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Investing in securities such as shares, debentures and bonds is profitable as well as exciting.
It is indeed rewarding, but involves a great deal of risk and calls for scientific knowledge
as well as artistic skill. In such investments, both rational as well as emotional responses
are involved. Investing in financial securities is now considered to be one of the best
avenues for investing one’s savings while it is acknowledged to be one of the most risky
avenues of investment.

It is rare to find investors investing their entire savings in a single security. Instead,
they tend to invest in a group of securities. Such a group of securities is called a portfolio.
Creation of a portfolio helps to reduce risk without sacrificing returns. Portfolio management
deals with the analysis of individual securities as well as with the theory and practice of
optimally combining securities into portfolios. An investor who understands the fundamental
principles and analytical aspects of portfolio management has a better chance of success.

WHAT IS PORTFOLIO MANAGEMENT

" An investor considering investment in securities is faced with the problem of choosing

from among a large number of securities. His choice depends upon the risk-return
characteristics of individual securities. He would attempt to choose the most desirable
securities and like to allocate his funds over this group of securities. Again he is faced with
the problem of deciding which securities to hold and how much to invest in each. The
investor faces an infinite number of possible portfolios or groups of securities. The risk
and return characteristics of portfolios differ from those of individual securities combining
to form a portfolio. The investor tries to choose the optimal portfolio taking into consideration
the risk-return characteristics of all possible portfolios.




~

L]

2  Security Analysis and Portfolio Management

L =
nging, the risk-return chara Clerist
This calls for periodic review G

As the economic and financial environment keeps cha
of individual securities as well as portfolios also change-
revision of investment portfolios of investors. .

An investor invests his funds in a portfolio expecting to gett? %C;o}:la;et;u;r; consisten;
with the risk that he has to bear. The return realised lfromdthe portfoli measureq
and the performance of the portfolio has to be evaluated. . '

It is evident that rational investment activity im./olves cre‘atu;ln of ::t ;2:::??; iﬁ?rtfollo.
Portfolio management comprises all the processes n:lvolved in the cxl‘ SR e Tt en anFe
of an investment portfolio. It deals specifically with security ali!a 24 i< eps p “le_sns,
portfolio selection, portfolio revision and portfolio evaluation. It also ma analytica]

’ tional allocation of funds. POIthlio

techniques of analysis and conceptual theories regarding ra s, :
management is a complex process wh nvestment activity more rewarding

and less risky.

ich tries to make i

PHASES OF PORTFOLIO MANAGEMENT
Portfolio management is a process encompassing many activities aimed at optimising the
e identified in this process:

investment of one’s funds. Five phases can b

1. . Security analysis
2. Portfolio analysis : -
3. : Portfolio selection
4. Portfolio revision:
5. Portfolio evaluation .
Each phase is an integral part of the whole process and the success of portfolio

management depends upon the efficiency in carrying out each of these phases.

Securities Market

Investment in securities involves buying and Selling of securities. Construction of a portfolio
and its periodic revision require several such transactions of buying and selling securities.
These transactions have to be carried out in the securities market, which is the market
where trading m.sef:m:ihes takes place. Investors may directly purchase securities from the
company when it is issuing securities. To issue new securities, companies go through
several steps and use services of different intermediaries such as merchant bankers, share
tran;ier af-entsl, reglstrars to the issue, bankers to the issue, underwriters, brokers, etc
curities already issued b i j in the e
s e y y companies are trad?cf! between investors in the stock exchanges,
_ e the secondary market for securities. ' Stock exch ide liquidi
to the investments made in the corporate sector. Th e anges R e
securities of different companies listed in the stocI; hey i prowd'e R
national level stock exchanges in the country—th Nex‘C i e Thersiaeiin
and the Stock b Iha E y—the National Stock Exchange of India (NSE)
; ge, Mumbai (BSE), and several regional st i
different parts of the country. . ; = stock exchanges located in
The functioning of stock i .
g ck exchanges is. regulated by certain Acts,

by-laws and guidelines so as to ensure fair and transparent processes in al i ke
a

1 their transactions.



