       

 

Question 

No. 
Question 

Objective 

No. 

Outcome 

No. 

1 Write about Classification of Fixed Income Securities? 3 3 

2 
Write in Detail about Active and Passive bond management 

Strategies? 
3 3 

       

 

 

 

 

 

 

  
Signature of HOD        Signature of faculty 

 

Date:          Date: 



 
Course File 

 

Department of Master of Business Administration 
 

AY: 2023-24                                                II MBA I SEMESTER                Security Analysis and Portfolio Management 

     ASSIGNMENT – 4 

 

 

This Assignment corresponds to Unit No. 4       

 

 

Question 

No. 
Question 

Objective 

No. 

Outcome 

No. 

1 

Explain Fundamental Analysis? 

4 4 

2 
Explain Efficient Market Analysis? 

4 4 
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ASSIGNMENT – 5 
 

 

This Assignment corresponds to Unit No. 5       

 

 

Question 

No. 
Question 

Objective 

No. 

Outcome 

No. 

1 

What is Derivative? Explain Indian Derivative Market? 

5 5 

2 
What is Mutual Fund? Explain types of mutual fund schemes? 

5 5 
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TUTORIAL – 1 

 

This tutorial corresponds to Unit No. 1 (Objective Nos.: 1, Outcome Nos.: 1) 

      

      

Q.NO QUESTIONS 

  

1.What does the term "liquidity" refer to in investment? 

A) The ability to convert an asset into cash quickly without loss of value 

B) The total return on an investment 

C) The risk associated with an investment 

D) The annual interest rate on a bond 

2.What term describes the act of making high-risk financial transactions with the hope of achieving 

substantial gains? 

A) Saving 

B) Gambling 

C) Diversification 

D) Hedging 

3.What is the primary difference between investing and gambling? 

A) Investing involves risk, while gambling does not. 

B) Investing is based on careful analysis, while gambling is based on chance. 

C) Investing always leads to profit, while gambling may lead to loss. 

D) Investing is only done with stocks and bonds, while gambling is done with games of chance. 

4.Which regulatory body oversees the securities market in India? 

A) RBI (Reserve Bank of India) 

B) SEBI (Securities and Exchange Board of India) 

C) NSE (National Stock Exchange) 

D) BSE (Bombay Stock Exchange) 
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TUTORIAL – 2 
 

 

This tutorial corresponds to Unit No. 2 (Objective Nos.: 2, Outcome Nos.: 2)    

            

 

1. What is the primary goal of Markowitz Portfolio Theory? 

A) Maximize individual stock returns 

B) Minimize individual stock risk 

C) Maximize the risk-return trade-off of a portfolio 

D) Minimize diversification 

2. In Markowitz Portfolio Theory, what does the efficient frontier represent? 

A) The set of all possible investment opportunities 

B) The set of portfolios that offer the highest returns 

C) The set of portfolios with the lowest risk 

D) The set of portfolios that maximize returns for a given level of risk 

3.The concept of diversification in Markowitz Portfolio Theory refers to: 

A) Investing in only one asset to maximize returns 

B) Spreading investments across different asset classes to reduce risk 

C) Focusing on high-risk, high-reward investments 

D) Ignoring the risk factor altogether 

4. Which of the following statistical measures is used to assess the risk of a portfolio 

in Markowitz Portfolio Theory? 

A) Expected return 

B) Beta 

C) Standard deviation 

D) Alpha 
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TUTORIAL SHEET – 3 
 

 

This tutorial corresponds to Unit No. 3 (Objective Nos.: 3, Outcome Nos.: 3) 

  

1.What is the primary purpose of measuring bond yields? 

A) To assess a bond's credit rating 

B) To calculate the bond's coupon payments 

C) To determine the bond's current market price 

D) To evaluate the return an investor can expect to earn 

2.Why is it important for investors to understand a bond's yield to maturity? 

A) To determine the bond's current market price  

B) To assess the bond's creditworthiness 

C) To evaluate the potential return on their investment  

D) To calculate the bond's coupon payments 

3.What is bond Duration? 

4.What is Bond immunization? 
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TUTORIAL – 4 

 

This tutorial corresponds to Unit No. 4 (Objective Nos.: 4, Outcome Nos.: 4) 

            

1. What is Price earnings ratio? 

2. What is Price/Book Value? 

3. What is Cost of Capital? 

4. What is Fundamental Analysis? 

 

  
Signature of HOD        Signature of faculty 
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TUTORIAL SHEET – 5 

 

This tutorial corresponds to Unit No. 5 (Objective Nos.: 5, Outcome Nos.: 5) 

 

1. What is Trade Settlement? 

2. What is Trade record? 

3. What is Debt fund? 

4. What is Custodian? 
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EVALUATION STRATEGY 

     
 

Target (s) 

a. Percentage of Pass : 95% 

 

Assessment Method (s) (Maximum Marks for evaluation are defined in the Academic Regulations) 

a. Daily Attendance 

b. Assignments 

c. Online Quiz (or) Seminars 

d. Continuous Internal Assessment 

e. Semester / End Examination 

List out any new topic(s) or any innovation you would like to introduce in teaching the subjects in this 

semester 

Case Study of any one existing Topic 
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COURSE COMPLETION STATUS 
 

 
Actual Date of Completion & Remarks if any 

 

Units Remarks 
Objective No.  

Achieved 

Outcome No. 

Achieved 

Unit 1 
completed on 22.09.2023 

 
1 1 

Unit 2 completed on 13-10-2023 2 2 

Unit 3 completed on 17-11-2023 3 3 

Unit 4 completed on 06-12-2023 4 4 

Unit 5 completed on 02.01.2024 5 5 
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Mappings 

 

1. Course Objectives-Course Outcomes Relationship Matrix 
(Indicate the relationships by mark “X”) 

 

          Course-Outcomes 

 

Course-Objectives 
1 2 3 4 5 

1 H     

2  H    

3   H   

4    H  

5     H 

 

 

2. Course Outcomes-Program Outcomes (POs) & PSOs Relationship Matrix 
(Indicate the relationships by mark “X”) 

 

CO’s 

/PO’s 

 
PO1 

 
PO2 

 
PO3 

 
PO4 

 
PO5 

 
PO6 

 
PO7 

 
PO8 

 
PO9 

PO

10 

PO

11 

PO

12 
PSO1 PSO2 

CO1             M H 

CO2             H M 

CO3             M H 

CO4             M M 

CO5       L      M M 
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Rubric for Evaluation 

 
 

Performance Criteria 
Unsatisfactory Developing Satisfactory Exemplary 

1 2 3 4 

Research & Gather 

Information 

Does not collect any 

information that 

relates to the topic 

Collects very little 

information some 

relates to the topic 

Collects some 

basic Information 

most relates to the 
topic 

Collects a great deal 

of Information all 

relates to the topic 

Fulfill team role’s duty 

Does not perform 

any duties of 

assigned team role. 

Performs very little 

duties. 

Performs nearly all 

duties. 

Performs all duties of 

assigned team role. 

Share Equally 

Always relies on 

others to do the 

work. 

Rarely does the 

assigned work - often 

needs reminding. 

Usually does the 

assigned work - 

rarely needs 

reminding. 

Always does the 

assigned work 

without having to be 

reminded 

Listen to other team 

mates 

Is always talking—

never allows anyone 

else to speak. 

Usually doing most of 

the talking-- rarely 

allows others to 

speak. 

Listens, but 

sometimes talks 

too much. 

Listens and speaks a 

fair amount. 
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MID-I Question Paper 

ANURAG Engineering College 
(An Autonomous Institution) 

Ananthagiri (V&M), Kodad, Suryapet (DT) 

II MBA I Semester I Mid Examinations, NOV - 2023 
 

      Branch: MBA FINANCE      Max. Marks: 30   

      Date: 07-11-2023 AN              Subject: SAPM             Time: 120 Minutes          
             

0 

Instructions for preparing Question Paper: 

1. For Each Subject you have to prepare 3 SET’S of Question paper 

2.Text Font Style : Times New Roman 

3. Text Font Size : 12 

4. Questions Should Not be Repeated in any 3 Sets 

5. Question Paper Saving File Name format: Example (II-I-I-MID-Branch Name-Subject Name-SET-A) 

6. If any Additional Property Like Graphs/Sign Table/Log Tables etc. The Faculty should inform Clearly in 

Question paper itself 
 
 

PART-A 
          

Answer All Questions Each Question Carry Equal Marks                10 X 1 = 10 Marks 

(Fill in the Blanks / Multiple Choice / Match the following) 
 

 Q.NO QUESTIONS 

Revised 

Bloom’s 

Level 

Outcomes 

CO PO 

1 

What does the term "liquidity" refer to in investment? 

A) The ability to convert an asset into cash quickly without 

loss of value 

B) The total return on an investment 

C) The risk associated with an investment 

D) The annual interest rate on a bond 

L1 CO1 
PO1, 

PO2. 

2 

What term describes the act of making high-risk financial 

transactions with the hope of achieving substantial gains? 

A) Saving 

B) Gambling 

C) Diversification 

D) Hedging 

L1 CO1 
PO1, 

PO2. 

3 

What is the primary difference between investing and 

gambling? 

A) Investing involves risk, while gambling does not. 

B) Investing is based on careful analysis, while gambling is 

based on chance. 

C) Investing always leads to profit, while gambling may lead 

to loss. 

D) Investing is only done with stocks and bonds, while 

gambling is done with games of chance. 

L1 CO1 
PO1, 

PO2. 
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4 

Which regulatory body oversees the securities market in India? 

A) RBI (Reserve Bank of India) 

B) SEBI (Securities and Exchange Board of India) 

C) NSE (National Stock Exchange) 

D) BSE (Bombay Stock Exchange) 

L1 CO1 
PO1, 

PO2. 

5 

What is the primary goal of Markowitz Portfolio Theory? 

A) Maximize individual stock returns 

B) Minimize individual stock risk 

C) Maximize the risk-return trade-off of a portfolio 

D) Minimize diversification 

L1 CO2 PO10 

6 

In Markowitz Portfolio Theory, what does the efficient frontier 

represent? 

 

A) The set of all possible investment opportunities 

B) The set of portfolios that offer the highest returns 

C) The set of portfolios with the lowest risk 

D) The set of portfolios that maximize returns for a given level 

of risk 

L1 CO2 PO10 

7 

The concept of diversification in Markowitz Portfolio Theory 

refers to: 

A) Investing in only one asset to maximize returns 

B) Spreading investments across different asset classes to 

reduce risk 

C) Focusing on high-risk, high-reward investments 

D) Ignoring the risk factor altogether 

L1 CO2 PO10 

8 

Which of the following statistical measures is used to assess 

the risk of a portfolio in Markowitz Portfolio Theory? 

A) Expected return 

B) Beta 

C) Standard deviation 

D) Alpha 

L1 CO2 PO10 

9 

What is the primary purpose of measuring bond yields? 

A) To assess a bond's credit rating 

B) To calculate the bond's coupon payments 

C) To determine the bond's current market price 

D) To evaluate the return an investor can expect to earn 

L1 CO3 PO10 

10 

Why is it important for investors to understand a bond's yield 

to maturity? 

A) To determine the bond's current market price  

B) To assess the bond's creditworthiness 

C) To evaluate the potential return on their investment  

D) To calculate the bond's coupon payments 

 

L1 CO3 PO10 

 

 

 

 

PART-B 

Answer any four questions. Each Question Carry Equal Marks                      4 X 5 = 20 Marks 
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Revised Bloom’s Levels’ to consider for QP setting: 

L1: Remembering 

L2: Understanding 

L3: Applying 

L4: Analyzing 

 

 

 

 

 

 

 

 

Q.NO QUESTIONS 

Revised 

Bloom’s 

Level 

Outcomes 

CO PO 

11 Enumerate the key features of a good investment? L4 CO1 
PO1, 

PO2. 

12 
What is the role of stock exchanges in the Indian 

securities market? 
L3 CO1 

PO1, 

PO2. 

13  Explain Arbitrage Pricing Theory? L3 CO2 PO10 

14 

You are considering two investment options: Option X 

and Option Y. 

 Option X has an expected return of 9% with a 

standard deviation of 12%. 

 Option Y has an expected return of 6% with a 

standard deviation of 8%. Which investment 

carries a higher level of risk, and which one offers 

a better potential return? 

 

L4 CO2 PO10 

15 Explain Measuring Bond Yields? L3 CO3 PO10 

16 Write about Yield to Call? L3 CO3 PO10 
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MID-II Question Paper 

ANURAG Engineering College 
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Ananthagiri (V&M), Kodad, Suryapet (DT) 

II MBA I Semester II Mid Examinations, Jan-2024 
 

Branch: MBA Finance      Max. Marks: 30  

Date: 05-01-2024 AN        Subject: SAPM      Time: 120 Minutes   

0 

Instructions for preparing Question Paper: 

1.For Each Subject you have to prepare 3 SET’S of Question paper 

2.Text Font Style : Times New Roman 

3. Text Font Size : 12 

4. Questions Should Not be Repeated in any 3 Sets 

5. Question Paper Saving File Name format: Example (II-I-II-MID-Branch Name-Subject Name-SET-A) 

6. If any Additional Property Like Graphs/Sign Table/Log Tables etc. The Faculty should inform Clearly in 

Question paper itself 
 
 

PART-A 
 

Answer All Questions Each Question Carry Equal Marks                10 X 1 =10 Marks 

(Fill in the Blanks / Multiple Choice / Match the following) 
 

Q.NO QUESTIONS 

Revised 

Bloom’s 

Level 

Outcomes 

CO PO 

1 What is bond Duration? L1 CO3 PO10 

2 What is Bond immunization? L1 CO3 PO10 

3 What is Price earnings ratio? L1 CO4 PO10 

4 What is Price/Book Value? L1 CO4 PO10 

5 What is Cost of Capital? L1 CO4 PO10 

6 What is Fundamental Analysis? L1 CO4 PO10 

7 What is Trade Settlement? L1 CO5 
PO1,

PO7 

8 What is Trade record? L1 CO5 
PO1,

PO7 

9 What is Debt fund? L1 CO5 
PO1,

PO7 

10 What is Custodian? L1 CO5 
PO1,

PO7 
 

 

 

 

 

 

 

 

 



 
Course File 

 

Department of Master of Business Administration 
 

AY: 2023-24                                                II MBA I SEMESTER                Security Analysis and Portfolio Management 

PART-B 

Answer any four questions. Each Question Carry Equal Marks     4 X 5=20 Marks 

 
 

 

 

 

 

 

 

 

 

Revis

ed Bloom’s Levels’ to consider for QP setting: 

L1: Remembering 

L2: Understanding 

L3: Applying 

L4: Analyzing 

 

 

 

 

 

 

 

 

 

 

 

 

 

Q.NO QUESTIONS 

Revised 

Bloom’s 

Level 

Outcomes 

CO PO 

11 Explain Bond Volatility? L3 CO3 PO10 

12 Explain in detail about Bond Convexity? L4 CO3 PO10 

13 Write about Free Cash Flow to Equity (FCFE) Valuation? L3 CO4 PO10 

14 Explain relative valuation technique? L3 CO4 PO10 

15 Write the key differences between futures and forwards? 
L4 CO5 

PO1,

PO7 

16 Explain the mechanics of trading? 
L3 CO5 

PO1,

PO7 
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Mid Marks Statement-Security Analysis and Portfolio Management 

(A93004/F) 
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Security Analysis and Portfolio Management 

Unit – I 

Introduction to Investment 

              Investment is the process of allocating money or resources with the expectation of 

generating a return or profit in the future. It involves the purchase of assets or financial 

instruments with the hope that they will appreciate in value, generate income, or both over time. 

Investments can take various forms, ranging from traditional assets like stocks and bonds to 

alternative investments such as real estate, commodities, and startup ventures. 

Indian Financial System Structure 

           The Indian financial system is a complex network of various institutions, markets, and 

regulators that facilitate the flow of funds and financial services throughout the country. It plays 

a crucial role in supporting economic growth and development. Here's an overview of the Indian 

financial system and its structure 

 

 



  

Features of Investment 

Investments possess several distinctive features that set them apart from other financial activities. 

Understanding these features is crucial for individuals and organizations looking to make informed 

investment decisions. Here are the key features of investments: 

1. Expectation of Profit: Investments are made with the primary objective of generating a positive 

return on the capital invested. The expectation is that the value of the investment will increase 

over time, or it will yield income in the form of interest, dividends, rent, or capital gains. 

2. Risk: All investments carry some level of risk. The risk is the possibility that the actual return on 

the investment may be different from the expected return, and it can result in losses. Different 

types of investments have varying degrees of risk, and investors must assess their risk tolerance 

when choosing investments. 

3. Time Horizon: Investments typically have a specific time horizon, which refers to the length of 

time an investor plans to hold the investment before liquidating it. Time horizons can vary widely, 

from short-term (e.g., months) to long-term (e.g., decades), and they influence investment 

choices. 

4. Liquidity: Liquidity refers to how quickly and easily an investment can be converted into cash 

without significantly affecting its market price. Some investments, like stocks, are highly liquid 

and can be sold quickly on public markets, while others, like real estate, may take more time to 

sell. 

5. Diversification: Diversification involves spreading investments across different asset classes, 

sectors, or geographical regions to reduce risk. By diversifying, investors aim to minimize the 

impact of poor performance in one investment on the overall portfolio. 

6. Income Generation: Some investments, such as bonds, dividend-paying stocks, and rental 

properties, generate income for investors in the form of interest, dividends, or rent. This income 

can be an important component of an investment strategy, especially for those seeking regular 

cash flow. 



7. Ownership or Claim: Depending on the type of investment, investors may acquire ownership 

stakes in assets or entities. For example, purchasing shares of a company's stock gives the investor 

partial ownership of that company. 

8. Regulation: Many investments are subject to government regulations and oversight. Regulatory 

bodies, such as the Securities and Exchange Commission (SEC) for securities in the United 

States, impose rules to protect investors and ensure fair and transparent markets. 

9. Volatility: The value of some investments can be highly volatile, experiencing frequent price 

fluctuations. This volatility can create both opportunities and risks for investors. 

10. Tax Implications: Investments may have tax consequences. Capital gains, interest income, and 

dividend income are typically subject to taxation, and different investments may offer various tax 

advantages or disadvantages. 

11. Research and Analysis: Making informed investment decisions often requires research and 

analysis. Investors may conduct fundamental analysis (examining financial statements and 

economic factors) or technical analysis (studying price charts and patterns) to assess potential 

investments. 

