PORTFOLIO THEORY AND SECURITY ANALYSIS ASSIGNMENT 1
UNIT-2
Q1. A brokerage costs.

Q2. C Restructure companies to increase cash flow.

Q3. D All of the above.

Q4. C Car insurance company.

Q5. A An endowment.

Q6. C Minimum total return requirement of 8%.

Q7. B High within each asset class and low among asset classes.

Q8. B Incorporate forecasts of future economic conditions.



Q9.   
Many derivative instruments are leveraged, which means a small amount of capital is required to have an interest in a large amount of value in the underlying asset which makes it more complex and riskier in nature. Young investors should be convinced to be risk-seeking and not risk-averse as risky assets can provide a boost to total portfolio returns. Risk-seeking investors will often construct a portfolio of high-risk investments that they believe have the potential to reap high gains. An investor who has a high-risk willingness, but a low-risk ability should not make high risk investments. On the other hand, a person who has a high-risk ability, but low risk willingness can take the right risks. Your ability to take on risks depends on your surplus. On the other hand, willingness refers to the degree of investment risk one is comfortable taking.
There are various strategies investors can employ to construct a high-risk portfolio. Some of the common strategies include:  
1. Concentrated portfolio which focuses only on investing in a single sector or industry, such as technology.
1. Momentum investing - this method relies upon working with volatility and seeking investments that are already trending up. 
1. Building a high-risk portfolio include investing in currencies, options, or futures.

If the youngster is willing to take the risk and can face losses only then we should use derivatives & leveraged products in his portfolio.









Q10. 
The components of an IPS are:
1. Introduction- This section describes the client. The portfolio needs to be prepared based on client’s demands and the manager cannot invest where the client does not agree to invest in. Investments should be based on client's willingness and ability to take risks.
2. Statement of Purpose. This section states the purpose of the IPS. An investment policy statement (IPS) is a document drafted between a portfolio manager and a client that outlines general rules for the manager and purpose of investment.
3. Statement of Duties and Responsibilities. This section details the duties and responsibilities of the client, the custodian of the client’s assets, and the investment managers. 
4. Procedures. This section explains the steps to take to keep the IPS current and the procedures to follow to respond to various contingencies.
5. Investment Objectives. This section explains the client’s objectives in investing.
6. Investment Constraints. This section presents the factors that constrain the client in seeking to achieve the investment objectives.
7. Investment Guidelines. This section provides information about how policy should be executed (e.g., on the permissible use of leverage and derivatives) and on specific types of assets excluded from investment, if any.
8. Evaluation and Review. This section provides guidance on obtaining feedback on investment results.


Q11. 
The IPS should detail the likely withdrawal of funds from the portfolio. For institutions, there could be rules around this, like spending requirements in the case of endowment funds. When a client has a known liquidity requirement, the portfolio manager should allocate a portion of the portfolio to cover this liability by ensuring that the allocated assets can quickly be converted to cash whenever the obligation needs to be met. Allocating to a bond that has a maturity profile which matches the liability time horizon is an often-used strategy.
Time Horizon- The IPS should state the time horizon over which the client is investing. Illiquid or risky assets may be unsuitable for an investor with a short time horizon as they may not have sufficient time to recover from investment losses.
Tax Concerns- Different investors will have different tax status. The tax status should be stated in the IPS. Often, tax regimes will treat capital gains and income differently. Capital gains may be subject to a lower tax rate payable only when they are realized rather than when they are received. In this instance, there is a time value of money benefit to deferring tax. A taxable investor may, for example, wish to hold a portfolio which emphasizes capital gains over dividend income. A tax-exempt investor, on the other hand, may be relatively indifferent to the two.
Legal and Regulatory Factors- The IPS should outline any applicable legal or regulatory restrictions. In some countries, pension funds are subject to restrictions on their portfolio composition. In the case of individuals, they may have access to privileged information on a particular listed company by virtue of directorship and as such are restricted from trading on that company ahead of the release of company financial results.
Unique Circumstances- The IPS should also cover any unique circumstances that are applicable. A client may have religious or ethical objections to investing in particular stocks or sectors. 