Introduction 3

The Securities and Exchange Board of India (SEBI) acts as the regulator for both the

primary and secondary markels in India, supervising and monitoring their functioning in
every respect.

A stock exchange is primarily a m
several peculiar features and is quite
The trading system in a stock exch
exchange of cash and securities
evolved and reformed over the
mechanism.

The continuous fluctuations in the prices of securities lead to speculative activities in
stock exchanges. An understanding of the different types of speculative activities and the

speculators is useful in studying the price movements in stock exchanges. The stock market
indices indicate the direction of market movements.

arket for trading in securities. But it is a market with
unlike other ordinary markets we are familiar with.
ange, including placing of orders, execution of orders,
between the trading parties, etc. is unique. It has been

years to ensure an efficient and transparent trading

Security Analysis

The securities available to an investor for investment are numerous and of various types.
The shares of over 7000 companies are listed in the stock exchanges of the country.
Traditionally, the securities were classified into ownership securities such as equity shares
and preference shares and creditorship securities such as debentures and bonds. Recently
a number of new securities with innovative features are being issued by companies to
raise funds for their projects. Convertible Debentures, Deep Discount Bonds, Zero Coupon
Bonds, Flexi Bonds, Floating Rate Bonds, Global Depository Receipts, Euro-currency Bonds,
etc. are some of these new securities. From this vast group of securities the investor has
to choose those securities which he considers worthwhile to be included in his investment
‘portfolio. This calls for a detailed analysis of the available securities.

Security analysis is the initial phase of the portfolio management process. This step
consists of examining the risk-return characteristics of individual securities. A basic strategy
in securities investment is to buy underpriced securities and sell overpriced securities. But
the problem is how to identify underpriced and overpriced securities, or, in other words,
‘mispriced’ securities. This is what security analysis is all about.

There are two alternative approaches to security analysis, namely fundamental analysis
and technical analysis. They are based on different premises and follow different techniques.
Fundamental analysis, the older of the two approaches, concentrates on the fundamental
factors affecting the company such as the EPS of the company, the dividend pay-out ratio,
the competition faced by the company, the market share, quality of management, etc. A
fundamental analyst studies not only the fundamental factors affecting the company, but
also the fundamental factors affecting the industry to which the company belongs as also
the economy fundamentals. _ .

According to this approach, the share price of a company is determined by these
fundamental factors. The fundamental analyst works out the true worth or intrinsic value
of a security based on its fundamentals; then compares this intrinsic value with the current
market price. If the current market price is higher than the intrinsic value, the share is said
to be overpriced and vice versa. The mispricing of securities provides an opportunity to
the investor to acquire the share or dispose of the share profitably. An investor would buy
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those securilies which are underpriced and sell those securities which are OVerpriceq
pelieved that notable cases of mispricing will be corrected by the market in futye. I is
of undervalued shares will increase and those of overvalued shares will decline Ticeg

Fundamental analysis helps to identify fundamentally strong companies whoge sh
are worthy to be included in the investof’s~portfolio. &

The second alternative approach to security analysis is technical analysis. A techn;
analyst believes that share price movementls are ‘syslematic and exhibit certain consist::l
patterns. He, therefore, studies past movements in tl?e prices of shares to identify h‘endt
and patterns. He then tries lo predict the future price mov'ements. The current mafkei
price is compared with the future predicted price to determine the extent of miSPricing
Technical analysis is an approach which concentrates on price movements and ignores the'

d res

fundamentals of the shares. i .
A more recent approach to security analysis is the efficient market hypothesis. ACCOrding

to this school of thought, the financial market is efficient in pricing securities. The efficien
market hypothesis holds that market prices instantaneously and fully reflect all relevap,
available information. It means that the market prices of securities will always equal thej;
intrinsic values. As a result, fundamental analysis which tries to identify undervalued o
overvalued securities is said to be a futile exercise.

