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Portfolio Theory and Security Analysis - Assignment 1

Unit 2
Q.1]
Answer: A) Brokerage costs
Q.2] 
Answer: D) All of the above
Q.3] 
Answer: C) are not offered for sale to the general public
Q.4]
Answer: C) car insurance company
Q.5]
Answer: A) an endowment
Q.6]
Answer: C) minimum total return requirement of 8%
Q.7]
Answer: B) high within each asset class and low among asset classes
Q.8]
Answer: D) None
Q.9]
Answer:
a) Risk management is one of the important aspects of portfolio construction and balancing.
b) Instruments like equity and derivatives possess higher risk whereas asset classes such as bonds and debt possess relatively lower risk.
c) While constructing a portfolio for the young investor, I as a manager would consider and infer from the investor’s ability and willingness to take risk.
d) These risk objectives need to be mentioned in the IPS.
e) In order to analyze the young investor’s willingness to take risk (assuming he/she is not a finance professional), I would make him/her answer the ‘Risk assessment questionnaire’.
f) This questionnaire would consist of questions such as whether he/she would be able to suffer losses in time of market crash, does he/she have knowledge about the securities and financial markets and whether he can take on more risk if I ask him/her to do so provided I see that there are return opportunities in the future.
g) Depending on the score from this questionnaire, I can get an idea about the willingness of the young investor to take risk.
h) Considering the ability to take risk, I would have a look and analyze the young investor’s income, and major upcoming outflow, if anyone is dependent on his/her income, etc.  
i) Thus, on the basis of the willingness and ability to take risk, the following can be concluded.
	Willingness to take risk
	
	Ability to take risk

	
	
	Below Average
	Above Average

	
	Below Average
	Below average financial risk tolerance
	Need to talk to the young investor and try to convince to take high risk

	
	Above Average
	Need to talk to the young investor and make him understand why can’t he take high risk
	Above average financial risk tolerance.



Q.10]
Answer:
a) IPS stands for investment policy statement and is the starting point for the portfolio management process. 
b) There is no single standard format for an IPS. 
c) However, the major components that are generally included in almost all the IPS are as follows:
i. Introduction 
This section of the IPS describes the client. 
ii. Statement of purpose 
This section states and describe the purpose of IPS. 

iii. Statement of duties and responsibilities 
This section is concerned with the duties and responsibilities of the client, the custodian of the client’s assets and the fund manager. 
iv. Procedures 
This section explains the procedures to follow to respond to various situations and contingencies. 
v. Investment objectives 
The objectives in portfolio management are risk and return. This section explains and states these objectives with reference to the client. 
vi. Investment constraints 
The constraints in portfolio management include tax, time horizon, liquidity, legality and unique needs. This section mentions these constraints with reference to the client’s investment objectives.
vii. Investment guidelines 
This section sets the guidelines and mentions as to how the policy will be executed. 
viii. Evaluation and review 
This section provides guidance on obtaining feedback on investment results.
ix. Appendices 
This section mentions a strategic asset allocation rebalancing policy or any other details if required.

Q.11]
Answer: 
	Investment objectives
	Investment constraints

	Risk
	Tax concerns

	Return
	Time horizon

	
	Liquidity

	
	Legality and regulatory factors

	
	Unique needs



a) Investment constraints 
1) Liquidity 
· Depending on individual needs and investor type, different types of investors have different liquidity requirements.
· If the clients are banks or insurance companies then they possess high liquidity requirements because of the frequency of their outflows or claims 
· Whereas on the other hand clients like endowments and foundations typically causes low liquidity requirements. 
· Thus, the portfolio of clients with high liquidity requirements will consist mainly of listed and actively traded assets which have an easier and faster exit option.
2) Time horizon 
· Time horizon is another investment constraint to take care of. 
· If the client has a longer investment time horizon, then the portfolio can consist of a riskier and a longer maturity asset. 
· On the contrary this cannot be done for an investor with smaller time horizon such as banks and general insurance companies 
3) Tax concerns 
· Generally, long term capital gains are taxed in certain countries. 
· Depending on the client’s constraint, the capital can be invested in tax free instruments such as government bonds or can be invested elsewhere. 
4) Legal and regulatory factors 
· The investment constraint of legal and regulatory factors should be stated in the IPS. 
· These may include for example in certain countries, the regulator regulating insurance and reinsurance industry imposes certain limitations on the composition of the portfolio for insurance companies. 
· Similar regulatory factors may exist for banks as well. 
5) Unique circumstances 
· This is an investment constraint that sets apart an investor from others. 
· A client may have its own unique needs such as not to invest in companies unable to fulfill the ESG parameter, exclusion of a particular sector or any other unique requirement. 
· It should thus be noted that this constraint can lead to possible loss of higher returns for which the fund manager is not to be planed.