Q12. 
Environmental, social, and governance (ESG) criteria are a set of standards for a company’s operations that socially conscious investors use to screen potential investments. Environmental criteria consider how a company performs as a steward of nature. Social criteria examine how it manages relationships with employees, suppliers, customers, and the communities where it operates. Governance deals with a company’s leadership, executive pay, audits, internal controls, and shareholder rights.
The oldest form is negative screening which refers to the practice of excluding certain sectors or excluding companies that deviate from accepted standards or norms. Exclusion based on values, such as exclusion of gambling, alcohol, and tobacco-related companies, relate to an investor’s moral or ethical beliefs in a company’s or sector’s business. 
Another common approach is best-in-class, whereby investors seek to identify companies within an industry that rank (or score) most favourably based on ESG considerations. Under this approach, investor portfolios would include only securities of those companies that exceed a certain threshold when evaluating ESG considerations. Shareholder engagement (sometimes call active ownership) is the practice of entering into a dialogue with companies (including with respect to ESG issues).


Q13. 
Diversification is used to reduce a portfolio's overall volatility. Building a portfolio out of many unrelated (uncorrelated) investments minimizes total volatility (risk). The idea is that most assets will provide a return similar to their expected return and will offset those in the portfolio that perform poorly. The diversification ratio is the ratio of the standard deviation of an equally weighted portfolio to the standard deviation of a randomly selected security.







Q14. 
	INVESTOR
	RISK TOLERANCE
	INVESTMENT HORIZON
	LIQUIDITY NEEDS
	INCOME NEEDS

	Individual
	Varies by  individual
	Varies by individual
	Varies by individual
	Varies by individual

	Defined benefit pension plan
	Typically quite high
	Typically long term
	Varies by maturity of the plan
	High for mature funds; low for growing funds

	Endowment
	Typically high
	Very long term
	Typically quite low
	To meet spending requirements

	Insurance
	Typically quite low
	Short term for property and casualty; long term for life insurance companies
	High to meet claims
	Typically low

	Mutual funds
	Varies by fund
	Varies by fund
	Varies by fund
	Varies by fund

	Banks
	Quite low
	Short term
	High to meet repayment of deposits
	To pay interest on deposits and operational expenses







Q15. 
Many employees of public and private companies invest for retirement through defined contribution pension plans (DC plans). DC plans are retirement plans in the employee’s name usually funded by both the employee and the employer.
Defined benefit pension plans (DB plans) are company-sponsored plans that offer employees a predefined benefit on retirement. The future benefit is defined because the DB plan requires the plan sponsor to specify the obligation stated in terms of the retirement income benefits owed to participants.


UNIT 4
Q1. B The sensitivity of their earnings to the business cycle.
Q2. C Derive their revenue and earnings from similar business activities.
Q3. A Output
Q4. A Market correlations.
Q5. D All of the above
Q6. B Market concentration.
Q7. C Decreases pricing power and greater ease of exit increases pricing power.
Q8. B Shakeout.
Q9. A An energy exploration firm in financial distress that owns drilling rights for offshore areas.
Q10. B Price multiple models