The efficient market hypothesis further holds that share price movements are random
and not systematic. Consequently, technical analysis which tries to study price movements

and identify patterns in them is of little use.
Efficient market hypothesis is a direct repudiation of both fundamental analysis and
technical analysis. An investor cannot consistently earn abnormal returns by undertaking
fundamental analysis or technical analysis. According to efficient market hypothesis, it is
possible for an investor to earn normal returns by randomly choosing securities of a given

risk level.

Portfolio Analysis

A portfolio is a group of securities held together as investment: Investors invest their
funds in a portfolio of securities rather than in a single security because they are risk
averse. By constructing a portfolio, investors attempt to spread risk by not putting all their
eggs into one basket. Thus, diversification of one’s holdings is intended to reduce risk in
investment.

Security analysis provides the investor with a set of worthwhile or desirable securities.
From this set of securities an indefinitely large number of portfolios can be constructed by
choosing different sets of securities and also by varying the proportion of investment in
each security. Each individual security has its own risk-return characteristics which can be
measured and expressed quantitatively. Each portfolio constructed by combining the
individual securities has its own specific risk and return characteristics which are not just
the aggregates of the individual security characteristics. The return and risk of each portfolio
has to be calculated mathematically and expressed quantitatively.

Portfolio analysis phase of portfolio management consists of identifying the range of
possible portfolios that can be constituted from a given set of securities and calculating

their return’and ﬁsk.ffot';fufthé'r?ana_ly_éis. )




Portfolio Selection

Portfolio analysis provides the input for the next ph
ortfolio selection. The goal of portfolio construction is to gener
the highest returns at a given level of risk. A portfolio having this char

as an efficient portfolio. The inputs from portfolio.analysis can be used to identify the set
al portfolio has to be

of efficient portfolios. From this set of efficient portfolios, the optim
selected for investment. Harry Markowitz’s portfolio theory provides both the conceptual
framework and the analytical tools for determining the optimal portfolio in a disciplined

and objective way.
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Portfolio Revision

al portfolio, the investor has to constantly monitor the porthliO

Having constructed the optim
ancial markets are dynamic,

to ensure that it continues to be optimal. As the economy and fin
changes take place almost daily. As lime passes, securities which were once attractive may

New securities with promises of high returns and low risk may emerge The
pments in the market.

f some of the existing
ortion in the portfolio

cease to be so.
investor now has to revise his portfolio in the light of the develo

“This revision leads to purchase of some new securities and sale o
securities from the portfolio. The mix of securities and their prop

changes as a result of the revision.
Portfolio revision may also be necessitated by some investor-related changes such as

availability of additional funds, change in risk attitude, need of cash for other alternative

use, etc.
Whatever be the reason for portfolio revision, it has to be done scientifically and
objectively so as to ensure the optimality of the revised portfolio. Portfolio revision is not
t without much care. In fact, in the entire process of

a casual process to be carried ou
portfolio management, portfolio revision is as important as portfolio analysis and selection.

Portfolio Evaluation

The objective of constructing a portfolio and revising it periodically is to earn maximum

returns with minimum risk. Portfolio evaluation is the process which is concerned with
assessing the performance of the portfolio over a selected period of time in terms of return
and risk. This involves quantitative measurement of actual return realised and the risk
born by the portfolio over the period of investment. These have to be compared with
objective norms to assess the relative performance of the portfolio. Alternative measures
of performance evaluation have been developed for use by investors and portfolio managers.
Portfolio evaluation is useful in yet another way. It provides a mechanism for identifying
yyeaknesses in the investment process and for improving these deficient areas. It provides
a,feedback mechanism for improving the entire portfolio management process.
risie p_or_tfol_iq management process is an ongoing process. It starts with security analysis,
proceeds, to portfolio construction, and continues with portfolio revision and evaluation.
The .9?_@!_@?&9?1;??9“‘135 the necessary feedback for designing a better portfolio next time.
_ :Sltlilﬁirior performance is achieved through continual refinement of portfolio management
S ot | :
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VOLUTION OF PORTFOLIO MANAGEMENT o T
ntially a systematic method of managing one’s iy,
S[ment
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tributed to the development and growth of this S5}
Emyy;
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Portfolio management is esse