12. Economic and Market Factors: Economic conditions, geopolitical events, and market sentiment 

can influence the performance of investments. Investors must consider these external factors 

when making investment decisions. 

13. Risk-Return Trade-Off: The relationship between risk and return is a fundamental concept in 

investing. Generally, higher-risk investments have the potential for higher returns, but they also 

carry a greater chance of loss. Investors must carefully balance risk and return based on their 

financial goals and risk tolerance. 

In summary, investments are financial assets or instruments that offer the potential for profit, but they 

come with varying degrees of risk and other distinctive features. The choice of investments should align 

with an individual's or organization's financial objectives, risk tolerance, and investment horizon. 

Additionally, diversification and careful consideration of these features are essential for constructing a 

well-balanced investment portfolio. 

 

 



 

Speculation and Gambling 

Speculation and gambling are both activities that involve financial risk-taking, but they have distinct 

characteristics and purposes. Here's an explanation of each and the key differences between them: 

Speculation: 

1. Purpose: Speculation is the act of making financial decisions with the expectation of profiting from 

price movements in assets or financial markets. Speculators believe that they can predict future 

price changes based on their analysis of market data, trends, and information. 

2. Investment Horizon: Speculation can involve both short-term and long-term positions. Some 

speculators may hold assets for a relatively extended period, while others may engage in rapid 

buying and selling to take advantage of short-term price fluctuations. 

3. Risk Management: Speculators often use various risk management strategies to mitigate potential 

losses. They may employ stop-loss orders, limit orders, and other tactics to exit positions if the 

market moves against them. 

4. Research and Analysis: Speculators typically conduct research and analysis to inform their 

investment decisions. This can include technical analysis, fundamental analysis, and staying 

informed about relevant news and events. 

5. Assets: Speculators often focus on a wide range of assets, including stocks, bonds, commodities, 

currencies, and derivatives. They may have a diversified portfolio to spread risk. 

6. Motivation: The primary motivation of speculation is to make a profit. While speculators may have 

a thesis or rationale for their trades, their main goal is to earn a return on their investment. 

Gambling: 

1. Purpose: Gambling is the act of participating in games of chance or betting activities, often with 

the expectation of winning money or other valuables. The outcome in gambling is primarily 

determined by luck or random chance, rather than analysis or skill. 

2. Short-Term Activity: Gambling typically involves short-term activities with immediate results. 

Games like roulette, slot machines, and lottery tickets provide instant outcomes. 



3. Risk Management: In most gambling activities, there is limited scope for risk management. 

Gamblers cannot use strategies or tactics to influence the outcome of the games. 

4. Research and Analysis: Gambling relies on chance, so there is no meaningful research or analysis 

involved. The outcome is not influenced by an individual's knowledge or skill. 

5. Assets: Gambling typically involves placing bets or wagers on games of chance, rather than 

investing in assets or financial instruments. 

6. Motivation: The primary motivation for gambling is entertainment and the possibility of winning 

money. While some forms of gambling require skill or strategy (e.g., poker or sports betting), luck 

remains a significant factor. 

Key Differences between Speculation and Gambling 

1. Purpose: Speculation is primarily driven by the goal of making a profit through informed decision-

making, while gambling is often more about entertainment and the element of chance. 

2. Risk Management: Speculators have more tools and strategies for risk management, while 

gamblers are generally subject to the inherent risks of the games they play. 

3. Research and Analysis: Speculators rely on research and analysis to inform their decisions, 

whereas gambling is often devoid of analytical components and is based on luck. 

4. Assets vs. Bets: Speculators invest in assets or financial instruments, while gamblers place bets or 

wagers on games or events. 

5. Motivation: Speculators are motivated primarily by profit, while gamblers are motivated by both 

entertainment and the chance of winning. 

In summary, speculation and gambling are distinct activities with different purposes, levels of analysis, 

risk management approaches, and motivations. While both involve financial risk-taking, the key 

differentiator is the degree to which analysis, skill, and strategy play a role in determining outcomes 

 

 

 

 



 

Investment Avenues 

Investment avenues refer to the various options and opportunities available for individuals and 

organizations to allocate their funds with the goal of generating a return or profit over time. These 

investment avenues encompass a wide range of asset classes and financial instruments, each with its own 

risk-return profile and characteristics. Here are some common investment avenues: 

1. Stocks (Equity Investments): Investing in stocks involves purchasing shares of ownership in 

publicly traded companies. Stockholders may benefit from capital appreciation (increase in stock 

value) and potential dividend income. Stock investments are often considered a long-term strategy 

but can also be traded in the short term. 

2. Bonds (Fixed-Income Investments): Bonds are debt securities issued by governments, 

municipalities, or corporations. Investors lend money to the issuer in exchange for periodic interest 

payments (coupon) and the return of the principal at maturity. Bonds are generally considered lower 

risk than stocks and provide a predictable income stream. 

3. Mutual Funds: Mutual funds pool money from multiple investors to invest in a diversified 

portfolio of stocks, bonds, or other assets. They offer diversification and professional management, 

making them suitable for investors with varying risk appetites. 

4. Exchange-Traded Funds (ETFs): ETFs are similar to mutual funds but are traded on stock 

exchanges like individual stocks. They provide diversification, liquidity, and cost-efficiency, 

making them popular among investors. 

5. Real Estate: Investing in real estate involves purchasing physical properties, such as residential or 

commercial real estate, or investing in real estate investment trusts (REITs), which offer exposure 

to real estate markets without direct ownership of properties. Real estate can provide rental income 

and potential appreciation in property value. 

6. Commodities: Commodities like gold, silver, oil, and agricultural products can be invested in 

directly or through commodity futures contracts. They offer diversification benefits and can act as 

a hedge against inflation. 



7. Bank Deposits: Savings accounts, fixed deposits, and certificates of deposit (CDs) offered by banks 

provide a safe and low-risk way to earn interest on deposited funds. These are often used for short-

term and liquidity needs. 

8. Government Securities: Government bonds and treasury bills are considered very low-risk 

investments because they are backed by the government's creditworthiness. They provide a stable 

source of income. 

9. P2P Lending: Peer-to-peer lending platforms connect individual borrowers with investors willing 

to lend money. Investors can earn interest income, but it carries credit risk, as borrowers may 

default. 

10. Startups and Venture Capital: Investing in startup companies and ventures can offer the potential 

for significant returns but also involves higher risk. Venture capital funds and angel investing are 

common ways to invest in startups. 

11. Foreign Exchange (Forex): Forex trading involves trading one currency for another in the foreign 

exchange market. It's highly speculative and requires a deep understanding of currency markets. 

12. Collectibles and Art: Some individuals invest in collectibles like rare coins, stamps, art, and 

antiques. These investments may appreciate in value over time but lack liquidity and can be subject 

to market trends. 

13. Cryptocurrencies: Digital currencies like Bitcoin and Ethereum have gained popularity as 

speculative investments. They are highly volatile and relatively new asset classes. 

14. Retirement Accounts: Retirement savings can be invested in tax-advantaged accounts like 

401(k)s, IRAs, and pension funds, which offer various investment options such as stocks, bonds, 

and mutual funds. 

15. Education and Training: Investing in education and skill development can enhance earning 

potential and career prospects, leading to increased income and financial security. 

Choosing the right investment avenue depends on individual financial goals, risk tolerance, time horizon, 

and the need for diversification. It's often advisable to have a diversified investment portfolio that spreads 

risk across various asset classes and investment vehicles to achieve a balanced and resilient investment 

strategy. Additionally, seeking professional financial advice can help individuals make informed 

investment decisions. 



Investment Process 

The investment process involves a series of steps and decisions aimed at allocating capital 

to various assets or financial instruments with the objective of achieving specific financial 

goals. Whether you are an individual investor or an institutional investor, the following 

steps generally constitute the investment process: 

1. Set Investment Goals and Objectives 

 Clearly define your financial goals, both short-term and long-term. Examples 

include saving for retirement, buying a home, funding education, or building 

wealth. 

 Establish specific and measurable objectives, such as target returns or income 

needs. 

2. Determine Risk Tolerance 

 Assess your risk tolerance, which is your ability and willingness to endure 

fluctuations in the value of your investments. Consider factors like your age, 

financial stability, and investment time horizon. 

3. Create an Investment Plan 

 Develop a well-thought-out investment plan that aligns with your goals and 

risk tolerance. 

 Define your asset allocation strategy, which involves deciding how to 

distribute your investment capital among different asset classes (e.g., stocks, 

bonds, real estate). 

 Consider your investment time horizon, as it will influence your asset 

allocation decisions. 

  



4. Select Investment Vehicles 

 Choose specific investment vehicles and instruments that match your 

investment plan. Common choices include stocks, bonds, mutual funds, ETFs, 

real estate, and other asset classes. 

 Evaluate individual investments or securities within each asset class, 

considering factors like company fundamentals, credit quality, and historical 

performance. 

5. Diversify Your Portfolio 

 Diversification involves spreading your investments across various asset 

classes, sectors, industries, and geographical regions to reduce risk. It can help 

mitigate the impact of poor performance in one area of your portfolio. 

 Rebalance your portfolio periodically to maintain your desired asset allocation. 

6. Risk Management 

 Implement risk management strategies to protect your investments. This may 

include setting stop-loss orders, using hedging techniques, or having an 

emergency fund for unexpected expenses. 

7. Monitor and Review 

 Regularly monitor the performance of your investments and assess their 

alignment with your goals and risk tolerance. 

 Stay informed about economic and market developments that may impact your 

investments. 

 

 



8. Make Informed Decisions 

 Avoid making impulsive investment decisions based on emotions or short-

term market fluctuations. 

 Consider factors like changing financial circumstances, market conditions, and 

the need to adjust your investment strategy over time. 

9. Tax Planning 

 Understand the tax implications of your investments. Explore tax-efficient 

strategies to minimize taxes on capital gains, dividends, and interest income. 

10. Long-Term Perspective 

 Maintain a long-term perspective in your investment approach. Patience and 

discipline can be key to achieving your financial objectives. 

11. Seek Professional Advice 

 Consider consulting with financial advisors, wealth managers, or investment 

professionals who can provide expertise and guidance based on your individual 

circumstances. 

12. Review and Adjust 

 Periodically review and adjust your investment plan as your financial goals, 

risk tolerance, and market conditions change. Adapt your portfolio to ensure it 

remains aligned with your objectives. 

The investment process is not a one-time event but an ongoing cycle of planning, 

implementation, monitoring, and adjustment. It requires diligence, research, and a 

commitment to your long-term financial well-being. Keep in mind that there is no one-size-

fits-all approach to investing, and your investment strategy should be tailored to your unique 

financial situation and goals. 



The Investment Environment 

The investment environment refers to the economic, financial, and market conditions that can influence 

investment decisions and outcomes. Understanding the investment environment is crucial for investors, 

as it helps them assess risk, identify opportunities, and make informed investment choices. The 

investment environment can be influenced by various factors, including: 

1. Economic Conditions: 

 Economic indicators such as GDP growth, inflation rates, employment levels, and 

consumer sentiment can impact investment decisions. 

 Investors often analyze economic data to gauge the overall health of the economy and 

make asset allocation decisions accordingly. 

2. Interest Rates: 

 Central banks, such as the Federal Reserve in the United States, set short-term interest 

rates that can affect borrowing costs and investment returns. 

 Rising interest rates can reduce the attractiveness of certain investments, such as bonds, 

while making others, like savings accounts, more appealing. 

3. Inflation: 

 The rate of inflation erodes the purchasing power of money over time. Investors must 

consider inflation when assessing the real return on their investments. 

 Investments that outpace inflation are preferred to preserve and grow wealth. 

4. Political Stability and Government Policies: 

 Political stability and government policies can influence investor confidence and impact 

markets. 

 Changes in tax laws, regulations, and fiscal policies can have direct effects on investment 

returns and strategies. 

 

 



5. Market Sentiment and Psychology: 

 Market sentiment, often driven by fear and greed, can lead to market volatility and 

irrational investment decisions. 

 Behavioral factors, such as overconfidence and herd behavior, can affect investment 

outcomes. 

6. Global Economic and Political Events: 

 Events like geopolitical conflicts, trade disputes, and international economic trends can 

have ripple effects on global financial markets. 

 Investors must consider global events when assessing risk and diversifying their 

portfolios. 

7. Technology and Innovation: 

 Technological advancements and innovation can create investment opportunities in 

industries like technology, healthcare, and renewable energy. 

 Investors often look for growth potential in companies at the forefront of technological 

change. 

8. Market Trends and Cycles: 

 Financial markets go through cycles, including bull markets (rising prices) and bear 

markets (falling prices). 

 Understanding market cycles can help investors make timely decisions and manage risk. 

9. Regulatory Environment: 

 Regulations governing financial markets, securities, and investments can impact investor 

protections and market integrity. 

 Investors must comply with relevant regulations and stay informed about changes in the 

regulatory environment. 

 

 



10. Currency Exchange Rates: 

 Currency fluctuations can affect the returns of international investments. Exchange rates 

can impact the value of foreign assets held by investors. 

11. Environmental, Social, and Governance (ESG) Factors: 

 Increasingly, investors consider ESG factors when making investment decisions. These 

factors relate to a company's environmental impact, social responsibility, and governance 

practices. 

12. Demographic Trends: 

 Changes in population demographics, such as aging populations or shifts in consumer 

behavior, can create investment opportunities in sectors like healthcare, senior living, and 

consumer goods. 

13. Technological Disruptions: 

 Emerging technologies, such as block chain and artificial intelligence, can disrupt existing 

industries and create new investment opportunities. 

14. Natural Disasters and Climate Change: 

 Environmental factors, including natural disasters and climate change, can impact 

industries like insurance, renewable energy, and infrastructure. 

Investors need to conduct thorough research, stay informed about the current investment environment, 

and consider these factors when making investment decisions. Diversification and risk management 

strategies are also essential tools for navigating the often dynamic and unpredictable investment 

environment. Additionally, seeking advice from financial professionals and experts can be valuable in 

crafting an investment strategy that aligns with an individual's or organization's goals and risk tolerance 

within the prevailing investment environment. 

 

 

 

 



Securities Market of India 

The securities market in India is a crucial component of the country's financial system, 

providing a platform for the buying and selling of various financial instruments, including 

stocks, bonds, derivatives, and more. The market plays a vital role in channeling savings 

into productive investments, facilitating capital formation, and supporting economic 

growth. Here are key aspects of the securities market in India: 

1. Regulatory Framework: 

 The Securities and Exchange Board of India (SEBI) is the primary regulatory 

authority governing India's securities market. SEBI regulates market participants, 

ensures transparency, and safeguards investor interests. 

2. Stock Exchanges: 

 India has several stock exchanges, with the National Stock Exchange (NSE) and the 

Bombay Stock Exchange (BSE) being the two major ones. NSE is known for 

electronic trading, while BSE is one of the oldest stock exchanges in Asia. 

3. Segments: 

 The securities market is divided into two main segments: the primary market and the 

secondary market. 

 The primary market facilitates the issuance of new securities, including initial 

public offerings (IPOs) and rights issues. 

 The secondary market enables the trading of existing securities among 

investors. 

 

 



4. Equity Market: 

 The equity market in India allows the trading of stocks or equity shares of publicly 

listed companies. Investors can buy and sell shares through stock exchanges. 

5. Debt Market: 

 The debt market encompasses various fixed-income securities, including government 

bonds, corporate bonds, and debentures. 

 Government securities are issued by the Reserve Bank of India (RBI) on behalf of 

the Indian government and are considered safe investments. 

6. Derivatives Market: 

 India has a well-developed derivatives market, with futures and options contracts 

available on stocks and indices. NSE's Nifty and BSE's Sensex are popular indices 

for derivatives trading. 

7. Mutual Funds: 

 Mutual funds in India pool funds from investors and invest in a diversified portfolio 

of stocks, bonds, or other securities. Asset management companies (AMCs) manage 

these funds. 

8. Depository System: 

 India has two major depositories: the National Securities Depository Limited (NSDL) 

and the Central Depository Services Limited (CDSL). They facilitate electronic 

trading and holding of securities in dematerialized form. 

9. Foreign Institutional Investors (FIIs) and Foreign Portfolio Investors (FPIs): 

 FIIs and FPIs are foreign investors allowed to participate in India's securities market. 

They invest in stocks, bonds, and other financial instruments. 



10. Trading Mechanisms: - India uses electronic trading systems for equity and derivatives 

markets. Trading takes place during specific market hours on business days. - The securities 

market uses various order types, including market orders, limit orders, and stop-loss orders. 

11. Regulatory Changes: - SEBI continuously introduces regulatory reforms to enhance 

market transparency, investor protection, and market integrity. 

12. Investor Protection: - SEBI has implemented various measures to protect investor 

interests, such as Know Your Customer (KYC) norms, margin requirements, and dispute 

resolution mechanisms. 

13. Market Indices: - Key stock market indices include the Nifty 50, Sensex, and sector-

specific indices. These indices serve as benchmarks for gauging market performance. 

14. Market Participants: - Market participants include retail investors, institutional 

investors, brokers, market makers, and market intermediaries. 

The securities market in India has witnessed significant growth and development in recent 

years, making it an important avenue for investment and capital raising. It has also embraced 

technological advancements, contributing to increased efficiency and liquidity in the 

market. India's securities market plays a vital role in the country's economic development 

by providing access to capital for businesses and investment opportunities for individuals 

and institutions. 

 

 

 

 

 

 



Securities Trading and Settlement 

Securities trading and settlement are fundamental processes in financial markets that involve the buying 

and selling of financial instruments, such as stocks, bonds, and derivatives. These processes ensure that 

transactions are executed accurately, ownership is transferred, and the parties involved receive the 

securities and funds as per the trade agreement. Here's an overview of securities trading and settlement: 

Securities Trading: 

1. Order Placement: The trading process begins when investors or traders place orders to buy or sell 

securities. Orders can be placed through various channels, including brokerage firms, online trading 

platforms, and institutional trading desks. 

2. Market Orders and Limit Orders: There are two primary types of orders: 

 Market Orders: These orders are executed at the prevailing market price as soon as 

possible. 

 Limit Orders: These orders specify a price at which the investor is willing to buy or sell 

the security. The order is executed only if the market reaches the specified price. 

3. Matching and Execution: Orders are matched and executed by the exchange or trading platform. 

The matching process ensures that there is a buyer for every seller at an agreed-upon price. 