Q.12]
Answer:
a) Environmental, social and governance considerations are investment constraints and hence are included as unique needs of the client in the investment constraints section of the IPS. 
b) ESG considerations are those considerations wherein the client specifies as to which type of companies should be excluded from his/her portfolio on the basis of ESG factors.
c) Environmental factors are those factors that differentiate companies on the basis of the level of environmental damage because of the business. 
d) Whereas social factors refer to those type of factors which are socially not acceptable. 
e) A fund manager includes the ESG consideration in the IPS and thus does not invest the client's capital in companies that are excluded on the basis of this ESG parameter.
f) Example of such companies can be ITC because of the smoking business, alcohol manufacturing and/or selling companies, etc. 

Q.13]
Answer:
Given: Variance of an equally weighted portfolio = 324%%
             Average variance for ‘n’ stocks = 625%%
To find: Diversification ratio
Solution:

                                                            
                                                            
Diversification Ratio = 51.84%

Q.14]
Answer:
Characteristics of different types of investors.
	Investor
	Risk Tolerance
	Investment Horizon
	Liquidity Needs
	Income Needs

	Individuals
	Vary
	Vary
	Vary
	Vary

	Banks
	Low
	Short term
	High
	High

	Endowments
	High
	Long term
	Low
	Meet spending requirements

	Insurance
	Low
	Short term for general insurance companies and long term for life insurance companies
	High
	Low

	Mutual funds
	Vary
	Vary
	High
	Vary

	Defined benefit pension plan
	High
	Long term
	Vary
	High for mature funds, low for growing funds



Q.15] 
Answer:
a) Defined contribution and defined benefit pension plans are two types of pension plans which help the employee to gain monetary support after retirement. 
b) Defined contribution pension plan 
· Many employees of public and private companies invest for retirement through defined contribution pension plans. 
· Defined contribution pension plans are retirement plans in the employee’s name usually funded by both the employee and the employer. 
· With defined contribution pension plans, employees invest part of their wages while working and are expecting to draw on the accumulated funds to provide income during retirement or to transfer some of their wealth to the heirs. 
· An important characteristic of a defined contribution pension plan is that the employee accepts the investment and inflation risk. 
c) Defined benefit pension plans 
· Defined benefit pension plan are employer-sponsored plans that offer employees a predefined benefit on retirement. 
· Generally, employers are responsible for the contributions made to a defined benefit plan and bear the risk associated with adequately funding the benefits offered to employees.

Unit 4
Q.1] 
Answer: B) the sensitivity of their earnings to the business cycle.
Q.2]
Answer: D) All of the above.
Q.3] 
Answer: A) Output.
Q.4]
Answer: A) market correlations
Q.5]
Answer: B) power of suppliers and threat of substitutes.
Q.6]
Answer: B) market concentration
Q.7]
Answer: C) decreases pricing power and greater ease of exit increases purchasing power.
Q.8]
Answer: B) Shakeout
Q.9]
Answer: A) An energy exploration firm in financial distress that owns drilling rights in offshore areas.
Q.10]
Answer: B) Price multiple models.
Q.11]
Answer:
a) The analysis framework developed by Michael Porter delineates five forces that determine industry competition. 
b) Michael porter's five forces are: 
· Rivalry among existing competitors 
Rivalry increases when many firms of the relatively equal size compete within an industry. 
Slow growth leads to competition as firms fight for market share and high fixed costs lead to price decrease as firms try to operate at full capacity. 
· Threat to entry 
Industries that have significant barriers to entry will find it easier to maintain premium pricing among the companies. 
Industries that are easy to enter will generally be more competitive than industries with high barriers to entry. 
· Power of suppliers 
The power of suppliers may be able to raise prices and/or restrict the supply of key inputs to a company. 
Suppliers of scarce or limited resources often possess significant pricing power. 
· Power of buyers 
The power of buyers can affect the intensity of competition by exerting influence on suppliers regarding prices and possibly other factors such as product quality. 
· Threat of substitutes 
The threat of substitutes can negatively affect demand if customers choose other ways of satisfying their needs. 
For example, low priced brands maybe close substitutes for premium brands which when consumer budgets are constrained, reduces the ability of premium brands to maintain or increase prices
Q.12]
Answer: 
a) The external factors affecting an industry’s growth, profitability and risk are macroeconomic, technological, demographic, governmental and social influences.
b) Macroeconomic influences 
· Trends in overall economic activity generally have significant effects on the demand for an industry’s products and services. 
· These trends can be cyclical or structural. 
· Among the economic variables that usually affect an industry’s revenues and profits are the following: 
Gross domestic product (GDP) 
Interest rates 
Availability of credit 
Inflation 
c) Technological influences 
· New technologies create new or improved products that can radically change an industry and also change how other industries that use the products conduct their operations. 
d) Demographic influences 
· Changes in population size, in the distribution of age and gender and in other demographic characteristics may have significant effects on economic growth and on the amounts and types of goods and services to be consumed.
e) Governmental influences 
· Governmental influence on industry’s revenue and profits is pervasive and important. In setting tax rates and rules for corporations and individuals, governments affect profits and incomes, which in turn affect corporate and personal spending. 
f) Social influences 
Social changes involving how people work, spend their money, enjoy their leisure time and conduct other aspects of their lives can have significant effects on the sales of various industries.