Id be interesting to trace the evo]y;
10

of

officiently. Many factors have con
ach to investment management. It wou

agement through the years.
ars of this century analysts used financial statement data for eval,
alip

anies. This started with the analysis of railroad secyy:
atomy of @ Railroad Report was published by Thomrmes
as a classic in railroad analysis. Financial statenis F
nvestment field, althou gh most writers on i“"estmem
They generally advocated the calcula ti?t
John Moody in his book The Art of Wa;

appro
investment man

In the early ye
the worth of securities of comp
in U.S.A. A booklet entitled The An
Woodlock in 1900. It was regarded

analysis became more popular in the i
ut the procedure to be adopted.

were not clear abo

and use of certain financial ratios for the purpose.

Street Inoesting, published in 1906, strongly supported financial statement analysis fo,
wrence Chamberlain, in his book The Principles of Bond Investmen

investment purposes. La
1911, proposed an analysis which later came to be known a5

which was published In
group of analysts concentrated their

common-size analysis.
During the early part of this century another
attention on the behaviour of the stock market. Their investment strategy consisted in
rice charts. This method came to be
1902 when Charles H. Dow, the

studying the stock price movements with the help of p
known as technica evolved during 1900~
f editorials in the Wall

1 analysis. It
founder of the Dow Jones and Co., presented his views in a series 0
Street Journal in U.S.A. The advocates of technical analysis believed that stock price movement
d that definite patterns co

was orderly and systematic an uld be identified in these movements.
Their investment strategies were built around the identification of trends and patterns in

stock price movements.

Another prominent author who supported technical analy
published a book in 1938 entitled The Wave Principle. After analysing seventy five years of
share price data, he concluded that the market movement was quite orderly and followed
a pattern of waves. His theory has come to be known as the Elliot Wave Theory.
According to J.C. Francis?, the development of investments management can be traced

duor‘r;:log_ically through three different phases.
first phase could be characterised as the speculative phase. Investment was not
it was of a speculative

a mdesplf:::s activity; it was carried on only by the wealthy; moreover,
nature. tment management was an art and needed skill. Price manipulation was

sis was Ralph N. Elliot who

d for manipulation.

AR ey ilf;:chlal:lge crash in 1929. Finally, the daring speculative ventures
20308 Thve sgt:n in the United States by the Securities Act of 1934.

WATiS e “me{;és management entered its second phase, a phase of
st gy regulations governing investment trading were passed
il enn q{gﬁ&é‘gmsrzbeggn the process of upgrading its ethics, establishing

e R T St e ic1 £
wgﬁ'j‘g&%ﬂﬁ% dinary %ggple%i?;ilina.g‘? As a result the investment markets
5 w e inary people began to invest. I
investments. tvestors began to pnalyscitte
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During this i
g period the research work of Benjamin Graham and David L. Dodd was

widely publicised and publicl

> ¢ acclai . :
a book titled Security Analysis i};\ 19%;”,';19?1‘ They Plll.)llshcd the results of their research in
of security analysis and laid the gr(;m.qd s “;:ls considered the first major work in the field
considered pioneers of securily anal A folr the security analysis profession. They are

I . analysis as a discipline.

nvestments management has now ent i :
publication of a paper on portfolio sclenremd its third phase, the scientific phase. The
: e i ; :
Markowitz, marked the beginning of this cﬂ:o:; W Lo B Ft.nance in 1952 by Hiaky
Theory were laid by Markowitz. His pi i phase. The foundations of Modern Portfolio
in his 1952 article in the IOHT‘HG} O}SFIi)rlonemm;gl A b e Sl A
: g : 1ance and in the sub > ;
titled Portfolio Selection: Efficient Diversification of Investmerstfsq s i

Markowit ify ri '

i durce dvilhi;:timli_ted todguan-tlfy risk. He showed how the risk in investment could

ok gd proper diversification of investment which required the creation of a
pOI.‘t L e ed gnalytlcal tools for the analysis and selection of the optimal portfolio.
This pioneering portfolio approach to investments management won him the Nobel prize
for economics in 1990.