4. Confirmation: After a trade is executed, both the buyer and seller receive trade confirmations, 

which provide details of the transaction, including price, quantity, and settlement date. 

5. Trade Settlement: Following execution, the trade moves to the settlement phase. 

Securities Settlement: 

1. Clearing Process: The clearing process involves a clearinghouse, which acts as an intermediary 

between the buyer and seller. It ensures the fulfillment of the trade by validating and finalizing the 

details of the transaction. 

2. Trade Verification: Clearinghouses verify that both the buyer and seller have the necessary funds 

and securities to fulfill the trade. This process helps prevent failed trades due to insufficient funds 

or securities. 



3. Netting: In some markets, a netting process aggregates multiple trades among the same parties. 

Instead of settling each trade individually, netting combines them into a single transaction, reducing 

operational complexity. 

4. Settlement Date: The settlement date is the agreed-upon date by which securities and funds must 

be exchanged. It varies depending on the type of security and market regulations. 

5. Delivery vs. Payment (DvP): DvP is a settlement method in which the delivery of securities is 

simultaneous with the payment of funds. This ensures that neither party fulfills their obligation 

without the other. 

6. Central Securities Depository (CSD): CSDs are institutions that hold and manage securities in 

electronic form, making it easier to facilitate settlement and transfer of ownership. 

7. Depository Participants (DPs): DPs are intermediaries that interact with CSDs on behalf of 

investors to hold, transfer, and settle securities. 

8. Funds Settlement: Funds settlement involves transferring the agreed-upon amount from the 

buyer's account to the seller's account. This process can be conducted through banks or payment 

systems. 

9. Securities Transfer: Ownership of the securities is transferred from the seller's account to the 

buyer's account in the CSD. 

10. Confirmation of Settlement: Once settlement is complete, both parties receive confirmation that 

the transaction has been successfully settled. 

11. Record Keeping: Records of securities ownership and settlement details are updated, and the 

securities are reflected in the investor's account. 

12. Post-Settlement Activities: After settlement, investors may hold securities for investment 

purposes or sell them in the secondary market, initiating another trading and settlement cycle. 

Effective securities trading and settlement processes are essential for the smooth functioning of financial 

markets. They provide transparency, efficiency, and trust among market participants, ensuring that 

securities are transferred securely and in compliance with market regulations. Improvements in technology 

and automation have played a significant role in streamlining these processes, reducing settlement times, 

and enhancing market integrity. 



Types of Orders 

In financial markets, various types of orders allow investors and traders to specify how they want their buy 

or sell transactions to be executed. Each type of order serves a specific purpose and provides flexibility in 

trading. Here are some common types of orders: 

1. Market Order: 

 A market order is an instruction to buy or sell a security immediately at the best available 

market price. 

 Market orders prioritize execution speed over price. They are typically used when an 

investor wants to ensure a quick trade but is less concerned about the exact price at which 

the trade occurs. 

 Market orders guarantee execution but not a specific price. 

2. Limit Order: 

 A limit order is an order to buy or sell a security at a specified price or better. It will only 

execute at the specified price or a more favorable one. 

 For a buy limit order, it will only execute at or below the specified price. 

 For a sell limit order, it will only execute at or above the specified price. 

 Limit orders give investors control over the price at which they enter or exit a trade but do 

not guarantee immediate execution if the specified price is not met. 

3. Stop Order (Stop-Loss and Stop-Buy): 

 A stop order, also known as a stop-loss or stop-buy order, becomes a market order when a 

specified price, known as the "trigger" or "stop" price, is reached. 

 A stop-loss order is used to limit potential losses by selling a security when its price falls to 

or below a certain level. 

 A stop-buy order is used to enter a long position when a security's price rises to or above a 

specified level. 



 Stop orders are commonly used to manage risk and capture opportunities but do not 

guarantee execution at a specific price. 

4. Stop-Limit Order: 

 A stop-limit order combines elements of a stop order and a limit order. It consists of two 

prices: a trigger price and a limit price. 

 When the trigger price is reached, the order becomes a limit order to buy or sell at the 

specified limit price or better. 

 This order type provides more control over price execution than a regular stop order but 

may not guarantee execution if the limit price is not met. 

5. Market-on-Close (MOC) Order: 

 An MOC order is a market order to buy or sell a security at the closing price of the trading 

session. 

 These orders are often used by investors who want to execute trades at or near the closing 

price. 

6. Market-on-Open (MOO) Order: 

 An MOO order is a market order to buy or sell a security at the opening price of the trading 

session. 

 These orders are used by investors who want to execute trades at or near the opening price.  

7. Trailing Stop Order: 

 A trailing stop order is a dynamic stop order that adjusts with the price movement of the 

security. 

 If the price moves in a favorable direction, the trailing stop order will automatically adjust 

to maintain a specified distance (in points or percentage) below the highest price reached. 

 It is used to protect profits or limit losses as the market moves. 

 

 



8. Iceberg Order: 

 An iceberg order is a large order that is divided into smaller, visible quantities for execution 

while keeping the remaining quantity hidden. 

 It is used to avoid revealing the full size of the order and potentially impacting the market 

price. 

9. Fill-or-Kill (FOK) Order: 

 An FOK order is a limit order that must be executed in its entirety immediately or not at all. 

 If the order cannot be filled completely at the specified price, it is canceled. 

10. Immediate-or-Cancel (IOC) Order: 

 An IOC order is similar to an FOK order, but it allows for partial execution. Any portion of 

the order that cannot be immediately filled is canceled. 

Each type of order serves specific trading objectives and risk management strategies. The choice of order 

type depends on an investor's or trader's goals, market conditions, and risk tolerance. 

 

 

 

 

 

 

 

 

 

 

 



Margin Trading 

Margin trading, also known as leverage trading, is a practice in financial markets that allows investors to 

borrow funds to increase their trading position beyond what their own capital would allow. It involves 

borrowing money from a broker to buy or sell securities, such as stocks, bonds, or derivatives. Margin 

trading can amplify both potential gains and losses and involves a level of risk that should be carefully 

understood before engaging in this practice. Here are key aspects of margin trading: 

1. Margin Account: 

 Margin trading requires opening a margin account with a brokerage firm. This account is distinct 

from a cash account, where investors can only trade with their own funds. 

2. Initial Margin: 

 To initiate a margin trade, an investor must deposit an initial margin with the broker. The initial 

margin is typically a percentage of the total trade value and serves as collateral for the borrowed 

funds. 

3. Leverage: 

 Leverage is the practice of using borrowed funds to control a larger position than would be possible 

with one's own capital alone. It allows traders to potentially amplify their returns on investment. 

 Common leverage ratios include 2:1, 3:1, or higher, depending on regulatory requirements and the 

broker's policies. 

4. Maintenance Margin: 

 After initiating a margin trade, investors must maintain a minimum level of equity in their margin 

account, known as the maintenance margin. If the account's equity falls below this threshold, a 

margin call may be issued. 

5. Margin Call: 

 A margin call is a demand from the broker for additional funds to bring the margin account's equity 

back to the required level. Failure to meet a margin call may lead to forced liquidation of positions. 

 



6. Forced Liquidation: 

 If an investor is unable to meet a margin call or if the account's equity continues to deteriorate, the 

broker may automatically sell the investor's positions to cover the debt. This can result in losses.  

7. Interest Charges: 

 Margin accounts typically incur interest charges on the borrowed funds, which can increase the cost 

of trading and reduce potential profits. 

8. Risk Amplification: 

 While margin trading can magnify gains, it also amplifies losses. Traders can potentially lose more 

than their initial investment if their positions move against them. 

9. Short Selling: 

 Margin trading allows investors to engage in short selling, where they sell securities they do not 

own with the expectation of buying them back at a lower price. Short selling can be profitable if 

the security's price declines but carries significant risks. 

10. Volatility Considerations: - High volatility in financial markets can lead to rapid and unpredictable 

price movements, increasing the risk of margin calls and forced liquidation. 

11. Professional Advice: - Margin trading is complex and carries inherent risks. It is essential for traders 

to have a thorough understanding of the market, risk management, and the specific terms and conditions 

of their margin account. 

12. Regulatory Oversight: - Margin trading is subject to regulatory oversight, and different countries have 

varying rules and requirements governing margin trading activities to protect investors and maintain market 

stability. 

Margin trading can be a powerful tool for experienced investors who understand its risks and rewards. 

However, it is not suitable for all investors, especially those with limited experience or a low risk tolerance. 

Before engaging in margin trading, individuals should carefully assess their financial situation, risk 

tolerance, and investment goals and consider seeking professional advice. Proper risk management is 

crucial when using leverage to avoid significant losses. 

 



Roles and Responsibilities of SEBI 

The Securities and Exchange Board of India (SEBI) is the regulatory authority responsible for overseeing 

and regulating the securities and capital markets in India. Established in 1988, SEBI plays a critical role in 

maintaining the integrity, transparency, and efficiency of India's financial markets. Here are the key roles 

and responsibilities of SEBI: 

1. Regulatory Oversight: SEBI regulates various segments of the securities market, including stock 

exchanges, stockbrokers, mutual funds, portfolio managers, and other intermediaries. It formulates 

rules and regulations to govern their operations and activities. 

2. Investor Protection: One of SEBI's primary responsibilities is to protect the interests of investors in 

the securities market. It does this by ensuring transparency, fairness, and integrity in market 

operations and by taking action against fraudulent and unfair trade practices. 

3. Market Development: SEBI works to develop and promote the securities market in India. It 

encourages the participation of retail and institutional investors, introduces new financial 

instruments, and facilitates market innovations to enhance market depth and liquidity. 

4. Issuer Regulation: SEBI regulates companies that issue securities to the public, including initial 

public offerings (IPOs) and follow-on public offerings (FPOs). It reviews and approves offer 

documents to ensure that investors have access to accurate and comprehensive information. 

5. Market Surveillance: SEBI conducts market surveillance to monitor trading activities, detect market 

manipulation, insider trading, and other market abuses. It takes enforcement actions when necessary 

to maintain market integrity. 

6. Regulation of Intermediaries: SEBI regulates various market intermediaries, including 

stockbrokers, sub-brokers, depository participants, and mutual fund agents. It sets eligibility 

criteria, licensing requirements, and codes of conduct for these entities. 

7. Development of Market Infrastructure: SEBI works to develop and maintain market infrastructure, 

such as stock exchanges and depositories. It sets rules and standards for their functioning to ensure 

transparency and efficiency. 



8. Regulation of Mutual Funds: SEBI regulates mutual funds in India. It approves fund schemes, sets 

investment guidelines, and monitors the activities of asset management companies (AMCs) to 

protect the interests of mutual fund investors. 

9. Corporate Governance: SEBI promotes good corporate governance practices among listed 

companies. It has introduced regulations like the SEBI Listing Obligations and Disclosure 

Requirements (LODR) to enhance transparency and accountability. 

10. Investor Education and Awareness: SEBI conducts investor education programs and initiatives to 

raise awareness among investors about market risks, investment products, and their rights and 

responsibilities. 

11. Regulation of Insider Trading: SEBI enforces rules against insider trading, which prohibits 

company insiders from trading securities based on non-public, material information. It investigates 

and takes legal action against insider trading violations. 

12. Regulation of Takeovers and Mergers: SEBI regulates takeovers, acquisitions, and mergers of listed 

companies. It ensures that transactions are conducted fairly and in accordance with established 

regulations. 

13. Regulation of Credit Rating Agencies: SEBI regulates credit rating agencies to ensure that they 

provide accurate and unbiased credit ratings for debt securities. 

14. International Cooperation: SEBI collaborates with international regulatory bodies and 

organizations to facilitate cross-border regulatory cooperation and enhance the global 

competitiveness of Indian markets. 

15. Rule Making and Enforcement: SEBI has the authority to make rules and regulations governing the 

securities market and has the power to enforce these rules through actions such as imposing fines 

and penalties. 

SEBI's role is crucial in maintaining investor confidence, market stability, and the orderly functioning of 

India's securities market. It continuously adapts its regulations to address emerging market challenges and 

to support the growth and development of the Indian economy. 
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Unit-II 

Portfolio Analysis 

Risk and Return Analysis 

Risk and return analysis is a fundamental concept in finance that involves assessing the 

relationship between the potential risks associated with an investment or portfolio and the expected 

returns. This analysis is crucial for investors and financial professionals when making investment 

decisions, as it helps them determine if an investment is worth pursuing and aligns with their 

financial goals and risk tolerance. Here are the key components of risk and return analysis: 

1. Risk: 

 Definition: Risk refers to the uncertainty or variability of returns associated with 

an investment. It can take many forms, including market risk, credit risk, liquidity 

risk, and more. 

 Types of Risk: 

 Market Risk: The risk that the overall market will decline, affecting the 

investment. 

 Specific Risk: The risk specific to a particular investment, such as the risk 

of a company going bankrupt. 

 Systematic Risk: Market-wide risk that cannot be eliminated through 

diversification. 

 Unsystematic Risk: Risk that can be eliminated through diversification. 

 Measuring Risk: Common metrics for measuring risk include standard deviation, 

beta, and various financial ratios. 

2. Return: 

 Definition: Return refers to the gain or loss made on an investment relative to the 

amount initially invested. Returns can be expressed as a percentage or an absolute 

dollar amount. 

 Types of Return: 
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 Total Return: The overall return on an investment, including both capital 

gains and income (e.g., dividends). 

 Expected Return: The return an investor anticipates from an investment 

based on historical data and future projections. 

 Realized Return: The actual return realized when an investment is sold. 

 

 

3. Risk-Return Tradeoff: 

 The risk-return tradeoff is the principle that investors must balance their willingness 

to take on risk with their expected return. Generally, investments with higher 

expected returns come with higher levels of risk. 

4. Diversification: 

 Diversification involves spreading investments across various asset classes, 

industries, or geographic regions to reduce risk. It can help mitigate unsystematic 

risk. 

5. Risk Assessment Tools: 

 Tools like the Capital Asset Pricing Model (CAPM) and Modern Portfolio Theory 

(MPT) are used to quantify and manage risk in a portfolio. 

6. Risk Tolerance: 

 Risk tolerance is an investor's ability and willingness to withstand fluctuations in 

the value of their investments. It varies from person to person and should be taken 

into consideration when making investment decisions. 

7. Investment Objectives: 

 Different investors have different objectives, such as income generation, capital 

preservation, or capital appreciation. The choice of investments should align with 

these objectives. 
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8. Time Horizon: 

 The time horizon is the period an investor plans to hold an investment. Longer time 

horizons may allow for more risk-taking, while shorter horizons may require more 

conservative strategies. 

9. Performance Evaluation: 

 After making investments, regular performance evaluation is essential to assess 

whether the expected returns are being achieved and whether the portfolio is within 

the desired risk parameters. 

In summary, risk and return analysis is a critical aspect of investment decision-making. It involves 

assessing the potential risks associated with an investment or portfolio and comparing them to the 

expected returns. Balancing risk and return is essential to construct a well-structured investment 

portfolio that aligns with an investor's financial goals and risk tolerance. 
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Markowitz Portfolio Theory 

Markowitz Portfolio Theory, developed by Harry Markowitz in the 1950s, is a fundamental 

concept in modern finance that lays the foundation for portfolio management and the efficient 

allocation of assets in a diversified investment portfolio. The theory revolves around the concept 

of diversification to achieve the best risk-return tradeoff. Here are the key principles of Markowitz 

Portfolio Theory: 

1. Risk and Return Analysis: Markowitz Portfolio Theory recognizes that investors seek to 

maximize their returns while minimizing risk. This theory quantifies these goals 

mathematically. 

2. Efficient Frontier: The central idea of the theory is to find the set of portfolios that offer 

the maximum expected return for a given level of risk, or the minimum risk for a given 

level of expected return. These portfolios collectively form the efficient frontier. 

3. Risk and Return Measures: 

 Expected Return: This is the mean or average return an investor can expect from 

a portfolio of assets. 

 Risk (Variance and Standard Deviation): Markowitz used the variance (or 

standard deviation) of portfolio returns as a measure of risk. The lower the variance, 

the lower the risk. 

 Covariance: This measures the relationship between the returns of different assets 

in the portfolio. A low covariance indicates that assets don't move in the same 

direction, which is desirable for diversification. 

4. Diversification: Markowitz emphasized the importance of diversification in reducing risk. 

By holding assets that are not perfectly correlated with each other, investors can lower the 

overall risk of the portfolio. This is achieved by spreading investments across different 

asset classes, industries, or geographic regions. 

5. Efficient Portfolio Construction: Markowitz introduced the concept of efficient 

portfolios that provide the maximum return for a given level of risk. These portfolios are 
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plotted on the efficient frontier. Investors can choose a portfolio on the efficient frontier 

that matches their risk tolerance. 

6. Risk-Free Asset: Markowitz introduced the concept of a risk-free asset, such as 

government bonds. Combining a risk-free asset with a risky portfolio can create a risk-

return tradeoff that is suitable for individual investors with varying risk preferences. 

7. Capital Market Line (CML): The CML is a graphical representation of the risk-return 

tradeoff that results from combining the risk-free asset with a risky portfolio. It shows the 

optimal portfolios for investors with different risk preferences. 

8. Tangency Portfolio: The tangency portfolio is the point on the efficient frontier that is 

tangent to the CML. It is considered the optimal portfolio for a given investor because it 

offers the highest return for the level of risk that matches their risk tolerance. 

9. Single-Index Model: Markowitz also developed the single-index model, which simplifies 

the process of estimating the risk and return of individual assets within a portfolio by 

considering their relationship with a common market index. 

In summary, Markowitz Portfolio Theory provides a systematic framework for constructing 

diversified investment portfolios that aim to maximize returns for a given level of risk or minimize 

risk for a given level of return. It emphasizes the importance of diversification and introduced the 

concept of efficient portfolios, the efficient frontier, and the risk-free asset, all of which are integral 

to modern portfolio management and investment decision-making. 
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Mean-Variance Approach 

The Mean-Variance Approach is a fundamental concept in finance that is closely 

associated with Harry Markowitz's Portfolio Theory. It focuses on the tradeoff between the 

expected return and the risk (variance or standard deviation) of an investment or a portfolio of 

investments. The primary goal of the Mean-Variance Approach is to construct an optimal portfolio 

that balances these two factors to achieve the best risk-adjusted return. Here are the key elements 

of the Mean-Variance Approach: 

1. Expected Return (Mean): 

 This represents the average or expected gain from an investment or a portfolio. It 

quantifies the return an investor can anticipate over a specific period. 