Q.13]
Answer:
a) Stock split is a process wherein one stock is split into a specific number of stocks as declared and approved by the board of the company. 
b) In the case of stock split, the initial stock is vanished. 
e.g., If Wipro 2 for 1 stock split, assuming the current stock price is ₹100, then this stock split means that,


 

c) Reverse stock split is a process which is the opposite of stock split. 
d) In the case of reverse stock split, two or more stocks as declared and approved are amalgamated to form a single stock. 
e) In this case, the initial stocks are vanished just as the case with stock split. 
f) If Wipro announces 1 for 2 reverse stock splits, then it means that. 




g) Share repurchases or share buybacks are a way of compensating the shareholders wherein the company buybacks (purchases) its issued shares (a set number) at a price which is generally higher than the current market price of the company's shares. 
h) Cash dividends also known as regular dividends are the dividends that are paid by companies periodically or generally in the form of cash. These dividends are in the range in which the company generally pays dividend. 
i) Extra dividends are unusual dividends either paid at a time when the company does not usually pay or are of higher amounts than the generally paid dividends. 
j) Stock dividend or bonus dividend are another form of dividends use to remunerate the shareholders. However, these dividends are not paid in cash but are in the form of the respective companies shares. 
k) Stock dividends capitalize the company’s reserves.

Q.14]
Answer:
a) Free cash flow to equity (FCFE) as the name suggests refers to that cashflow which is attributable to the equity shareholders after all the reinvestments of profit for growth and survival are met.
b) It is used as a proxy to dividends in the discounting cashflow models used for equity valuation. 
c) It indicates the capacity of companies to pay dividends. 
d) FCFE = Net Income + Depreciation – Fixed Capital Investment – Increase in WC +                 Debt Proceeds – Debt repayment 
e) Or FCFE = CFO – Fixed Capital Investment + Net Debt proceeds
Q.15]
Answer:
Ke = 10%
According to DCF Model,




Q.16]
Answer:

Market value of equity = stock price * no. of shares outstanding
                                          = 50 * 160000
                                          = $8,000,000
Book value of total debt = Book value of LT debt + Book value of ST debt
 2,100,000 = 1,000,000 + BV of ST Debt
BV of ST debt = $1,100,000
Assuming BV of ST debt = MV of ST debt
MV of total debt = 700000 + 1100000 = $1,800,000



Q.17]
Answer: 
Given: Expected dividend payout = 40%
            Ke = 12%
            g = 4%
To find: Fundamental P/E
Solution:
Mathematically, 

                          




Unit 3
Q.1]
Answer: 
ρ = +0.5
There are two securities one of P ltd and the other of Q ltd.
Rp = 10%
RQ = 15%
SP = 20%
SQ = 25%
Wp = 
Cov (P, Q) = SP*SQ* ρ
                   = 20%*25%*(0.5)
                   = 250%%
Wp = 
Wp = 71.429% approx.
And WQ = 1- WP = 1 – 0.71429 = 0.28571
WQ = 28.571% approx.

Q.2]
Answer: 
RL = 20%
RM = 22%
SL = 15%
SM = 18%
ρ = -1
Since, correlation coefficient is -1





Q.3] 
Answer:
E[RA] = 27                 (Sigma)A = 33              ρ(A,B) = 0.20
E[RB] = 24                 (Sigma)B = 28              ρ(B,C) = 0.32
E[RC] = 22                 (Sigma)C = 26              ρ(A,C) = 0.50
WA = WB = WC = 1/3
E[RP] = WA* E[RA] + WB* E[RB] + WC*E[RC]
E[RP] = 1/3[27+24+22] = 24.33
[bookmark: _Hlk82793853]VarP = (WA σA)2 + (WB σB)2 + (WC σC)2 + 2WAWBσAσB ρ(A,B) + 2WBWCσBσC ρ(B,C) + 2WAWCσAσC ρ(A,C) 
VarP = (1/3*33)2 + (1/3*28)2 + (1/3*26)2 + 2(1/3)(1/3)(33)(28)(0.20) + 2(1/3)(1/3)(28)(26)(0.32) + 2(1/3)(1/3)(33)(26)(0.50)
VarP = 471.39109%%
σP = Risk = 21.711543% approx.
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