T.he work done by Markowitz was extended by William Sharpe, John Lintner and Jan
Mossin through the development of the capital asset pricing model (CAPM). In fact,
Sharpe shared the Nobel prize for economics in 1990 with Markowitz and Miller, for his
contribution to the development of CAPM.

The developments in the field of portfolio management are continuing apace. In fact,
the last two phases in the development of portfolio management practice, namely
professionalism and scientific analysis, are currently advancing simultaneously.

ROLE OF PORTFOLIO MANAGEMENT

gement was an exotic term, an elite practice beyond
a. The scenario has changed drastically. Portfolio

management is now a familiar term and is widely practised in India. The theor_ies and
concepts relating to portfolio management now find their way to t.he front pages of financial
newspapers and the cover pages of investment journals in India. :
In the beginning of the nineties India embarked on a programme o.f economic
liberalisation and globalisation. This reform process has made the Indian capital markets

active. The Indian stock markets are steadily moving towards higher efficiency, with rapid
transparency, better infrastructure, better customer

‘computerisation, increasing market ‘
: servz::e closer i’ntegration and higher volumes. The markets are dominated by large
o ihstifut;onal investors with their diversified portfolios. A large number of mutual funds
" have been set up in the country since 1987. With this development, investment in securities

" has pained considerable momentum. Y
nas g e spread of securities investment among ordinary investors, the acceptance

R e . : ity changed the investment scenario
: itati chniques by the investment communi
'qf,"ll;!?tltl?:;‘;zstsi onalqportffﬂio management, backed by competent research, began to be
'ra"c'"fi's'l:t:.i by mutual funds, investment consultants and big brokers. The Securities.and
sl of India (SEB), the stock market regulatory body i India, is supervising

There was a time when portfolio mana
the reach of ordinary people, in Indi
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(olio management a responsible prOfeSSiOnal

the whole process with a view lo making porl

service to be rendered by experts in the field. _
anagement ha

With the advent of computers the whole pr(lJCcss of ]f::(;x::’;)hc; ;?fo rmg i ; lﬁ:?me

1 5 - an absorb large volumes O ; ] iong

quite easy. The compuler ¢ 6 desired form. Moreover, simulatig,

accuralely and quickly give oul the results in any ]
modelling etc. provide means of testing nltern:ftlw'-‘ 50 caer s promoted
The trend towards liberalisation and globahsallop of the eFor;OdeY th gnl d e fre.e
flow of capital across international borders. _Portfohos now '":Crlr:ational = t{l a :mesnc
securities but also foreign securities. Diversification has become -m e mt.ent Ontext,
financial investments cannot be conceived of wxzthout p9rtfoho managena ez'n iy
Another significant development in the field of investment mz- ge gn s Fhe
introduction of derivative securities such as options and futures. The, Haging I Cetvative
securities, their valuation, etc. have broadened the scope of investment management.

Investment is no longer a simple proccess. It requires scientific kn.owledge{ a systematic
onal expertise. Portfolio management which combines all these

approach and also professi - | lio
elements is the method of achieving efficiency in investment.

utions.

Financial Derivatives
Investment in securities is inherently risky because of the volatility in the price movements
future price movements. This, in

of securities. This volatility creates uncertainty regarding
turn, exposes the investors to risk. Since investors are likely to suffer losses on account of

the uncertain future price.movements, they like to avoid such risk, or at least, to minimize

such risk.
Financial derivatives have evolved as a mechanism forreducing or hedging the risk
are the most common derivative

involved in financial investments. Futures and options ° 1
instruments. Each derivative instrument has as underlying asset such as a security, a

foreign currency, etc. whose price fluctuations can be hedged by trading in the derivatives
market. An investor buying or selling a financial asset can reduce the risk involved by
simultaneously trading in the derivative instrument. Thus, investment in securities can be
profitably combined with derivatives trading to achieve the objectives of maximizing returns

and minimizing risk.

Futures
The uncertainty regarding the future price movement of shares, foreign currencies, etc.