2. Risk (Variance and Standard Deviation): 

 Variance measures the degree of deviation or spread in the returns of an investment 

or portfolio. 

 Standard deviation, which is the square root of variance, is a more interpretable 

measure of risk. 

 The higher the variance or standard deviation, the greater the risk associated with 

the investment. 

3. Risk and Return Tradeoff: 

 The Mean-Variance Approach emphasizes the tradeoff between risk and return. In 

general, investors are willing to take on higher levels of risk if they expect higher 

returns and vice versa. The goal is to find the portfolio that maximizes return for a 

given level of risk or minimizes risk for a given level of return. 

4. Efficient Frontier: 

 The efficient frontier is a key concept in the Mean-Variance Approach. It represents 

a set of portfolios that offer the maximum expected return for any given level of 

risk (or the minimum risk for any given level of expected return). 
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 Portfolios on the efficient frontier are considered optimal because they provide the 

best risk-return tradeoff. 

5. Covariance and Correlation: 

 To calculate the risk of a portfolio, the Mean-Variance Approach requires 

understanding the covariance or correlation between the returns of different assets 

within the portfolio. Low correlation or covariance indicates that assets are not 

moving together, making diversification more effective. 

6. Portfolio Diversification: 

 Diversification is a fundamental concept in the Mean-Variance Approach. By 

holding a mix of assets that are not perfectly correlated, investors can reduce the 

overall risk of the portfolio without sacrificing returns. 

 

7. Risk-Free Asset: 

 The inclusion of a risk-free asset, such as government bonds, in the portfolio can 

alter the risk-return tradeoff. Investors can construct portfolios that combine the 

risk-free asset with risky assets to achieve desired risk and return levels. 

8. Tangency Portfolio: 

 The Tangency Portfolio is the portfolio that lies on the efficient frontier and is 

tangent to the capital market line (CML). This portfolio is considered optimal for 

investors who can choose a combination of the risk-free asset and the Tangency 

Portfolio based on their risk preference. 

9. Capital Market Line (CML): 

 The CML is a graphical representation of the risk-return tradeoff that results from 

combining the risk-free asset with a risky portfolio. It helps investors determine the 

optimal portfolio that suits their risk tolerance. 

In conclusion, the Mean-Variance Approach is a cornerstone of modern portfolio theory 

and portfolio optimization. It provides a systematic way to analyze and construct portfolios that 

aim to maximize returns for a given level of risk or minimize risk for a given level of return. By 
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considering the covariance and expected returns of different assets, it guides investors in creating 

diversified portfolios that align with their risk preferences and financial objectives 
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Portfolio selection 

Portfolio selection, a crucial concept in finance, refers to the process of choosing a 

combination of assets, such as stocks, bonds, real estate, or other investments, to create an 

investment portfolio that meets specific financial objectives and risk constraints. The primary goal 

of portfolio selection is to optimize the risk-return tradeoff, allowing investors to achieve their 

financial goals while managing risk effectively. Here are the key aspects of portfolio selection: 

1. Risk and Return Objectives: 

 Before creating a portfolio, investors need to define their financial objectives, 

including expected return and risk tolerance. This sets the foundation for the 

portfolio selection process. 

2. Asset Allocation: 

 Asset allocation is the strategic decision of distributing investments among various 

asset classes, such as stocks, bonds, cash, and alternative investments. It plays a 

crucial role in portfolio selection and significantly influences the portfolio's risk 

and return characteristics. 

3. Diversification: 

 Diversification involves spreading investments within an asset class or across asset 

classes to reduce risk. Diversified portfolios can help mitigate the impact of poor 

performance in any single investment. 

4. Risk Assessment: 

 The assessment of risk involves evaluating various metrics, including volatility, 

beta, standard deviation, and potential drawdowns. This information is used to 

gauge the risk associated with each asset and the overall portfolio. 

5. Expected Return Evaluation: 

 The expected return of each asset in the portfolio is estimated based on historical 

data, financial analysis, and market conditions. This information is used to project 

the potential return of the entire portfolio. 

6. Correlation and Covariance: 
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 Understanding the relationship between asset returns, measured by correlation and 

covariance, is crucial. Assets with low correlation are preferred because they can 

provide better diversification benefits. 

7. Risk Tolerance: 

 Risk tolerance is the degree of uncertainty an investor is willing and able to handle 

in their portfolio. It varies from one investor to another and is a critical factor in 

determining the asset mix in a portfolio. 

8. Efficient Frontier: 

 The efficient frontier is a graphical representation of all possible portfolios that 

offer the maximum expected return for a given level of risk or the minimum risk 

for a given level of expected return. Portfolios on the efficient frontier are 

considered optimal. 

9. Capital Market Line (CML): 

 The CML is a line that depicts the optimal risk-return tradeoff when a risk-free asset 

is combined with a risky portfolio. It helps investors identify the most appropriate 

mix of risky and risk-free assets. 

10. Optimal Portfolio Selection: 

 Investors choose a portfolio along the efficient frontier that aligns with their risk 

tolerance and financial goals. The optimal portfolio might be a combination of risky 

assets and the risk-free asset, depending on the investor's preferences. 

11. Rebalancing: 

 Over time, the asset allocation within a portfolio can drift due to market 

fluctuations. Regular portfolio rebalancing is necessary to bring the asset mix back 

in line with the desired targets. 

12. Ongoing Monitoring and Adjustments: 

 Portfolios need ongoing monitoring to ensure they remain aligned with an investor's 

objectives. Adjustments may be necessary in response to changing market 

conditions or shifts in the investor's goals. 
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In summary, portfolio selection is a strategic process that involves carefully considering 

risk and return objectives, asset allocation, diversification, and the risk-return tradeoff to create a 

well-structured investment portfolio. It is a dynamic process that should be periodically reviewed 

and adjusted to ensure it continues to meet an investor's evolving financial needs and risk tolerance. 
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Efficient portfolios 

Efficient portfolios are a fundamental concept in finance, particularly within the framework 

of Modern Portfolio Theory (MPT) developed by Harry Markowitz. Efficient portfolios are those 

that offer the best possible risk-return tradeoff, and they play a central role in the construction of 

diversified investment portfolios. Here are the key points related to efficient portfolios: 

1. Efficient Frontier: 

 The efficient frontier is a critical concept in portfolio theory. It represents a set of 

portfolios that offer the maximum expected return for a given level of risk (or the 

minimum risk for a given level of expected return). 

 Portfolios on the efficient frontier are considered optimal because they provide the 

best risk-adjusted return compared to any other portfolio. 

2. Risk and Return Tradeoff: 

 The concept of efficient portfolios is built on the idea that investors seek to 

maximize their returns while minimizing risk. This principle is commonly referred 

to as the risk-return tradeoff. 

 Efficient portfolios help investors find the right balance between risk and return to 

achieve their financial objectives. 

3. Diversification: 

 Diversification is a key component of efficient portfolios. By spreading 

investments across different asset classes or securities that are not perfectly 

correlated, investors can reduce the overall risk of the portfolio without sacrificing 

returns. 

 Efficient portfolios are well-diversified, meaning they contain a mix of assets that 

interact in such a way as to minimize risk. 

4. Risk-Free Asset: 

 In the context of efficient portfolios, a risk-free asset, typically represented by 

government bonds, is often included in the analysis. Combining a risk-free asset 



Page 13 of 20 
 

with a diversified portfolio can create a continuum of efficient portfolios with 

varying risk levels. 

 Investors can choose the portfolio that matches their risk tolerance by deciding how 

much to allocate to the risk-free asset and the risky portfolio. 

5. Tangency Portfolio: 

 The tangency portfolio is the point on the efficient frontier that is tangent to the 

capital market line (CML). It is considered the optimal portfolio for investors 

because it offers the highest return for the level of risk that matches their risk 

preference. 

 The tangency portfolio represents the best risk-return tradeoff achievable through 

the combination of a diversified portfolio and a risk-free asset. 

6. Capital Market Line (CML): 

 The CML is a graphical representation of the risk-return tradeoff that results from 

combining the risk-free asset with a diversified portfolio. It provides a visual 

representation of the optimal portfolios for investors with varying risk preferences. 

 The CML also shows how much return an investor should expect for a given level 

of risk. 

7. Efficient Portfolio Construction: 

 Constructing an efficient portfolio involves selecting a mix of assets or securities 

based on their expected returns, volatilities (risk), and correlations. Mathematical 

techniques, such as the calculation of expected returns, variances, and covariance’s, 

are used to identify the optimal asset allocation. 

In summary, efficient portfolios are central to Modern Portfolio Theory, providing a 

systematic way for investors to balance their risk and return objectives. By considering the 

principles of diversification and the inclusion of a risk-free asset, efficient portfolios allow 

investors to create a well-structured portfolio that aligns with their risk tolerance and financial 

goals 
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The Single Index Model 

The Single Index Model is a financial modeling technique that simplifies the analysis of 

the risk and return of individual assets within a portfolio. It is a component of modern portfolio 

theory and capital asset pricing models. The Single Index Model is used to estimate the systematic 

risk (also known as market risk or non-diversifiable risk) and the expected return of an asset or a 

portfolio. Here are the key aspects of the Single Index Model: 

1. Market Index: 

 The Single Index Model uses a broad market index (e.g., S&P 500, Dow Jones 

Industrial Average) as a representative indicator of the overall market's 

performance. 

2. Assumptions: 

 The model assumes that an asset's returns are influenced by two factors: systematic 

(market) risk and unsystematic (asset-specific) risk. 

 Systematic risk is attributed to the market index's performance, while unsystematic 

risk is unique to the asset and can be eliminated through diversification. 

3. Regression Analysis: 

 The Single Index Model employs a regression analysis to estimate the relationship 

between the asset's returns and the returns of the market index. This regression 

equation is used to quantify the asset's systematic risk. 

4. The Model Equation: 

 The model equation can be expressed as follows: 

cssCopy code 

Ri = α + β * Rm + εi  

Where: 

 Ri is the return of the individual asset. 
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 α is the asset's alpha, representing its expected return when the market index return 

is zero. 

 β is the asset's beta, which measures its sensitivity to market movements. 

 Rm is the return of the market index. 

 εi is the residual, or unsystematic risk, which is unique to the asset. 

5. Beta (β): 

 Beta is a key component of the Single Index Model. It quantifies the asset's 

sensitivity to market movements. A beta of 1 indicates that the asset moves in line 

with the market, while a beta greater than 1 means the asset is more volatile than 

the market, and a beta less than 1 indicates less volatility. 

6. Risk Assessment: 

 The Single Index Model is primarily used to estimate the systematic risk (beta) of 

an asset. The unsystematic risk (εi) is assumed to be diversified away in a well-

constructed portfolio, and thus, it is not included in the risk assessment. 

7. Expected Return Estimation: 

 Once the asset's beta is determined, the expected return can be estimated using the 

Capital Asset Pricing Model (CAPM) or another asset pricing model. The CAPM 

relates an asset's expected return to its beta and the risk-free rate of return. 

8. Portfolio Construction: 

 The Single Index Model can be extended to construct well-diversified portfolios by 

considering the beta of each asset. By combining assets with varying betas, 

investors can create portfolios with desired risk-return profiles. 

The Single Index Model simplifies risk and return assessment by using a single market 

index as a proxy for systematic risk. It's a useful tool for estimating the risk and expected return of 

individual assets and for building diversified portfolios that align with an investor's risk tolerance 

and objectives. However, it is based on certain assumptions that may not fully capture the 

complexities of real-world financial markets. 
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The Capital Asset Pricing Model (CAPM) 

The Capital Asset Pricing Model (CAPM) is a financial framework that provides a way to 

assess the expected return on an investment based on its risk relative to the overall market. CAPM 

is a fundamental concept in finance and plays a critical role in estimating the appropriate required 

rate of return for an investment. Here are the key components of the Capital Asset Pricing Model: 

1. Expected Return on an Investment (Ri): 

 Ri represents the expected return on a specific investment or asset. It is the primary 

focus of the CAPM. 

2. Risk-Free Rate (Rf): 

 The risk-free rate (Rf) is the theoretical return an investor can earn with no risk of 

financial loss. In practice, it is often approximated by the yield on short-term 

government bonds, such as U.S. Treasury bills. 

3. Market Return (Rm): 

 Rm represents the expected return of the overall market, typically approximated by 

a broad market index like the S&P 500. 

4. Beta (β): 

 Beta is a measure of an asset's or investment's sensitivity to market movements. It 

quantifies the asset's systematic risk, which is the risk associated with market 

movements. 

 A beta of 1 indicates that the asset's returns move in line with the market. 

 A beta greater than 1 suggests that the asset is more volatile than the market. 

 A beta less than 1 indicates that the asset is less volatile than the market. 

5. Equation: 

 The CAPM equation is expressed as follows: 

Ri = Rf + βi(Rm - Rf)  

 Where: 
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 Ri is the expected return on the investment. 

 Rf is the risk-free rate. 

 βi is the beta of the investment. 

 Rm is the expected return of the market. 

6. Risk Premium: 

 The term (Rm - Rf) in the CAPM equation is known as the market risk premium. It 

represents the additional return investors expect for taking on the systematic risk 

associated with the market. 

7. Required Rate of Return: 

 In the context of CAPM, the expected return (Ri) serves as the required rate of 

return for an investment. It is the minimum return an investor should expect based 

on the asset's beta and the market risk premium. 

8. Systematic vs. Unsystematic Risk: 

 CAPM focuses on systematic risk, which is risk that cannot be eliminated through 

diversification. Unsystematic risk, which is specific to an individual investment, is 

not considered in this model. 

9. Assumptions: 

 CAPM is built on several key assumptions, including the assumption that investors 

are rational and risk-averse, that all information is available to all investors 

simultaneously, and that markets are efficient. 

10. Applications: 

 CAPM is widely used in financial analysis to evaluate the potential returns of 

investments, to determine the appropriate discount rate for valuation models, and 

to make investment decisions, especially in the context of portfolio management. 

CAPM is a foundational concept in finance and provides a simple yet powerful framework 

for estimating expected returns on investments based on their sensitivity to market risk. It is a 
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valuable tool for investors, financial analysts, and portfolio managers when assessing and 

comparing the risk-adjusted return potential of different assets and making investment decisions. 
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Arbitrage Pricing Theory (APT) 

Arbitrage Pricing Theory (APT) is a financial theory that provides a framework for 

understanding the relationship between the expected returns of financial assets and their exposure 

to various risk factors. APT was developed by economist Stephen Ross in the 1970s and is an 

alternative to the Capital Asset Pricing Model (CAPM) for determining the required rate of return 

for assets. APT is based on the law of one price and the idea that any deviations from this law will 

create arbitrage opportunities, allowing investors to make risk-free profits. Here are the key 

components of APT: 

1. Factors and Factor Sensitivities: 

 APT posits that the returns of financial assets are influenced by multiple risk 

factors. These factors could be macroeconomic variables, such as interest rates, 

inflation, or GDP growth, as well as industry-specific variables. 

 APT does not specify a fixed set of factors, but rather, the factors and their 

importance are determined empirically based on the data and the specific market 

conditions. 

2. Factor Sensitivities (Betas): 

 APT uses factor sensitivities, often referred to as betas, to measure an asset's 

exposure to these risk factors. Each asset's expected return can be modeled as a 

linear function of its factor sensitivities: 

scssCopy code 

E(Ri) = Rf + Bi1F1 + Bi2F2 + ... + BikFk  

Where: 

 E(Ri) is the expected return of asset i. 

 Rf is the risk-free rate. 

 Bi1, Bi2, ..., Bik are the sensitivities (betas) of the asset to risk factors 1, 2, ..., k. 

 F1, F2, ..., Fk are the risk factors themselves. 

3. Arbitrage and Arbitrage Opportunities: 
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 APT is built on the idea that, in an efficient market, any mispricing or deviation 

from an asset's expected return based on its factor sensitivities will create an 

arbitrage opportunity. 

 Arbitrageurs can exploit these opportunities to earn risk-free profits and, in doing 

so, will drive the asset's price back to its fair value, eliminating the arbitrage 

opportunity. 

4. No-Arbitrage Principle: 

 APT is grounded in the no-arbitrage principle, which asserts that, in a well-

functioning and efficient market, prices will adjust quickly to eliminate arbitrage 

opportunities. 

 As such, APT is consistent with the efficient market hypothesis, which assumes 

that asset prices fully reflect all available information. 

5. Applications: 

 APT is used for asset pricing, risk management, and portfolio management. It 

provides a flexible framework for estimating expected returns and pricing assets, 

making it applicable in various financial contexts. 

6. Data-Driven and Empirical: 

 APT is data-driven and does not rely on any specific economic model. The factors 

and factor sensitivities are estimated from historical data, making it a more 

empirical approach compared to CAPM. 

In summary, Arbitrage Pricing Theory is a financial framework that models the relationship 

between the expected returns of financial assets and their exposure to various risk factors. It does 

not rely on a single factor (as in CAPM) but allows for multiple factors and factor sensitivities, 

which are determined empirically. APT is built on the concept of arbitrage and the no-arbitrage 

principle, emphasizing the efficiency of financial markets. It is a valuable tool for asset pricing 

and risk management in finance. 
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Unit – III 

Bond Valuation 

Classification of Fixed Income Securities 

Fixed income securities are debt instruments that pay a fixed or variable interest rate and return 

the principal amount to the investor at maturity. They are typically considered lower-risk 

investments compared to equities, making them popular choices for income-oriented investors. 

Fixed income securities can be classified in various ways based on several factors. Here are some 

common classifications: 

1. Issuer Type: 

o Government Bonds: Issued by governments (e.g., U.S. Treasuries, municipal 

bonds). 

o Corporate Bonds: Issued by corporations to raise capital. 

o Municipal Bonds: Issued by state and local governments for funding public 

projects. 

o Agency Bonds: Issued by government-sponsored entities (e.g., Fannie Mae, 

Freddie Mac). 

2. Maturity: 

o Short-Term: Typically mature within one to five years. 

o Intermediate-Term: Maturities between 5 and 10 years. 

o Long-Term: Maturities typically over 10 years. 

3. Interest Rate Type: 

o Fixed-Rate Bonds: Pay a fixed interest rate throughout the bond's life. 

o Variable-Rate Bonds (Floating-Rate): Interest rates change periodically based 

on a benchmark rate. 

o Zero-Coupon Bonds: Do not pay periodic interest but are issued at a discount to 

their face value and pay the face value at maturity. 