Q11. 
Porter recognized that organizations likely keep a close watch on their rivals, but he encouraged them to look beyond the actions of their competitors and examine what other factors could impact the business environment.
1. Competitive Rivalry. This looks at the number and strength of your competitors. How many rivals do you have? Who are they, and how does the quality of their products and services compare with yours? Where rivalry is intense, companies can attract customers with aggressive price cuts and high-impact marketing campaigns. On the other hand, where competitive rivalry is minimal, and no one else is doing what you do, then you'll likely have tremendous strength and healthy profits.
1. Supplier Power. This is determined by how easy it is for your suppliers to increase their prices. How many potential suppliers do you have? How unique is the product or service that they provide, and how expensive would it be to switch from one supplier to another? The more you have to choose from, the easier it will be to switch to a cheaper alternative. But the fewer suppliers there are, and the more you need their help, the stronger their position and their ability to charge you more. That can impact your profit.
1. Buyer Power. Here, you ask yourself how easy it is for buyers to drive your prices down. How many buyers are there, and how big are their orders? How much would it cost them to switch from your products and services to those of a rival? Are your buyers strong enough to dictate terms to you? When you deal with only a few savvy customers, they have more power, but your power increases if you have many customers.
1. Threat of Substitution. This refers to the likelihood of your customers finding a different way of doing what you do. For example, if you supply a unique software product that automates an important process, people may substitute it by doing the process manually or by outsourcing it. A substitution that is easy and cheap to make can weaken your position and threaten your profitability.
1. Threat of New Entry. Your position can be affected by people's ability to enter your market. So, think about how easily this could be done. How easy is it to get a foothold in your industry or market? How much would it cost, and how tightly is your sector regulated? If it takes little money and effort to enter your market and compete effectively, or if you have little protection for your key technologies, then rivals can quickly enter your market and weaken your position. If you have strong and durable barriers to entry, then you can preserve a favorable position and take fair advantage of it.


Q12.
Macroeconomic Influences: Cyclical or structural trends may have significant effects on the demand for an industry’s products or services. An industry’s sales and profitability may be impacted by gross domestic product, interest rates, credit availability, and/or inflation.
Technological Influences: New technologies create new or improved products that can radically change an industry and change how other industries use the products to conduct their operations.
Demographic Influences: Changes in population size, the distribution of age and gender, and other demographic characteristics may have significant effects on economic growth and the amount and types of goods and services consumed.
Governmental Influences: Governments may have a significant influence on industries through their ability to control tax rates and their status as major purchasers of goods and services from a range of industries. Governments may also exert their influence indirectly by empowering other regulatory or self-regulatory organizations to govern the affairs of an industry.
Social Influences: Societal changes involving how people work, spend their money, enjoy their leisure time, and conduct other aspects of their lives can significantly affect the sales of various industries.


Q13.
· A stock split is when a company divides the existing shares of its stock into multiple new shares to boost the stock's liquidity. Although the number of shares outstanding increases by a specific multiple, the total dollar value of the shares remains the same compared to pre-split amounts, because the split does not add any real value.
· A reverse stock split is a measure taken by companies to reduce their number of outstanding shares in the market. Existing shares are consolidated into fewer, proportionally more valuable, shares, resulting in a boost to the company’s stock price.
· A share repurchase is a transaction whereby a company buys back its own shares from the marketplace. A company might buy back its shares because management considers them undervalued. The company buys share directly from the market or offers its shareholders the option of tendering their shares directly to the company at a fixed price.
· Cash dividends provide investors income, but come with tax consequences; they also cause the company's share price to drop.
· Stock dividends are not usually taxed, increase the shareholder's stake in the company and give them the choice to keep or sell the shares; stock payouts are also optimal for companies that lack sufficient liquid cash.
· An extra dividend is a one-time dividend paid to a company's shareholders. An extra dividend is paid out by a company when they have surplus cash and are able to reward their shareholders. Extra dividends are usually a one-time occurrence and for a larger amount than the company's regular dividends.


Q14.
Free cash flow to equity (FCFE) is the amount of cash a business generates that is available to be potentially distributed to shareholders. Free cash flow to equity is composed of net income, capital expenditures, working capital, and debt. The FCFE metric is often used by analysts in an attempt to determine the value of a company. 

FCFE, as a method of valuation, gained popularity as an alternative to the dividend discount model (DDM), especially for cases in which a company does not pay a dividend. Although FCFE may calculate the amount available to shareholders, it does not necessarily equate to the amount paid out to shareholders.  Analysts use FCFE to determine if dividend payments and stock repurchases are paid for with free cash flow to equity or some other form of financing. Investors want to see a dividend payment and share repurchase that is fully paid by FCFE.


Q15.









Q16. 
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UNIT-3
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Q3. 











  