~can be managed by entering into “futures contracts”. A futures contract is essentially an

' agreement tc‘) buy or sell an underlying asset such as a security or foreign currency at a
certain time in the future for a predetermined price. Such a contract effectively eliminates

 the
- future. Fi

certainty regarding the future price of the underlying asset to be traded in the
tures contracts are regularly traded in futures exchanges. The assets underlying

‘ « _--_'_'.'r;\_-"‘\:}g!;'-'-'ﬂﬂ; bl ”-.‘;‘---"' F 3 !
future_afgonfra;;}gs‘églay be financial assets such as shares, foreign currencies, etc., or
cgffee, gold, petroleum, etc. or even stock market indices.

s wheat,




The income that a person receives may be used for purchasing goods and services }:hat he
currently reqmres or it. may be saved for purchasing _goods and services that he may

require in the future. In other words, income can be what is spent for current consumption

or saved for the future consumption. Savings are generated when a person ot an organisatio.n
abstains from present consumption for a future use. The person saving a part_of his
income tries to-find a temporary repository for his savings until they are required to

finance his future expenditure. This results in investment.

MEANING OF INVESTMENT

Investment is an activity that is engaged in by people who have savings, i.e. investments
are made from savings, or in other words, people invest their savings. But all savers are
not investors. Investment is an activity which is different from saving. Let us see what is
meant by investment.

It may mean many things to many persons. If one person has advanced some money
to another, he may consider his loan as an investment. He expects to get back the money
along with interest at a future date. Another person may have purchased one kilogram of

e _,._golc:h for the purpose of price appreciation and may consider it as an investment. Yet

: ?:gnzr I%t;rts?sn hl:nsai); \il;ﬁ:;f. an insurance plan for the various benefits it promises ir

:ma]‘l) S;%sé::;fs. ;tdgai?iolzlealse;zothat mvestment_ involves employmer'nt of funds witt
it v e g < e O growth in values. The essential quality of

tpg_‘;gvpl_ve_:s waiting for a reward. Investment invol : o

 have been saved in the ho Vo VEg e pommitcn

: 48 . pe that some benefits ‘will accrue in future

.___._,._,_,_.._._,,.-.,-.-.__..__-—...:._.m.__.-.——v—..-.—-——-—-—-——-—-—-i
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g, invesin : > define " . ;
Thus, 1ent may be defined as “q commitment of funds made in the expectation

1hiv . el 3 < i
CS)F SUml(l: E?‘illllll\ne\ rlzttﬂ?[ ml“gn - Expectation of return is an essential element of investment.
mcell 1 i i"-‘:l ;D‘ccuc to be realised in future, there is a possibility that the return
actually realised 1s lower than the return expected to be realised. This possibility of variation

m the_ actual return is known as investment risk. Thus, every investment involves return
and risk.

FINANCIAL AND ECONOMIC MEANING OF INVESTMENT

!n the fifmncial sense, i:-wcslment is the commitment of a person’s funds to derive future
income in the form of interest, dividend, premiums, pension benefits or appreciation in
the value of their capital. Purchasing of shares, debentures, post office savings certificates,
insurance policies are all investments in the financial sense. Such investments generate
financial assets.

In the economic sense, investment means the net additions to the economy’s capital
stock which consists of goods and services that are used in the production of other goods
and services. Investment in this sense implies the formation of new and productive capital
in the form of new constructions, plant and machinery, inventories, etc. Such investments
generate physical assets. :

The two types of investments are, however, related and dependent. The money invested
in financial investments are ultimately converted into physical assets. Thus, all investments
result in the acquisition of some assets either financial or physical.

CHARACTERISTICS OF INVESTMENT

All investments are characterised by certain features. Let us analyse these characteristic
features of investments.

Return

All investments are characterised by the expectation of a return. In fact, investments are
made with the primary objective of deriving a return. The return may be received in the
form of yield plus capital appreciation. The difference between the sale price and the
purchase price is capital appreciation. The dividend or interest received from the investment
is the yield. Different types of investments promise different rates of return. The return
from an investment depends upon the nature of the investment, the maturity period and
a host of other factors.