4. Credit Quality: 

o Investment Grade: Issued by financially stable entities with low default risk. 

o High-Yield (Junk) Bonds: Issued by riskier companies with higher default risk, 

offering higher yields to compensate investors. 

5. Secured vs. Unsecured: 
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o Secured Bonds: Backed by specific assets (collateral) that can be liquidated in 

case of default. 

o Unsecured Bonds: Not backed by specific collateral, relying on the issuer's 

creditworthiness. 

6. Callable vs. Non-Callable: 

o Callable Bonds: The issuer can redeem (call) the bond before maturity. 

o Non-Callable Bonds: Cannot be redeemed by the issuer before maturity. 

7. Convertibility: 

o Convertible Bonds: Can be converted into a specified number of the issuer's 

common shares. 

o Non-Convertible Bonds: Cannot be converted into equity. 

8. Currency: 

o Domestic Bonds: Issued in the investor's home country currency. 

o Foreign Bonds: Issued in a foreign currency. 

9. Inflation Protection: 

o Inflation-Linked Bonds (TIPS): Adjust interest payments and principal for 

inflation. 

o Regular Fixed-Rate Bonds: Do not adjust for inflation. 

10. Tax Status: 

o Taxable Bonds: Interest is subject to income tax. 

o Tax-Exempt Bonds: Interest is tax-free at the federal, state, or local level, often 

used for municipal bonds. 

11. Geographic Location: 

o Domestic Bonds: Issued in the investor's home country. 

o International Bonds: Issued in foreign countries. 

12. Industry Sector: 

o Some bonds are tied to specific industries, such as utility bonds or healthcare 

bonds. 

13. Marketability and Liquidity: 

o Some bonds are more liquid and actively traded in the secondary market, while 

others may be less so. 
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Types of Bonds 

Bonds are fixed-income securities that represent a loan made by an investor to a borrower 

(typically a government, municipality, or corporation). Bonds pay periodic interest to the 

investor and return the principal amount at maturity. There are various types of bonds, each with 

its own unique characteristics. Here are some of the most common types: 

1. Government Bonds: 

o Treasury Bonds: Issued by the U.S. Department of the Treasury, considered one 

of the safest investments. 

o Municipal Bonds: Issued by state and local governments to fund public projects, 

often providing tax advantages. 

o Savings Bonds: Non-tradable bonds issued by the U.S. government for individual 

investors. 

2. Corporate Bonds: 

o Investment-Grade Bonds: Issued by financially stable companies with low 

default risk. 

o High-Yield (Junk) Bonds: Issued by riskier companies with higher default risk, 

offering higher yields. 

o Convertible Bonds: Allow bondholders to convert their bonds into common 

stock of the issuing corporation. 

3. International Bonds: 

o Foreign Bonds: Issued by foreign governments or corporations in a currency 

different from that of the investor. 

o Eurobonds: Bonds issued in a currency other than the currency of the country 

where they are sold. 

4. Mortgage-Backed Securities (MBS): 

o Securities backed by a pool of mortgages. These include Government National 

Mortgage Association (GNMA), Federal National Mortgage Association (Fannie 

Mae), and Federal Home Loan Mortgage Corporation (Freddie Mac) bonds. 

5. Asset-Backed Securities (ABS): 

o Backed by a pool of various types of assets, such as auto loans, credit card 

receivables, or student loans. 

6. Municipal Bonds: 
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o General Obligation (GO) Bonds: Backed by the issuer's full faith and credit and 

supported by taxation. 

o Revenue Bonds: Backed by the revenue generated from specific projects (e.g., 

toll roads, airports). 

7. Zero-Coupon Bonds: 

o Bonds that do not pay periodic interest but are issued at a discount to their face 

value and pay the face value at maturity. 

8. Inflation-Linked Bonds (TIPS): 

o Bonds that adjust their principal and interest payments for inflation, providing 

protection against rising prices. 

9. Callable Bonds: 

o Bonds that can be redeemed by the issuer before their maturity date, often at a 

predetermined call price. 

10. Floating-Rate Bonds: 

o Bonds with variable interest rates tied to a benchmark rate, making them less 

sensitive to interest rate changes. 

11. Green Bonds: 

o Issued to fund environmentally friendly projects, and the proceeds are used for 

climate or environmentally sustainable initiatives. 

12. Sustainability Bonds: 

o Similar to green bonds, they fund projects with both environmental and social 

benefits. 

13. Catastrophe Bonds (Cat Bonds): 

o Issued by insurance companies and designed to transfer risk associated with 

natural disasters to investors. 

14. Foreign Currency Bonds: 

o Bonds issued in a foreign currency, subject to exchange rate risk. 

15. Perpetual Bonds: 

o Bonds with no fixed maturity date, paying interest indefinitely. 
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Interest rates 

Interest rates are a fundamental component of the financial system and play a crucial role in the 

economy. They represent the cost of borrowing money or the return on investment for lending or 

saving. Interest rates are determined by various factors and can take on different forms. Here are 

some key aspects of interest rates: 

1. Nominal Interest Rate: 

o The nominal interest rate, also known as the stated interest rate, is the rate at 

which money is either borrowed or invested. It does not account for inflation. 

2. Real Interest Rate: 

o The real interest rate takes inflation into account. It represents the actual 

purchasing power of the interest earned or paid. 

3. Factors Influencing Interest Rates: 

o Monetary Policy: Central banks, such as the Federal Reserve in the United 

States, can influence interest rates by adjusting the federal funds rate or other 

policy rates. 

o Inflation: Inflation erodes the purchasing power of money, so higher inflation 

tends to result in higher nominal interest rates. 

o Economic Conditions: Interest rates can rise in times of economic growth and 

fall during recessions. 

o Supply and Demand: The supply of and demand for credit in the financial 

markets affect interest rates. 

o Risk: Riskier borrowers may face higher interest rates to compensate lenders for 

the increased risk. 

o Time Horizon: Longer-term loans typically have higher interest rates than short-

term loans. 

4. Types of Interest Rates: 

o Prime Rate: The interest rate at which banks lend to their most creditworthy 

customers. 

o Federal Funds Rate: The rate at which banks lend to each other overnight, often 

influenced by the central bank. 

o Mortgage Rates: Interest rates on home loans. 

o Credit Card Rates: The rates charged by credit card companies on outstanding 

balances. 
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o Savings Account Rates: The interest rate offered on savings accounts and 

certificates of deposit (CDs). 

5. Fixed vs. Variable Interest Rates: 

o Fixed-Rate: The interest rate remains constant for the entire term of the loan or 

investment. 

o Variable-Rate (Adjustable-Rate): The interest rate can change periodically 

based on a benchmark rate, such as the prime rate or LIBOR. 

6. Yield Curve: 

o The yield curve is a graphical representation of interest rates for various 

maturities, from short-term to long-term. A normal yield curve slopes upward, 

with long-term rates higher than short-term rates. Inverted yield curves, where 

short-term rates are higher than long-term rates, can indicate economic concerns. 

7. Bond Yields: 

o Bonds have yields, which are based on their interest rates and market prices. The 

yield on a bond is the annual interest payment divided by the bond's price. Yield 

is inversely related to bond prices: as bond prices rise, yields fall, and vice versa. 

8. Relationship Between Interest Rates and Investments: 

o Higher interest rates can make bonds and savings accounts more attractive, 

potentially reducing demand for stocks. 

o Lower interest rates can make borrowing more affordable and can stimulate 

economic activity. 

9. Global Interest Rates: 

o Interest rates are set by central banks worldwide, and global economic and 

financial factors can impact interest rates in any given country. 
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Term Structure of Interest Rates 

The term structure of interest rates, often referred to as the yield curve, is a graphical 

representation of the interest rates on financial instruments, typically bonds or debt securities, at 

various maturities. It shows the relationship between interest rates (yields) and the time to 

maturity of bonds with similar credit quality and characteristics. The term structure of interest 

rates provides valuable insights into market expectations, economic conditions, and monetary 

policy. Here are some key points about the term structure of interest rates: 

1. Yield Curve Shapes: 

o Normal Yield Curve: In a normal yield curve, short-term interest rates are lower 

than long-term rates. This shape is typical during periods of economic expansion, 

reflecting higher long-term inflation expectations. 

o Inverted Yield Curve: An inverted yield curve occurs when short-term rates are 

higher than long-term rates. It can be a warning sign of economic recession or 

market uncertainty. 

o Flat Yield Curve: A flat yield curve occurs when short-term and long-term rates 

are nearly equal. It may suggest economic uncertainty or a transitional period. 

o Humped Yield Curve: A humped yield curve has higher interest rates in the 

intermediate maturities, indicating market uncertainty or mixed economic signals. 

2. Factors Affecting the Yield Curve: 

o Expectations of Future Interest Rates: Investors' expectations about future 

interest rate movements significantly influence the yield curve. For instance, if 

investors expect rates to rise in the future, the yield curve may slope upward. 

o Monetary Policy: Central banks can influence the short-term end of the yield 

curve through changes in policy rates, such as the federal funds rate in the U.S. 

o Inflation Expectations: Expectations of future inflation can impact the shape of 

the yield curve. Higher expected inflation may result in higher long-term rates. 

o Economic Conditions: Economic factors, such as GDP growth, unemployment, 

and consumer sentiment, can influence the shape of the yield curve. 

o Market Supply and Demand: Supply and demand for bonds with different 

maturities can also affect the yield curve. 

3. Interpretation of the Yield Curve: 

o A steep yield curve may suggest expectations of strong economic growth. 
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o An inverted yield curve is often seen as a predictor of a future recession, although 

it is not infallible. 

o A flat yield curve can signal uncertainty, while a humped yield curve may reflect 

mixed expectations. 

4. Usefulness for Investors and Policymakers: 

o Investors use the yield curve to make decisions about bond investments, interest 

rate expectations, and portfolio diversification. 

o Central banks and policymakers closely monitor the yield curve to gain insights 

into the state of the economy and to guide monetary policy decisions. 

5. Yield Spread: 

o The yield spread is the difference between the yields on two bonds or other debt 

instruments. For example, the spread between the yield on a 10-year and a 2-year 

Treasury bond is a common indicator of the yield spread. 

6. Forward Rates: 

o The yield curve can also be used to estimate forward interest rates, which are 

interest rates that will prevail at some future time. This is useful for hedging and 

investment strategies. 
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Measuring Bond Yields 

Bond yields represent the income generated by a bond investment and are a critical factor for 

bond investors. There are several ways to measure bond yields, depending on the specific 

characteristics of the bond and the information you need. Here are some common methods for 

measuring bond yields: 

1. Current Yield: 

o The current yield is a simple way to measure a bond's annual interest income as a 

percentage of its current market price. It is calculated as follows: 

Current Yield=Annual Interest Payment/Current Market Price of the Bond×100 

2. Yield to Maturity (YTM): 

o YTM is the total return anticipated on a bond if it is held until it matures. It takes 

into account the bond's current market price, the face value, the coupon interest 

rate, and the time remaining until maturity. YTM considers both the annual 

interest payments and any potential capital gains or losses. Calculating YTM is 

complex and typically requires the use of financial calculators, spreadsheets, or 

specialized software. 

3. Yield to Call (YTC): 

o YTC is similar to YTM but takes into account the possibility that the bond may be 

called (redeemed) by the issuer before its maturity date. It is relevant for callable 

bonds. Calculating YTC can be complex and requires specialized tools. 

4. Yield to Worst (YTW): 

o YTW considers the lowest potential yield that an investor could receive from a 

bond. It accounts for various factors, including the possibility of the bond being 

called, put, or facing other forms of redemption. It is useful when a bond has 

multiple call or put dates. 

5. Yield to Call Date (YTC Date): 

o YTC Date is similar to YTC but focuses on the yield an investor could receive if 

the bond is called on a specific call date. 

6. Running Yield: 

o Running yield is the yield on a bond based on its face value, not its current market 

price. It is calculated as follows: 
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Running Yield=Annual Interest PaymentFace Value of the Bond×100Running Yi

eld=Face Value of the BondAnnual Interest Payment×100 

7. Tax-Equivalent Yield: 

o This is used to compare the yield on taxable bonds to tax-exempt municipal 

bonds. It takes into account the investor's tax rate and the tax advantages of 

municipal bonds. 

8. SEC Yield: 

o The Securities and Exchange Commission (SEC) requires mutual funds to 

disclose a standardized yield figure based on the past 30 days' income. This is 

useful for assessing the yield of bond mutual funds. 

9. Option-Adjusted Yield: 

o This is used for bonds with embedded options, such as callable bonds or 

convertible bonds. It calculates the yield while accounting for the option's 

potential impact on cash flows. 

10. Effective Annual Yield: 

o This yield takes into account the compounding of interest, especially relevant for 

bonds with frequent compounding. 

11. Discount Rate Yield: 

o Used for zero-coupon bonds, this yield is the rate at which the bond is sold at a 

discount to its face value, and it provides the return to maturity. 

 

 

 

 

 

 

 

 

 

 

 



Page 11 of 21 
 

Holding Period Return 

Holding Period Return (HPR), also known as the Holding Period Yield (HPY), is a measure of 

the total return on an investment over a specified holding period. It takes into account not only 

the change in the asset's value (capital gain or loss) but also any income generated from the 

investment, such as interest, dividends, or other distributions. 

The formula for calculating the Holding Period Return is as follows: 

HPR=(P1+D1−P0)/P0×100 

Where: 

 HPR is the Holding Period Return expressed as a percentage. 

 P0 is the initial investment or the initial price of the asset. 

 P1 is the final value or price of the asset at the end of the holding period. 

 D1 represents any income or distributions received during the holding period, such as 

interest, dividends, or other earnings. 

Here's a breakdown of the components: 

 Capital Gain or Loss (P1−P0): This represents the change in the price of the asset over 

the holding period. If the final price is higher than the initial price, it's a capital gain; if 

it's lower, it's a capital loss. 

 Income or Distributions (D1): This component accounts for any earnings or cash flows 

generated by the investment during the holding period. It includes interest, dividends, 

rental income, or any other income associated with the investment. 

Holding Period Return is useful for investors to evaluate the performance of their investments 

over a specific period, taking into account both the capital appreciation and the income 

generated. It's a straightforward way to assess the total return on an investment, helping investors 

make informed decisions about their portfolio. 
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Bond pricing theorems 

Bond pricing theorems, also known as bond valuation theorems, are fundamental principles used 

to determine the theoretical or fair market price of fixed-income securities, such as bonds. These 

theorems provide a framework for understanding how bond prices are calculated, taking into 

account factors like interest rates, coupon payments, and time to maturity. Two of the most well-

known bond pricing theorems are: 

Present Value Theorem: 

 The Present Value Theorem states that the price of a bond is the present value of all 

expected future cash flows generated by the bond, discounted at an appropriate discount 

rate. 

 Mathematically, it can be expressed as:  

P=C/r(1−(1/1+r)n+(F/1+r)n 

 PP = Current price or value of the bond. 

 CC = Annual coupon payment. 

 rr = Appropriate discount rate (required yield or interest rate). 

 nn = Number of years until the bond matures. 

 FF = Face value or par value of the bond. 

 The theorem emphasizes that the value of a bond is determined by the present value of its 

future cash flows, consisting of both coupon payments and the principal repayment at 

maturity. 
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Interest Rate Parity Theorem (IRP): 

 The Interest Rate Parity Theorem is applicable in the context of foreign exchange markets 

and interest rate differentials. It states that the difference in interest rates between two 

countries should be reflected in the forward exchange rate. 

 In the context of bond pricing, the IRP theorem helps explain how interest rate differentials 

impact bond prices in different currencies. If interest rates in one country are higher than 

another, it can affect the pricing of bonds issued in those countries 

Bond duration 

Bond duration is a measure of the sensitivity of a bond's price to changes in interest rates. It's a 

critical concept in fixed-income investing because it helps investors understand how bond prices 

are likely to change in response to interest rate fluctuations. Duration is expressed in terms of 

years and represents the weighted average time it takes for an investor to receive the bond's cash 

flows, including both coupon payments and the return of principal. 

Here are the key points about bond duration: 

1. Macaulay Duration: 

o Macaulay Duration is the most commonly used measure of bond duration. It is 

calculated as the weighted average time until a bond's cash flows (coupon 

payments and principal) are received. The formula for Macaulay Duration is as 

follows: D=∑t=1nt⋅CFt(1+y)t 

 DD is the Macaulay Duration. 

 tt represents each time period (1, 2, 3, ..., n). 

 CFtCFt is the cash flow (coupon payment or principal repayment) in time 

period tt. 

 yy is the yield to maturity (YTM) or the required rate of return. 

2. Interpretation: 

o Macaulay Duration represents the time it takes for an investor to recover their 

initial investment in present value terms. It provides a useful estimate of the 

bond's sensitivity to interest rate changes. 

o For example, if a bond has a Macaulay Duration of 5 years, it means the investor 

will recoup the initial investment in approximately 5 years, assuming a constant 

discount rate. 
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3. Key Characteristics: 

o The longer the Macaulay Duration, the greater the bond's price sensitivity to 

changes in interest rates. Longer-duration bonds tend to have larger price changes 

in response to interest rate movements. 

o Zero-coupon bonds have a Macaulay Duration equal to their time to maturity, as 

they have only one cash flow at maturity. 

4. Modified Duration: 

o Modified Duration is a measure of a bond's price sensitivity to changes in yield, 

expressed in percentage terms. It is calculated by dividing the Macaulay Duration 

by 1+y1+y, where yy is the yield to maturity. 

Modified Duration=D1+yModified Duration=1+yD 

o Modified Duration is a useful tool for estimating the percentage change in a 

bond's price for a given change in yield. 

5. Yield Duration: 

o Yield Duration is a measure of the sensitivity of a bond's price to changes in 

yield. It is similar to Modified Duration but is expressed in price change per 1% 

change in yield. 

6. Convexity: 

o While duration measures the linear relationship between bond prices and yields, it 

has limitations. Convexity is a measure that accounts for the curvature in the bond 

price-yield relationship. Bonds with higher convexity are less sensitive to interest 

rate changes. 
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Modified Duration 

Modified Duration is a measure of the sensitivity of a bond's price to changes in yield or interest 

rates. It provides investors with an estimate of how much a bond's price is likely to change in 

response to a 1% change in yield. This measure is expressed in percentage terms and is a useful 

tool for managing interest rate risk in a bond portfolio. 

The formula for calculating Modified Duration is as follows: 

Modified Duration=1P×∑t=1nt⋅CFt(1+y)t 

Where: 

 Modified DurationModified Duration is the modified duration of the bond. 