Risk

RlS'klsmherent in any investment. This risk may relate to loss of capital, delay in repayment
of capital, non-payment of interest, or variability of returns. While some investments like
government securities and bank deposits are almost riskless, others are more risky. The

risk of an inves_tment depends on the following factors.

7111, < The 1onger the maturity period, the larger is the risk.
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—
r, the higher is the risk.

ments in ownership secy Fitig
ts in debt instrumepq

2. The lower the credit worthiness of the borrowe
3. The risk varies with the nature of investment. Invest
like equily shares carry higher risk compared to investmen

like debentures and bonds.
Risk and return of an investment ate related. Normally, the hig
is the retum.

Safety

The safety of an investment implies the ce
or time. Safety is another feature which an invest
investor expects to get back his capital on maturity without loss an

her the risk, the higha,

rtainty of return of capital without loss of money
or desires for his investments. Eve
d without delay.

Liquidity

An investment which is easily saleable or markel
loss of time is said to possess liquidity. Some investments like compan :
deposits, P.O. Deposits, NSC, NSS, elc. are not marketable. Some investment instruments
like preference shares and debentures are marketable, but there are no bl..lyers in many
cases and hence their liquidity is negligible. Equity shares of companies listed on stock

exchanges are easily marketable through the stock exchanges. ;
An investor generally prefers liquidity for his investments, safety of his funds, a good

return with minimum risk or minimisation of risk and maximisation of return.

able without loss of money and without
y deposits, bank

OBJECTIVES OF INVESTMENT

An investor has various alternative avenues of investment for his savings to flow to.
Savings kept as cash are barren and do not earn anything. Hence, savings are invested in
assets depending on their risk and return characteristics. The objective of the investor is
to minimise the risk involved in investment and maximise the return from the investment.
Our savings kept as cash are not only barren because they do not earn anything, but

also loses its value to the extent of rise in prices. Thus, rise in prices or inflation erodes the

: value of money. Savings are invested to provide a hedge or protection against inflation.
. I_g\!hgépvgs_tment cannot earn as much as the rise in prices, the real rate of return would
be;legghve Thus, if inflation is at an average annual rate of ten per cent, then the return
_ from an investment should be above ten per cent to induce savings to flow into investment.

. Thus, the objectives of an investor can be stated as:

-';-"Mz;_:timmrion of return
2. Minimisation of risk
‘3. Hedge against inflation.

: % : R e T .5__.;_-,-‘.-:.«:';“.:‘:-‘:;;! iﬁ%{y’ﬂ‘ Henl; . .
‘Investors, in general, degff@,;;:?g_-eam.as large returns as possible with the minimum of

R A Ly e N ) i & o A3 S g 4 F
S ﬂ:sf%:l!j?&khere‘xnaybeu’ﬁgg? O .~ obabihty that actual returns realised from an
_ investment may be different;f?{, 4 the ex pected return. If we consider the financial assets
‘the ﬁ;géinto different risk categories. Government

 available for investment, we can
a _qes“wpgld;cons““!t‘?; A ag.they_ are practically risk free. Debentures
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and preference shar io .
‘nf Copm anies Womdcsf:f CC;I}“E’?!.“LS ey be classified as medium risk assets. Equity shares
2 B rm the high risk category of financial assets. An investor would be

Fl:;;'epar?: :ol;:sds;l-x;\[c[ llllglher risk. only if he expecls to get pl'0p0rtionalcly higher returns.

Imr(:l B Uisesd g }Necf‘ risk and return. The expected return of an investment is
directly Propor 1fma _lo its risk. Thus, in the financial market, there are different financial
assets with varying risk-return combinations.

The inyeslors i.n the financial market have different attitudes towards risk and varying
levels of r15}< bearing capacity. Some investors are risk averse, while some may have an
affinity to risk. The risk bearing capacity of an investor, on th'e other hand, is a function
of his income. A person with higher income is assumed to have a highe; risk bearing
capacity. Each investor tries to maximise his welfare by choosing the optimum combination
of risk and expected return in accordance with his preference and capacity.