 PP is the current market price of the bond. 

 tt represents each time period (1, 2, 3, ..., n). 

 CFtCFt is the cash flow (coupon payment or principal repayment) in time period tt. 

 yy is the yield to maturity (YTM) or the required rate of return. 
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Active and passive bond management strategies 

Active and passive bond management strategies are two distinct approaches that investors can 

employ when building and managing a fixed-income portfolio. These strategies differ in terms of 

their investment objectives, the level of involvement required, and their expected returns. Here's 

an overview of active and passive bond management strategies: 

Passive Bond Management: 

1. Objective: 

o The primary goal of passive bond management is to replicate the performance of 

a specific bond market index or benchmark. The objective is to match the index's 

returns rather than outperform it. 

2. Investment Approach: 

o Passive bond management typically involves investing in a diversified portfolio of 

bonds that mirror the composition and duration of a designated bond index, such 

as the Barclays U.S. Aggregate Bond Index. 

o The portfolio is structured to closely mimic the risk and return characteristics of 

the index, with minimal deviation. 

3. Strategy: 

o Passive bond managers focus on minimizing tracking error, which is the deviation 

of the portfolio's returns from the benchmark's returns. They aim to closely track 

the benchmark's performance by replicating its bond holdings. 

o There is little trading and portfolio turnover, as the manager's goal is to maintain a 

close alignment with the benchmark index. 

4. Advantages: 

o Lower management fees: Passive bond management strategies are generally 

associated with lower expense ratios because there is limited active decision-

making. 

o Consistency: Passive strategies provide a predictable and stable investment 

approach based on the index's composition. 

5. Disadvantages: 

o Limited potential for outperformance: Passive strategies are designed to match the 

benchmark's returns, so they do not seek to outperform the market. 
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o Inflexibility: Passive strategies may not adapt to changing market conditions or 

take advantage of potential opportunities. 

Active Bond Management: 

1. Objective: 

o Active bond management aims to outperform a benchmark or index. Portfolio 

managers employ active strategies to achieve higher returns, often by taking on 

more risk or seeking mispriced bonds. 

2. Investment Approach: 

o Active bond managers make individual bond selections and strategic allocations 

based on their own analysis, research, and market forecasts. They may deviate 

from the benchmark's composition to capitalize on perceived opportunities. 

3. Strategy: 

o Active bond managers engage in frequent trading and portfolio adjustments. They 

may make tactical asset allocation decisions, adjust sector weights, and selectively 

pick bonds with the potential for higher returns. 

o The active manager's strategy may involve sector rotation, duration management, 

and credit quality selection, among other tactics. 

4. Advantages: 

o Potential for outperformance: Active managers seek to generate returns that 

surpass the benchmark, especially during market anomalies or changing economic 

conditions. 

o Flexibility: Active management allows for adjustments in response to market 

developments and shifts in interest rates. 

5. Disadvantages: 

o Higher management fees: Active bond management often comes with higher fees 

compared to passive strategies due to the need for research, analysis, and active 

trading. 

o Risk: Active management may involve taking on more risk, and there's no 

guarantee of outperformance. Poor decisions or market volatility can lead to 

underperformance. 

 



Page 18 of 21 
 

Bond immunization 

Bond immunization is an investment strategy designed to minimize interest rate risk for bond 

portfolios. It involves constructing a bond portfolio in such a way that the portfolio's value will 

be relatively insensitive to changes in interest rates, or "immunized" against interest rate 

fluctuations. The primary goal of bond immunization is to ensure that the portfolio will be worth 

at least a specified amount (the immunization target or liability) at a specific future date, 

regardless of interest rate movements. 
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Bond Volatility 

Bond volatility refers to the degree of fluctuation or price movements in the market value of a 

bond in response to changes in interest rates. It is an essential concept for bond investors as it 

helps assess the risk associated with owning a particular bond or bond portfolio. Here are key 

points related to bond volatility: 

1. Inverse Relationship with Interest Rates: 

o Bond prices and interest rates have an inverse relationship. When interest rates 

rise, bond prices typically fall, and when interest rates fall, bond prices generally 

rise. The extent of price movement depends on bond volatility. 

2. Factors Affecting Bond Volatility: 

o Several factors influence a bond's volatility, including its time to maturity, coupon 

rate, and the level of interest rates. Generally: 

 Longer-term bonds tend to be more volatile than shorter-term bonds 

because they are exposed to interest rate risk over a longer period. 

 Lower-coupon bonds tend to be more sensitive to interest rate changes 

compared to higher-coupon bonds because they rely more on price 

appreciation for returns. 

3. Modified Duration and Volatility: 

o Modified Duration is a measure of a bond's sensitivity to interest rate changes. 

Bonds with higher modified durations are typically more volatile, meaning their 

prices will change more in response to interest rate fluctuations. 

4. Managing Bond Volatility: 

o Bond investors can manage or mitigate bond volatility by diversifying their bond 

holdings, selecting bonds with shorter maturities, and choosing bonds with 

coupon rates that align with their risk tolerance 
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Bond Convexity: 

Bond convexity is a measure of how the price of a bond changes in response to changes in 

interest rates. Unlike modified duration, which provides a linear estimate of price changes for a 

given change in interest rates, bond convexity accounts for the curvature in the bond price-yield 

relationship. Here are key points related to bond convexity: 

1. Positive Convexity: 

o Most bonds exhibit positive convexity, which means that as interest rates change, 

the bond's price response is not purely linear. Bond prices tend to rise at a 

decreasing rate as yields fall and fall at a decreasing rate as yields rise. 

2. Role of Bond Convexity: 

o Bond convexity provides a more accurate estimate of bond price changes, 

especially for larger interest rate movements. It can help bond investors better 

understand the potential price impact of interest rate changes beyond what 

modified duration alone would suggest. 

3. Mathematical Definition: 

o The formula for bond convexity involves the second derivative of the bond's 

price-yield relationship: C=1P⋅∂2P∂y2C=P1⋅∂y2∂2P Where: 

 CC is the bond's convexity. 

 PP is the bond's price. 

 yy is the yield (interest rate). 

4. Use in Risk Management: 

o Bond convexity is important for risk management, as it provides a more 

comprehensive assessment of a bond's sensitivity to interest rate changes. It can 

help investors make more informed decisions about their bond portfolios. 

5. Convexity and Prepayment Risk: 

o In the case of mortgage-backed securities (MBS), which are subject to 

prepayment risk, the relationship between bond prices and interest rates can be 

more complex due to the potential for changes in prepayment speeds. Convexity 

can help investors understand this relationship. 

In summary, bond volatility measures how bond prices react to changes in interest rates, with 

factors such as time to maturity and coupon rate influencing this relationship. Bond convexity, 

on the other hand, provides a more accurate measure of how bond prices change in response to 
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interest rate changes, especially for larger movements. Both concepts are valuable for bond 

investors in managing interest rate risk and making informed investment decisions. 
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Unit – IV: Equity Valuation 

In finance and investing, intrinsic value and market value are two important concepts used to 

evaluate the worth of an asset, typically a stock, bond, or real estate. They represent different 

ways of assessing the value of an asset, and their calculations and implications can vary. 

Intrinsic Value: 

1. Definition: Intrinsic value refers to the actual inherent worth of an asset, often calculated 

through fundamental analysis. It is an estimate of an asset's true value, considering its 

underlying characteristics such as earnings, dividends, growth potential, cash flow, and 

other qualitative and quantitative factors. 

2. Calculation: Determining intrinsic value involves various methods, such as discounted 

cash flow (DCF) analysis, dividend discount model (DDM), or earnings multiples (like 

P/E ratio) to estimate the present value of expected future cash flows or earnings of the 

asset. 

3. Use: Investors who follow a value investing strategy often focus on finding assets whose 

market prices are below their calculated intrinsic values. They believe that purchasing 

assets trading below their intrinsic values may lead to long-term profitability once the 

market recognizes and corrects the price to align with the asset's intrinsic worth. 

Market Value: 

1. Definition: Market value, also known as market capitalization in the case of stocks, is the 

current price at which an asset is being traded in the open market. It is determined by the 

forces of supply and demand and reflects what investors are willing to pay for the asset at 

a given time. 

2. Calculation: Market value is straightforward to determine – it's the current market price 

of an asset, which can fluctuate frequently based on various factors like market 

sentiment, economic conditions, company news, and overall market trends. 

3. Use: Investors and traders often use market value to make decisions about buying, 

selling, or holding assets. It's a reflection of how the market perceives the value of the 

asset at any particular moment. 
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Key Differences: 

1. Basis of Calculation: Intrinsic value is calculated based on fundamental analysis, 

projecting future cash flows or earnings, while market value is determined by the current 

price in the market. 

2. Time Horizon: Intrinsic value is often considered a long-term assessment, focusing on 

the fundamental worth of an asset over time, while market value can change frequently, 

even within a single trading day, influenced by short-term market dynamics. 

3. Investment Strategy: Investors seeking undervalued assets tend to focus on intrinsic 

value, while traders and those following a more short-term approach pay attention to 

market value for quick buying or selling decisions. 

Both intrinsic value and market value play essential roles in investment analysis, offering 

different perspectives on an asset's worth. Investors often use a combination of both to make 

informed decisions based on their investment goals and strategies. 

Equity Valuation Models 

Equity valuation models are techniques used to estimate the intrinsic value of a company's stock. These 

models help investors, analysts, and financial professionals evaluate stocks by considering various 

factors, such as the company's financial performance, future prospects, market conditions, and economic 

outlook. Here are some commonly used equity valuation models: 

 Discounted Cash Flow Techniques,  

 Dividend Discount Models (DDM),  

 Growth Rate cases for DDM, 

 Free Cash Flow Valuation Approaches 

 , Relative Valuation Techniques, 

 Earnings Multiplier Approach, 

 Price/ Earnings,  

 Price/ Book Value,  

 Price/ Sales Ratio,  

 EVA 
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Discounted Cash Flow (DCF) Model: 

 Description: DCF is a fundamental valuation method that estimates the present value of a 

company's future cash flows. It involves forecasting future cash flows and discounting 

them back to their present value using a discount rate (often the weighted average cost of 

capital - WACC). 

 Formula: DCF=∑t=1nCFt(1+r)tDCF=∑t=1n(1+r)tCFt Where CFtCFt is the cash flow in 

year tt, rr is the discount rate, and nn is the number of years in the projection. 

 Use: It's a widely used method in valuation, but it requires detailed financial projections 

and assumptions. 

Dividend Discount Models & Growth rate Cases 

Dividend Discount Models (DDM) is valuation methods used to estimate the intrinsic value of a 

stock by considering its future dividends. The basic principle behind DDM is that the present 

value of all future dividends represents the true worth of a stock. DDM assumes that the value of 

a stock is the sum of all its expected future dividend payments discounted back to their present 

value. 

There are different types of Dividend Discount Models: 

1. Gordon Growth Model (Constant Growth DDM): 

The Gordon Growth Model is one of the simplest forms of DDM and assumes that dividends will 

grow at a constant rate indefinitely. The formula is: 

P=D0×(1+g)r−gP=r−gD0×(1+g) 

Where: 

 PP = Price of the stock 

 D0D0 = Most recent dividend paid 

 rr = Required rate of return (cost of equity) 

 gg = Constant growth rate of dividends 

This model assumes that the dividends will grow at a constant rate gg perpetually. 
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2. Two-Stage or Multistage Growth DDM: 

This model accommodates companies with different growth rates over different periods. It 

assumes a higher growth rate initially, followed by a lower, more stable growth rate in the long 

run. The formula for this model involves discounting dividends in the high-growth phase and the 

stable-growth phase separately. 

3. Zero Growth DDM: 

This DDM assumes that dividends will remain constant indefinitely. It is applied to companies 

that have matured and don't expect to increase dividends. 

4. Variable Growth DDM: 

Variable Growth DDM models accommodate companies experiencing changing dividend growth 

rates. These models often involve segmenting growth phases into distinct periods, each with its 

growth rate. 

Factors and Considerations: 

 Risk and Required Rate of Return: Higher risk may lead to a higher required rate of 

return, which lowers the present value of future dividends. 

 Growth Rate: Estimating an appropriate growth rate is crucial in DDM. Companies may 

experience different growth rates at various stages of their lifecycle. 

 Dividend Stability: Companies with consistent and predictable dividend payments are 

more suitable for DDM. 

 Assumptions: DDM heavily relies on assumptions regarding future dividends, which can 

be uncertain. 

Free Cash Flow Valuation Approaches 

Free Cash Flow (FCF) valuation approaches are methods used to determine the intrinsic value of 

a company by analyzing its ability to generate free cash flow. Free cash flow represents the cash 

generated by a company after accounting for operating expenses, capital expenditures, and 

changes in working capital. 

There are two primary Free Cash Flow valuation approaches: 
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1. Free Cash Flow to Equity (FCFE) Valuation: 

FCFE is the cash available to the company's equity shareholders after meeting all operating 

expenses, capital expenditures, and debt obligations. The valuation involves discounting the 

projected FCFE to its present value using a required rate of return (cost of equity). 

The formula for FCFE valuation is: 

FCFE=Net Income+Non-

cash expenses−Capital Expenditure−Change in Working Capital−Debt Repayment+New Debt Is

suedFCFE=Net Income+Non-

cash expenses−Capital Expenditure−Change in Working Capital−Debt Repayment+New Debt Is

sued 

Then, the discounted FCFE is calculated as: 

Value of Equity=∑FCFEt(1+r)tValue of Equity=∑(1+r)tFCFEt 

Where: 

 FCFE: Free Cash Flow to Equity 

 rr: Required rate of return (cost of equity) 

 tt: Time period 

2. Free Cash Flow to Firm (FCFF) Valuation: 

FCFF is the cash generated by the company's operations after accounting for all expenses, 

including both equity and debt holders. It is the cash flow available to all investors, including 

bondholders and equity shareholders. The valuation involves discounting the projected FCFF to 

its present value using the weighted average cost of capital (WACC). 

The formula for FCFF valuation is: 

FCFF=EBIT×(1−T)+Depreciation−Capital Expenditure−Change in Working CapitalFCFF=EBI

T×(1−T)+Depreciation−Capital Expenditure−Change in Working Capital 

Then, the discounted FCFF is calculated as: 

Enterprise Value=∑FCFFt(1+WACC)tEnterprise Value=∑(1+WACC)tFCFFt 
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Where: 

 FCFF: Free Cash Flow to Firm 

 EBIT: Earnings Before Interest and Taxes 

 T: Tax rate 

 WACC: Weighted Average Cost of Capital 

Considerations for Free Cash Flow Valuation Approaches: 

 Growth Projections: Accurate estimation of future FCF based on revenue growth, 

margins, and capital expenditure projections. 

 Discount Rate: The selection of the appropriate discount rate (cost of equity or WACC) 

is crucial as it reflects the risk associated with the investment. 

 Terminal Value: Estimating the terminal value at the end of the explicit forecast period 

is essential in both FCFE and FCFF valuations. 

 Assumptions and Sensitivity Analysis: Sensitivity to changes in growth rates, discount 

rates, or terminal value assumptions should be analyzed to understand the range of 

possible valuations. 

Free Cash Flow valuation approaches provide insights into a company's ability to generate cash 

and its potential value. However, they require detailed financial projections and careful 

consideration of various factors impacting future cash flows. These methods are often used in 

combination with other valuation techniques for a more comprehensive assessment of a 

company's worth. 
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Relative Valuation Techniques 

Relative valuation techniques are methods used to determine the value of an asset by comparing it to 

similar assets in the same market or industry. Rather than evaluating the absolute intrinsic value of an 

asset, these techniques assess the asset's value in relation to its peers or benchmarks. Several common 

relative valuation techniques include: 

1. Earnings Multiples Approach: 

a. Price/Earnings (P/E) Ratio: 

 Compares a company's stock price to its earnings per share. 

 Calculated as: P/E Ratio=Price per share/Earnings per share 

 A higher P/E ratio may indicate that investors are willing to pay more for each unit of 

earnings. 

b. Price/Earnings to Growth (PEG) Ratio: 

 Incorporates a company's growth rate alongside the P/E ratio. 

 Calculated as: PEG Ratio=P/E Ratio Annual EPS   

 Helps assess whether a company's stock is overvalued or undervalued relative to its 

growth prospects. 

2. Price/Book Value Ratio (P/B Ratio): 

 Compares a company's stock price to its book value per share. 

 Calculated  as: P/B Ratio=Price per share/Book value per share 

  Indicates whether a stock is trading above or below its accounting book value. 

3. Price/Sales Ratio (P/S Ratio): 

 Measures a company's stock price relative to its revenue per share. 

 Calculated as: P/S Ratio=Price per share/ Revenue per share  

 Evaluates how the market values a company's sales 
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Earnings Multiplier Approach 

The earnings multiplier approach is a valuation method that uses ratios or multiples based on a 

company's earnings to determine its value. It involves comparing a company's earnings to its 

market price and is commonly used in relative valuation techniques. The approach relies on the 

idea that investors are willing to pay a certain multiple of a company's earnings for its stock. 

Types of Earnings Multiples: 

1. Price/Earnings (P/E) Ratio: 

 Calculation: Compares a company's stock price to its earnings per share (EPS). 

 Formula: 

P/E Ratio=Price per shareEarnings per shareP/E Ratio=Earnings per sharePrice per share 

 Interpretation: Indicates how much investors are willing to pay for each dollar of the 

company's earnings. A higher P/E ratio may imply higher growth expectations or 

overvaluation. 

2. Price/Earnings to Growth (PEG) Ratio: 

 Calculation: Factors in a company's growth rate alongside the P/E ratio. 

 Formula: 

PEG Ratio=P/E RatioAnnual EPS GrowthPEG Ratio=Annual EPS GrowthP/E Ratio 

 Interpretation: Helps assess whether a company's stock is overvalued or undervalued 

relative to its growth prospects. A lower PEG ratio might suggest a better value for 

growth stocks. 

Advantages of Earnings Multiples Approach: 

1. Simplicity: Earnings multiples are easy to calculate and understand, making them widely 

used by investors and analysts. 

2. Comparison Across Companies: Enables comparisons of valuation among companies 

within the same industry or sector. 
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3. Quick Assessment: Provides a quick snapshot of how the market values a company 

relative to its earnings. 

Limitations of Earnings Multiples Approach: 

1. Variability: Multiples can fluctuate based on market sentiment, industry trends, and 

economic conditions, making them less reliable during market volatility. 

2. Incomplete Picture: Multiples may not consider the full financial health or growth 

potential of a company. 

3. Different Accounting Practices: Differences in accounting methods across companies 

may distort comparability. 

The Price/Earnings ratio (P/E ratio) 

The Price/Earnings ratio (P/E ratio) is a financial metric used to assess a company's valuation by 

comparing its current stock price to its earnings per share (EPS). It is one of the most widely 

used and fundamental metrics in stock valuation and investment analysis. 

Calculation of the Price/Earnings Ratio: 

The formula to calculate the P/E ratio is straightforward: 

              P/E Ratio=Price per Share/Earnings per share  

 Price per Share: The current market price of a single share of the company's stock. 

 Earnings per Share (EPS): the Company’s net income divided by the total number of 

outstanding shares. 

Interpretation of the P/E Ratio: 

 High P/E Ratio: A high P/E ratio might indicate that investors are willing to pay a 

premium for the company's earnings, suggesting expectations of higher future growth. It 

could also suggest overvaluation. 

 Low P/E Ratio: A low P/E ratio may suggest that the company is undervalued relative to 

its earnings, but it could also indicate lower growth expectations or potential financial 

issues. 
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Price/ Book Value 

The Price/Book Value (P/B) ratio is a financial metric used to evaluate a company's stock price 

relative to its book value per share. It compares the market price of a company's stock to its book 

value on the balance sheet. The formula for calculating the P/B ratio is: 

P/B Ratio=Price per ShareBook Value per ShareP/B Ratio=Book Value per SharePrice per Share 

 Price per Share: The current market price of a single share of the company's stock. 

 Book Value per Share: The book value is the total value of a company's assets that 

shareholders would theoretically receive if a company were liquidated, divided by the 

total number of outstanding shares. 

Interpretation of the P/B Ratio: 

 P/B Ratio > 1: A P/B ratio greater than 1 indicates that the stock is trading at a higher 

price than its book value, suggesting the market values the company's assets and earnings 

potential higher than their accounting value. 

 P/B Ratio < 1: A P/B ratio less than 1 implies that the stock is trading at a lower price 

than its book value, potentially indicating that the market values the company below its 

accounting value. This scenario could suggest the stock is undervalued, but it also might 

signal underlying issues or future concerns about the company's assets or earnings. 

Considerations for P/B Ratio: 

1. Comparisons within Industry: Comparing a company's P/B ratio to that of its industry 

peers or the sector average provides a relative valuation perspective. 

2. Asset-Heavy vs. Asset-Light Businesses: P/B ratio might be more relevant for asset-

heavy businesses like manufacturing or banking, where book value has more 

significance. 

3. Quality of Assets: Not all assets are valued equally on the balance sheet. Factors like 

goodwill, intangible assets, and their quality may affect the interpretation of the P/B ratio. 

4. Market Conditions: Market sentiment, industry trends, and economic conditions can 

significantly influence the P/B ratio. 
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Limitations of the P/B Ratio: 

 Limited Accounting Perspective: Book value might not accurately reflect the market 

value of a company's assets or the true economic worth. 

 Intangible Assets: P/B ratio might not account for the value of intangible assets like 

brand reputation, patents, or intellectual property, which could be substantial for certain 

companies. 

 Varying Depreciation Methods: Different depreciation methods or accounting practices 

can distort book values, affecting the reliability of the P/B ratio 

Price/ Sales Ratio 

The Price/Sales (P/S) ratio is a financial metric used to evaluate a company's stock price relative 

to its revenue or sales per share. It compares the market price of a company's stock to its per-

share revenue generated over a specific period. The formula for calculating the P/S ratio is: 

                                P/S Ratio=Price per Share/Sales per Share 

 Price per Share: The current market price of a single share of the company's stock. 

 Sales per Share: Total revenue or sales of the company divided by the total number of 

outstanding shares. 

Interpretation of the P/S Ratio: 

 High P/S Ratio: A higher P/S ratio might indicate that investors are willing to pay more 

for each dollar of the company's sales, potentially suggesting higher growth expectations 

or overvaluation. 

 Low P/S Ratio: A lower P/S ratio may suggest that the company is undervalued relative 

to its sales, but it could also indicate lower growth expectations or potential financial 

issues. 
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Considerations for P/S Ratio: 

1. Industry Comparison: Comparing a company's P/S ratio with its industry peers or 

sector average provides insights into its relative valuation within the industry. 

2. Sales Trends: Historical and projected sales growth trends are crucial in understanding 

the company's revenue-generating potential. 

3. Profitability: The P/S ratio does not consider profitability or margins, so it's essential to 

combine it with other metrics to get a holistic view. 

4. Cyclical Businesses: Some industries or businesses might have seasonal or cyclical sales 

patterns that can affect the P/S ratio's interpretation 

Economic Value Added (EVA) is a financial performance metric that measures a company's true 

economic profit. It is used to assess whether a company has generated value for its shareholders 

by comparing its net operating profit after tax (NOPAT) with the opportunity cost of capital 

invested in the business. 

Calculation of Economic Value Added (EVA): 

EVA is calculated using the following formula: 

EVA=NOPAT−Capital*Cost of Capital 

 Where: 

 NOPAT (Net Operating Profit After Tax): It represents the company's operating profit 

after accounting for taxes but before deducting interest and other financing costs. 

 Capital: The total amount of capital employed by the company, often measured as the 

sum of debt and equity. 

 Cost of Capital: The weighted average cost of capital (WACC), representing the 

opportunity cost of the capital invested in the business. It considers the cost of debt and 

the cost of equity. 

Interpretation of Economic Value Added (EVA): 

 Positive EVA: A positive EVA indicates that the company has generated more profit 

than the cost of its capital. It suggests the company has created value for shareholders and 

exceeded their required rate of return. 
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 Negative EVA: A negative EVA suggests that the company has not generated enough 

profit to cover the cost of its capital. It indicates that the company has not created 

sufficient value, and the investments made have not yielded returns above the required 

rate of return. 

Fundamental analysis 

Fundamental analysis is a method used by investors and analysts to evaluate securities, such as 

stocks, bonds, or commodities, by examining the underlying factors that affect their intrinsic 

value. It involves analyzing the financial, economic, and qualitative aspects of a company or 

asset to determine its potential for investment 

Key Components of Fundamental Analysis: 

1. Financial Statements Analysis: 

o Income Statement: Evaluating a company's revenue, expenses, and profitability 

over a specific period. 

o Balance Sheet: Assessing a company's assets, liabilities, and shareholders' equity 

at a specific point in time. 

o Cash Flow Statement: Analyzing the cash inflows and outflows to understand 

the company's operational efficiency and financial health. 

2. Ratio Analysis: 

o Liquidity Ratios: Assessing a company's ability to meet its short-term 

obligations. 

o Profitability Ratios: Evaluating a company's ability to generate profits from its 

operations. 

o Debt Ratios: Measuring a company's leverage and ability to manage its debt. 

3. Qualitative Factors: 

o Management Quality: Assessing the competence and track record of the 

management team. 

o Industry and Market Analysis: Understanding the industry dynamics, market 

trends, and competitive landscape. 

o Economic Factors: Considering macroeconomic conditions that might impact the 

company's performance. 

4. Valuation Techniques: 
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o Discounted Cash Flow (DCF): Estimating the present value of future cash flows 

to determine the intrinsic value of an asset. 

o Relative Valuation: Comparing a company's valuation metrics (P/E ratio, P/B 

ratio, etc.) to those of its peers or industry averages. 

o Dividend Discount Models (DDM): Valuing a company based on the present 

value of its expected future dividends. 

Steps Involved in Fundamental Analysis: 

1. Gathering Information: Collecting financial statements, annual reports, industry data, 

and news about the company or asset. 

2. Analysis of Financial Statements: Examining the financial health, growth prospects, 

profitability, and stability based on the financial statements. 

3. Ratio Analysis: Calculating and interpreting various financial ratios to assess the 

company's performance and compare it with industry standards. 

4. Economic and Industry Analysis: Understanding macroeconomic factors, market 

trends, competitive landscape, and regulatory changes affecting the company or asset. 

5. Forecasting and Valuation: Estimating future earnings, growth rates, and using 

valuation models to determine the intrinsic value of the investment. 

6. Investment Decision: Making investment decisions based on the findings of the analysis, 

considering factors like risk tolerance, investment horizon, and portfolio diversification. 

 

 

 

 

 

 

Technical analysis 
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Technical analysis is a method used by traders and investors to evaluate securities, such as 

stocks, currencies, commodities, or indices, by analyzing statistical trends, patterns, and 

historical market data. Unlike fundamental analysis, which focuses on examining a company's 

financials and economic factors, technical analysis primarily revolves around studying price 

movements and market behavior to make trading decisions. 

Key Components of Technical Analysis: 

1. Price Charts: 

o Candlestick Charts: Displaying open, high, low, and closing prices over a 

specified period, providing visual insights into market sentiment. 

o Line Charts: Showing price movements by connecting closing prices over time. 

2. Technical Indicators: 

o Moving Averages: Analyzing trends by averaging closing prices over specific 

periods. 

o Relative Strength Index (RSI): Indicating overbought or oversold conditions of 

an asset. 

o Moving Average Convergence Divergence (MACD): Identifying changes in 

momentum or trend direction. 

3. Chart Patterns: 

o Head and Shoulders: Reflecting trend reversal from bullish to bearish or vice 

versa. 

o Double Top/Bottom: Suggesting potential trend reversals. 

o Triangles, Flags, Pennants: Patterns indicating continuation or consolidation in 

price movements. 

4. Volume Analysis: 

o Volume Bars: Examining trading volume to confirm or invalidate price 

movements. 

o On-Balance Volume (OBV): Indicating whether volume is flowing into or out of 

an asset. 

 

5. Support and Resistance Levels: 
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o Identifying price levels where an asset historically struggles to move above 

(resistance) or falls below (support). 

 

Steps Involved in Technical Analysis: 

1. Chart Analysis: Examining historical price charts and identifying trends, patterns, and 

key levels. 

2. Technical Indicators: Applying various technical indicators to analyze momentum, 

volatility, and other market conditions. 

3. Volume Analysis: Considering trading volume to confirm price movements or identify 

potential reversals. 

4. Identifying Patterns: Recognizing chart patterns and formations to predict potential 

future price movements. 

5. Risk Management: Implementing risk management strategies, such as setting stop-loss 

orders or position sizing, based on technical analysis findings 
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The Efficient Market Hypothesis 

The Efficient Market Hypothesis (EMH) is a theory that suggests financial markets efficiently 

incorporate and reflect all available information, making it impossible to consistently outperform 

the market or achieve returns greater than what is justified by the available information. The 

EMH asserts that at any given time, asset prices fully reflect all known information, and it is 

impossible to gain a sustained advantage or generate abnormal profits by analyzing past prices or 

publicly available information. 

Three Forms of Efficient Market Hypothesis: 

1. Weak-Form Efficiency: 

o Prices already reflect all past publicly available information, such as historical 

prices and trading volumes. 

o Technical analysis, which relies on historical price movements, is considered 

ineffective in consistently predicting future prices. 

2. Semi-Strong Form Efficiency: 

o Prices reflect all publicly available information, including historical data and 

fundamental analysis. 

o Neither fundamental analysis nor technical analysis can consistently provide 

investors with a competitive advantage. 

3. Strong-Form Efficiency: 

o Prices reflect all information, whether public or private. 

o Even insiders or individuals with access to private information cannot consistently 

generate superior returns. 

Implications of the Efficient Market Hypothesis: 
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1. Active vs. Passive Investing: EMH suggests that trying to beat the market through active 

trading or stock picking may not consistently yield superior returns compared to passive 

strategies like index investing. 

2. Randomness of Market Movements: If markets are efficient, price movements should 

be random and unpredictable, making it difficult to time the market or predict future price 

changes. 

3. Market Anomalies: Deviations from market efficiency (anomalies) may exist 

temporarily, but they tend to be short-lived and not exploitable consistently over time 
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Unit-V 

Derivatives 

Derivatives are financial instruments whose value is derived from an underlying asset or a group 

of assets. These assets can be stocks, bonds, commodities, currencies, interest rates, market 

indices, or other variables. Derivatives are used by market participants for various purposes, 

including hedging risk, speculation, and arbitrage. 

The Indian derivatives market has witnessed significant growth and development over the years, 

playing a crucial role in the country's financial landscape. The market includes various derivative 

instruments that allow market participants to manage risk exposure, speculate on price 

movements, and hedge against fluctuations in asset prices. Here is an overview of the Indian 

derivatives markets: 

Types of Derivatives Traded in India: 

1. Futures Contracts: 

o Standardized agreements to buy or sell an underlying asset at a predetermined 

price on a future date. 

o Traded on recognized stock exchanges like the National Stock Exchange (NSE) 

and the Bombay Stock Exchange (BSE). 

2. Options Contracts: 

o Give the buyer the right, but not the obligation, to buy (call option) or sell (put 

option) an underlying asset at a specified price within a set period. 

o Options trading are available on various indices, stocks, currencies, and 

commodities. 

3. Index Futures and Options: 

o Derivatives contracts based on stock market indices such as Nifty 50, Sensex, and 

Bank Nifty. 

Key Characteristics of Indian Derivatives Markets: 

1. Regulatory Framework: 

o Regulated by the Securities and Exchange Board of India (SEBI), which sets 

rules, guidelines, and surveillance mechanisms for derivatives trading. 

2. Market Participants: 

o Involvement of various participants including retail investors, institutional 

investors, speculators, hedgers, and arbitrageurs. 

3. Liquidity and Volumes: 
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o High liquidity and substantial trading volumes in derivatives, especially in index 

futures and options. 

4. Contract Specifications: 

o Standardized contract sizes, expiry dates, and tick sizes determined by the 

exchanges. 

5. Margin Requirements: 

o Margin mechanisms are in place to ensure risk mitigation and prevent excessive 

speculation. 

Uses of Derivatives in India: 

1. Risk Management and Hedging: 

o Indian corporate use derivatives to manage currency risk, interest rate risk, and 

commodity price risk. 

2. Speculation and Trading: 

o Traders and investors use derivatives for speculative purposes, aiming to profit 

from price movements in various assets. 

3. Arbitrage Opportunities: 

o Arbitrageurs exploit price differences between spot and derivatives markets for 

risk-free profits. 

Challenges and Future Outlook: 

1. Market Expansion: Continued efforts to expand and diversify derivative products, 

including introducing new asset classes and derivatives on different underlying assets. 

2. Education and Awareness: Improving investor education and awareness about 

derivative products to ensure responsible and informed participation in these markets. 

3. Regulatory Focus: SEBI's continued focus on maintaining market integrity, ensuring 

transparency, and strengthening risk management practices. 

The Indian derivatives markets have seen substantial growth and participation, offering diverse 

instruments for risk management and investment strategies. Efforts toward market development, 

innovation, and regulatory oversight are pivotal in ensuring the efficiency, stability, and integrity 

of these markets in India. 
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Option markets 

Option markets are financial markets where options contracts are bought and sold. Options are 

derivative instruments that give the holder the right, but not the obligation, to buy (call option) or 

sell (put option) an underlying asset at a predetermined price (strike price) within a specified 

period of time (until expiration). 

Components of Option Contracts: 

1. Call Options: 

o Call options provide the holder the right to buy the underlying asset at the strike 

price before or on the expiration date. 

o Buyers of call options expect the underlying asset's price to rise. 

2. Put Options: 

o Put options grant the holder the right to sell the underlying asset at the strike price 

before or on the expiration date. 

o Buyers of put options anticipate the underlying asset's price to fall. 

Key Features of Option Contracts: 

1. Strike Price: 

o The price at which the underlying asset can be bought or sold. 

2. Expiration Date: 

o The date when the option contract expires. Options cease to exist after this date. 

3. Premium: 

o The price paid by the option buyer to the option seller for obtaining the rights 

outlined in the contract. 

4. American vs. European Options: 

o American options can be exercised at any time before or on the expiration date. 

o European options can only be exercised at the expiration date. 

Participants in Option Markets: 

1. Buyers and Sellers: 

o Option buyers purchase contracts to gain exposure to potential price movements 

or to hedge existing positions. 

o Option sellers (writers) receive the premium and take on the obligation to fulfill 

the terms of the contract if exercised. 

o  
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2. Speculators and Hedgers: 

o Speculators aim to profit from price movements in the underlying asset. 

o Hedgers use options to protect against potential losses from adverse price 

movements. 

Uses of Option Markets: 

1. Risk Management: Hedging against price fluctuations or reducing risk exposure in the 

underlying asset. 

2. Speculation: Profiting from anticipated price movements in the underlying asset. 

3. Income Generation: Selling options to collect premiums as income. 

Types of Options: 

1. Stock Options: 

o Options based on individual stocks traded on exchanges. 

2. Index Options: 

o Options based on stock market indices such as S&P 500, Nifty 50, etc. 

3. Commodity Options: 

o Options based on commodities like gold, oil, agricultural products, etc. 

4. Currency Options: 

o Options based on foreign exchange rates. 

Option Strategies and Option Valuation 

Option strategies involve combinations of buying and/or selling options to create specific 

positions that aim to achieve various objectives, such as hedging, speculation, income 

generation, or risk management. These strategies can be constructed using call options, put 

options, or a combination of both. Here are some commonly used option strategies: 

Basic Option Strategies: 

1. Long Call: 

o Strategy: Buying a call option. 

o Objective: Profiting from an increase in the price of the underlying asset. 

2. Long Put: 

o Strategy: Buying a put option. 

o Objective: Profiting from a decrease in the price of the underlying asset. 

3. Covered Call: 

o Strategy: Buying the underlying asset and selling a call option. 
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o Objective: Generating income from the premium received and limiting potential 

upside gains. 

4. Protective Put: 

o Strategy: Buying the underlying asset and buying a put option. 

o Objective: Hedging against potential downside risk by limiting losses. 

Advanced Option Strategies: 

1. Straddle: 

o Strategy: Simultaneously buying a call and a put option with the same strike price 

and expiration. 

o Objective: Profiting from significant price movements regardless of direction, 

often used before anticipated volatility. 

2. Strangle: 

o Strategy: Buying an out-of-the-money call option and an out-of-the-money put 

option. 

o Objective: Profiting from significant price movements while limiting the premium 

paid compared to a straddle. 

3. Butterfly Spread: 

o Strategy: Combining options with three different strike prices in a ratio of 1:2:1 

(long call/short calls/long call or long put/short puts/long put). 

o Objective: Profiting from a specific range of price movements and limited risk 

exposure. 

Option Valuation: 

Option valuation refers to determining the fair price of an option contract. Several models and 

techniques are used to estimate the value of options: 

1. Black-Scholes Model: 

o A widely used model for pricing European-style options. 

o Factors in the underlying asset price, strike price, time to expiration, risk-free rate, 

and volatility to calculate option prices. 

2. Binomial Option Pricing Model: 

o A flexible model that allows for the calculation of both European and American 

options. 

o Utilizes a tree-like structure to simulate different price paths of the underlying 

asset. 
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3. Implied Volatility: 

o Represents the market's expectation of future volatility derived from the option's 

price. 

o Higher implied volatility leads to higher option premiums. 

4. Greeks (Delta, Gamma, Theta, Vega, Rho): 

o Quantify the sensitivity of option prices to various factors such as changes in the 

underlying asset price, time decay, volatility, interest rates, etc. 

 

Forward & Future Markets 

Forward and futures markets are both derivative markets where contracts are traded for the future 

delivery of an underlying asset at a specified price and date. These markets facilitate risk 

management, speculation, and hedging for market participants. However, there are differences 

between forward and futures markets: 

Forward Markets: 

1. Customization: Forward contracts are privately negotiated agreements between two 

parties (buyer and seller), customized to meet specific needs regarding quantity, price, 

and delivery date. 

2. Flexibility: Terms of the contract are mutually agreed upon, allowing for flexibility in 

terms of contract size, expiration, and settlement. 

3. Counterparty Risk: As these contracts are not standardized and traded on exchanges, 

they are subject to counterparty risk (risk of default by the other party). 

4. Liquidity: Lack of centralized exchanges makes these markets less liquid compared to 

futures markets. 

5. Regulation: These contracts are not regulated by exchanges and are often used by 

institutional investors, corporations, and individuals to hedge specific risks. 

Futures Markets: 

1. Standardization: Futures contracts are standardized agreements traded on organized 

exchanges, specifying standardized contract sizes, expiration dates, and settlement 

procedures. 

2. Centralized Trading: Traded on regulated exchanges, providing centralized platforms 

for buyers and sellers to trade futures contracts. 
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3. Clearinghouse and Margin Requirements: Futures contracts are cleared through a 

clearinghouse that acts as a counterparty to both buyers and sellers, reducing counterparty 

risk. Margin requirements are imposed to manage risk exposure. 

4. Liquidity: Higher liquidity due to the standardized nature and exchange-traded 

characteristics of futures contracts. 

5. Regulation: Regulated by authorities and exchanges, subject to rules, guidelines, and 

oversight to ensure fairness, transparency, and market integrity. 

 

The mechanics of trading 

The mechanics of trading refer to the operational processes and procedures involved in buying 

and selling financial securities, such as stocks, bonds, options, futures, and other investment 

instruments, in the financial markets. Here is an overview of the mechanics involved in trading: 

1. Brokerage Account: 

1. Selecting a Brokerage Firm: Choose a brokerage company to open a trading account. 

Consider factors like fees, commissions, platform usability, research tools, and customer 

service. 

2. Account Opening: Complete the necessary paperwork, provide identification, and fund 

your account. 

2. Placing Orders: 

1. Types of Orders: 

o Market Orders: Executed at the current market price. 

o Limit Orders: Executed at a specified price or better. 

o Stop Orders: Triggered when the price reaches a specified level, becoming 

market orders. 

2. Order Execution: 

o Enter buy or sell orders through the broker's trading platform or by calling a 

broker. 

o Orders are routed to the exchange or market for execution. 

 



Page 8 of 20 
 

3. Trade Execution: 

1. Order Matching: 

o Orders are matched with corresponding buy/sell orders in the market. 

o Exchange systems or market makers facilitate order matching. 

2. Confirmation: 

o After execution, traders receive trade confirmations detailing the transaction 

price, quantity, and execution time. 

4. Settlement: 

1. Trade Settlement: 

o T+2 Settlement Cycle: In most markets, trades settle two business days after 

execution (T+2). 

o Payment and delivery of securities occur on the settlement date. 

5. Market Access: 

1. Trading Platforms: 

o Online Trading Platforms: Allow direct access to markets for placing orders and 

executing trades. 

o Broker-Assisted Trading: Some traders prefer to call their brokers to place trades. 

2. Research and Analysis: 

o Traders use various tools, charts, news, and analysis to make informed trading 

decisions. 

6. Regulatory Compliance: 

1. Regulations and Compliance: 

o Trading activities are subject to regulatory compliance and oversight by 

regulatory bodies. 

o Brokers and traders need to adhere to rules and regulations to ensure fair and 

orderly markets. 
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7. Risk Management: 

1. Risk Mitigation: 

o Use risk management strategies like stop-loss orders, diversification, and position 

sizing to manage potential losses. 

2. Leverage and Margin: 

o Understand the implications of using leverage and trading on margin, as it 

magnifies both gains and losses. 

8. Record Keeping: 

1. Trade Records: 

o Maintain accurate records of trades for tax purposes and tracking investment 

performance. 

2. Account Management: 

o Monitor account activity, track performance, and review trading strategies 

regularly 
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Performance Evaluation 

Mutual Funds, Types of Mutual Funds Schemes 

Types of Mutual Funds Based on Asset Class: 

1. Equity Funds: 

o Invest primarily in stocks/shares of companies. Categories include large-cap, mid-

cap, small-cap, sector-specific, or diversified equity funds. 

2. Debt Funds: 

o Invest in fixed-income securities like government bonds, corporate bonds, 

treasury bills, etc. Examples include short-term, long-term, corporate bond funds, 

etc. 

3. Hybrid or Balanced Funds: 

o Invest in a mix of equities and fixed-income securities to balance risk and return. 

Can include balanced funds, monthly income plans (MIPs), etc. 

 

4. Money Market or Liquid Funds: 

5.  

o Invest in short-term, high-quality money market instruments like treasury bills, 

commercial papers, etc. These funds offer high liquidity and low risk. 

Types of Mutual Funds Based on Investment Objective: 

1. Growth Funds: 

o Aim for capital appreciation by investing in stocks with high growth potential. 

2. Income Funds: 

o Focus on generating regular income by investing in income-generating securities 

like bonds, debentures, etc. 

3. Tax-Saving Funds (ELSS - Equity Linked Savings Schemes): 

o Offer tax benefits under Section 80C of the Income Tax Act. Primarily invest in 

equities and have a lock-in period. 

4. Index Funds: 
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o Mirror a specific stock market index (e.g., Nifty, Sensex), aiming to replicate its 

performance. 

Other Types of Mutual Funds: 

1. Sectoral and Thematic Funds: 

o Concentrate investments in specific sectors or themes like technology, healthcare, 

infrastructure, etc. 

2. International or Global Funds: 

o Invest in securities of companies outside the investor's home country, providing 

exposure to global markets. 

3. Fund of Funds (FoFs): 

o Invest in other mutual funds instead of individual securities, offering 

diversification across different fund categories. 

4. Exchange-Traded Funds (ETFs): 

o Trade on stock exchanges and aim to replicate the performance of a particular 

index or asset class. 
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Structure of Mutual Funds 

Mutual funds are structured investment vehicles that pool money from numerous investors to 

invest in a diversified portfolio of securities, managed by professional fund managers. The 

structure of mutual funds typically involves several key components: 

1. Investors: 

Individuals, institutions, or entities who invest money in the mutual fund by purchasing units or 

shares. 

2. Asset Management Company (AMC) or Fund Manager: 

The AMC is responsible for managing the mutual fund's portfolio. It makes investment 

decisions, conducts research, buys and sells securities, and manages the fund's overall strategy. 

The fund manager, employed by the AMC, oversees the fund's investments and performance. 

3. Trust or Sponsor: 

A mutual fund is established as a trust or is sponsored by a financial institution or company. The 

sponsor initiates the formation of the mutual fund, appoints trustees, and liaises with the 

regulators. 

4. Trustees: 

Independent entities or a board of trustees oversee the operations of the mutual fund, ensuring 

compliance with regulations and safeguarding investors' interests. They ensure that the fund is 

managed as per the objectives outlined in the offer document. 

5. Custodian: 

The custodian, often a bank or financial institution, safeguards the fund's assets. They hold the 

securities, handle settlements, and ensure proper custody of the assets, protecting them from theft 

or loss. 
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6. Unit Holders: 

Investors in a mutual fund hold units or shares that represent their ownership in the fund. The 

value of these units fluctuates based on the fund's underlying asset value. 

7. Distributors: 

Individuals or entities authorized to distribute mutual fund units to investors. They provide 

information, facilitate transactions, and earn commissions or fees for their services. 

Operating Structure of Mutual Funds: 

1. Offer Document: 

o Contains details about the fund's objectives, investment strategy, fees, risks, and 

other pertinent information for investors. 

2. Portfolio Management: 

o The fund manager selects and manages a diversified portfolio of securities 

according to the fund's investment objectives. 

3. Net Asset Value (NAV) Calculation: 

o The NAV represents the per-unit value of the mutual fund and is calculated daily 

based on the current market value of the fund's assets minus liabilities. 

4. Units Issuance and Redemption: 

o Investors can buy units at the NAV and redeem them at the prevailing NAV, 

facilitating liquidity. 

5. Expense Ratio: 

o Represents the fees and expenses charged by the mutual fund for managing the 

portfolio. It is expressed as a percentage of the fund's average net assets. 

6. Distribution of Profits: 

o Income earned from investments (dividends, interest) is distributed among 

investors according to the fund's distribution policy. 
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Trends in Indian Mutual Funds 

1. Increased Retail Participation: 

 Rising retail investor participation in mutual funds, facilitated by increased awareness, 

digital platforms, and investor education initiatives. 

 Systematic Investment Plans (SIPs) have gained popularity among retail investors due to 

their disciplined approach to investing. 

2. Growth in Assets Under Management (AUM): 

 Steady growth in AUM, reflecting increasing investor interest and inflows into mutual 

funds across various categories. 

 Equity, debt, and hybrid funds have seen growth in assets under management. 

3. Focus on Systematic Investment Plans (SIPs): 

 SIPs continue to attract investors due to their convenience, affordability, and rupee-cost 

averaging benefits. 

 Investors increasingly prefer SIPs over lump-sum investments for disciplined wealth 

creation. 

4. Shift towards Digital Platforms: 

 Increased adoption of online platforms and mobile apps for mutual fund investments, 

allowing easy access, convenience, and real-time monitoring of investments. 

 Robo-advisors and fintech innovations are offering personalized investment advice and 

portfolio management solutions. 

5. Preference for Direct Plans: 

 Investors are showing a preference for direct plans over regular plans due to lower 

expense ratios and the absence of distributor commissions. 

 Direct plans offer investors the opportunity to save on costs and potentially enhance 

returns. 
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6. Increased Regulatory Focus on Investor Protection: 

 Regulatory bodies like the Securities and Exchange Board of India (SEBI) are taking 

measures to enhance transparency, safeguard investor interests, and improve disclosure 

norms in the mutual fund industry. 

7. Evolution of Investment Strategies: 

 Rising interest in thematic funds and index funds, reflecting investors' preference for 

specialized sectors/themes and passive investing. 

 Focus on Environmental, Social, and Governance (ESG) investing and sustainable funds, 

aligning investments with ethical and sustainability considerations. 

8. Emphasis on Investor Education: 

 Initiatives by AMFI (Association of Mutual Funds in India), SEBI, and fund houses to 

educate investors about mutual fund investments, risks, and benefits through various 

awareness campaigns and programs. 

9. Product Innovation: 

 Introduction of innovative mutual fund products and solutions to cater to specific investor 

needs and market demands, such as retirement funds, target maturity funds, and smart 

beta funds. 

10. Embracing Technology and Data Analytics: 

 Utilization of technology, artificial intelligence, and data analytics by fund houses for 

better portfolio management, risk assessment, and customized investment solutions 
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Net Asset Value (NAV) 

 Net Asset Value (NAV) represents the per-unit value of a mutual fund scheme. It is 

calculated by dividing the total net assets of the fund by the number of outstanding 

units/shares. 

 Formula for Net Asset Value (NAV): 

NAV=Total Net Assets/Total Number of Outstanding Units (or) Shares  

Risk and Return 

Risk: 

Risk refers to the uncertainty or variability surrounding the actual return on an investment 

compared to the expected return. It encompasses various types of uncertainties that can affect 

investments: 

1. Market Risk: Arises from fluctuations in the overall market, affecting all investments. It 

includes factors like economic conditions, interest rates, inflation, and geopolitical 

events. 

2. Company-Specific Risk: Pertains to risks associated with a particular company or 

industry. Examples include operational issues, competition, management changes, etc. 

3. Credit Risk: The risk that the issuer of a bond or debt instrument may default on interest 

or principal payments. 

4. Liquidity Risk: The risk that an asset cannot be bought or sold quickly enough in the 

market without affecting its price. 

Return: 

Return represents the gain or loss on an investment over a specific period, usually expressed as a 

percentage of the investment's initial value. Different types of returns include: 

1. Total Return: Includes both capital appreciation (or depreciation) and income generated 

from dividends, interest, or other distributions. 

2. Annualized Return: The average annual return over a period, useful for comparing 

returns across different investments. 

3. Risk-Adjusted Return: Considers the level of risk taken to achieve a certain return. 

Measures like Sharpe Ratio or Treynor Ratio adjust returns for the amount of risk 

undertaken. 
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Performance Evaluation Models: 

Sharpe Model 

The Sharpe ratio, developed by Nobel laureate William F. Sharpe, is a widely used performance 

evaluation model in finance. It assesses the risk-adjusted return of an investment or a portfolio by 

considering both the return earned and the level of risk taken. The Sharpe ratio helps investors 

understand whether the returns generated are sufficient for the level of risk taken. 

Formula for Sharpe Ratio: 

The formula to calculate the Sharpe ratio is: 

Sharpe Ratio=Rp−Rf/σp 

Where: 

 RpRp = Portfolio or investment return. 

 RfRf = Risk-free rate of return (e.g., treasury bills, government bonds). 

 σp = Standard deviation of the portfolio's returns (represents portfolio risk). 

Key Components: 

1. Portfolio Return (RpRp): 

o Represents the actual return generated by the investment or portfolio over a 

specific period. 

2. Risk-Free Rate (RfRf): 

o Represents the return on a risk-free investment, often measured by the yield on 

government securities. 

o It serves as a baseline return that investors can earn without taking on additional 

risk. 

3. Standard Deviation (σpσp): 

o Measures the volatility or risk of the portfolio. 

o It represents the degree of variation of the portfolio's returns around its average. 
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Interpretation: 

 Higher Sharpe Ratio: Indicates a better risk-adjusted return. A higher ratio implies that 

the portfolio generated higher returns relative to the risk taken. 

 Lower Sharpe Ratio: Suggests a lower risk-adjusted return. A lower ratio indicates that 

the returns achieved may not adequately compensate for the level of risk undertaken. 

Treynor Model 

The Treynor ratio, developed by Jack L. Treynor, is another performance evaluation model used 

in finance to assess the risk-adjusted returns of an investment or portfolio. Similar to the Sharpe 

ratio, the Treynor ratio measures the returns earned per unit of systematic or market risk 

undertaken by the investment. 

Formula for Treynor Ratio: 

The formula to calculate the Treynor ratio is: 

Treynor Ratio=Rp−Rf/βp 

Where: 

 Rp = Portfolio or investment return. 

 Rf = Risk-free rate of return (e.g., treasury bills, government bonds). 

 βp = Beta of the portfolio, representing systematic or market risk. 

Key Components: 

1. Portfolio Return (RpRp): 

o Represents the actual return generated by the investment or portfolio over a 

specific period. 

2. Risk-Free Rate (RfRf): 

o Represents the return on a risk-free investment, typically measured by the yield 

on government securities. 

3. Beta (βpβp): 
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o Measures the sensitivity of the portfolio's returns to changes in the market or 

systematic risk. 

o A beta of 1 indicates that the portfolio moves in line with the market, while a beta 

greater than 1 signifies higher volatility than the market, and a beta less than 1 

indicates lower volatility. 

The Jensen's Model 

The Jensen's Alpha, developed by Michael Jensen, is a performance evaluation model used in 

finance to assess the risk-adjusted returns of an investment or portfolio. It measures the excess 

return of an investment or portfolio compared to the return predicted by the Capital Asset Pricing 

Model (CAPM), considering the systematic risk or beta. 

Formula for Jensen's Alpha: 

The formula to calculate Jensen's Alpha is: 

Jensen′s Alpha=Rp−(Rf+βp×(Rm−Rf)) 

Where: 

 Rp = Portfolio or investment return. 

 Rf = Risk-free rate of return (e.g., treasury bills, government bonds). 

 βp = Beta of the portfolio, representing systematic or market risk. 

 Rm = Expected market return. 

Key Components: 

1. Portfolio Return (RpRp): 

o Represents the actual return generated by the investment or portfolio over a 

specific period. 

2. Risk-Free Rate (RfRf): 

o Represents the return on a risk-free investment, typically measured by the yield 

on government securities. 

3. Beta (βpβp): 
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o Measures the sensitivity of the portfolio's returns to changes in the market or 

systematic risk. 

4. Expected Market Return (RmRm): 

o Represents the expected return of the market, usually estimated based on an 

appropriate market index (e.g., S&P 500). 

Fama’s Decomposition 

Fama's Decomposition, developed by Nobel laureate Eugene Fama, is a model used in finance to 

understand the sources of returns in an investment portfolio. This decomposition breaks down 

the returns of a portfolio into three components: the market, size, and value factors. 

Formula for Fama's Decomposition: 

The model decomposes the returns of a portfolio into the following components: 

Rp=Rf+βM(RM−Rf)+βS(SMB)+βV(HML)+αRp=Rf+βM(RM−Rf)+βS(SMB)+βV(HML)+α 

Where: 

 Rp = Portfolio return. 

 Rf = Risk-free rate of return. 

 RM = Market return. 

 βM = Portfolio's beta (sensitivity to market returns). 

 SMB = Small Minus Big factor (reflects the excess returns of small-cap stocks over 

large-cap stocks). 

 HML = High Minus Low factor (reflects the excess returns of value stocks over growth 

stocks). 

 βS= Portfolio's sensitivity to the SMB factor. 

 βV = Portfolio's sensitivity to the HML factor. 

 α = Residual return (represents any unexplained return after accounting for market, size, 

and value factors). 
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