INVESTMENT vs SPECULATION

Investment and speculation are two terms which are closely related. Both involve purchase
of assets like shares and securities. Traditionally, investment is distinguished from speculation
with respect to three factors, viz. (1) risk, (2) capital gain and (3) time period.

Risk
It refers to the possibility of incurring a loss in a financial transaction. It arises from the
possibility of variation in returns from an investment. Risk is invariably related to return.
Higher return is associated with higher risk.

No investment is completely risk free. An investor generally commits his funds to low

risk investment, whereas a speculator commits his funds to higher risk investments. A
speculator is prepared to take higher risks in order to achieve higher returns.

Capital Gain

The speculator’s motive is to achieve profits through price changes, i.e! he is interested in
capital gains rather than the income from the investment. If purchase of securities is
preceded by proper investigation and analysis to receive a stable return and capital
appreciation over a period of time, it is investment. Thus, speculation is associated with
buying low and selling high with the hope of making large capital gains. A speculator
consequently engages in frequent buying and selling transactions.

Time Period

Investment is long-term in nature, whereas speculation is short-term. An investor commits
his funds for a longer period and waits for his return. But a speculator is interested in
short-term trade gains through buying and selling of investment instruments.

 Analysis of these distinctions helps us to identify the role of an investor and a speculator.
An investor is interested in a good rate of return earned on a rather consistent basis for
a relatively longer period of time. He evaluates the worth of a security before investing in
it. A speculator seeks opportunities promising very large returns earned rather quickly.
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He is interested in market action and price movements. Consequently, specul; i

n’lgre

risky than investment. ; : '
)I;asically, both investment and specula'hor'l aim at gooq returns. The differe e
motives and methods. As a result, the distinction between investment ang SpeC“Iation i
is

not very wide. Investment is sometimes described as ‘a well grounded and Carefy]ly pla

speculation’.

fngy

INVESTMENT vs GAMBLING

Investment has also to be distinguished from gambling. Typical. examples of 8ambling ,
horse races, card games, lotteries, etc. Gambling consif;ts in taking high risks not only fq,
high returns, but also for thrill and excitement. Gamblmg Is unplanned and non SCientifje
without knowledge of the nature of the risk involved. It is surrounded by uncertainty anq
is based on tips and rumours. In gambling artificial and unnecessary risks are Createq fo,
increasing the returns.

Investment is an attempt to carefully plan, evaluate and allocate funds to Varioyg
investment outlets which offer safety of principal and moderate and continuous retyp,
over a long period of time. Gambling is quite the opposite of investment.

maximisirig returns and minimising risk.
The professional investors and the unskilled individual jny
- . Y ?;:.‘..:.-l l 1 l i
en goeng? ynamic. _ al investors combine to make the

e v prrm—— e
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while some others are almost riskless, T}
among them depending on his prefere
The investment avenues can be

'¢ investor has to choose proper avenues from
nees, needs and ability to assume risk.

broadly categorised under the following heads:
1. Corporate securities

2. Deposits in banks and non-banking companies
3. UTI and other mutual fund schemes P
4. Post office deposits and certificates

5. Life insurance policies

6. Provident fund schemes

i

Government and semi-government securities
Let us discuss briefly the important investment avenues available to savers in India.

Corporate Securities

Corporate securities are the securities issued by joint stock companies in the private sector.
These include equity shares, preference shares and debentures. Equity shares have variable
dividend and hence belong to the high risk—high return category, while preference shares
and debentures have fixed returns with lower risk.

Deposits

Among the non-corporate investments, the most popular are deposits with banks such as
savings accounts and fixed deposits. Savings deposits have low interest rates whereas
fixed deposits have higher interest rates varying with the period of maturity. Interest is
payable quarterly or half-yearly. Fixed deposits may also be recurring deposits wherein
savings are deposited at regular intervals. Some banks have reinvestment plans wherein
the interest is reinvested as it gets accrued. The principal and accumulated interest are
paid on maturity.

Joint stock companies also accept fixed deposits from the public. The maturity period
varies from three to five years. Fixed deposits in companies have high risk since they are
unsecured, but they promise higher returns than bank deposits.

Fixed deposit in non-banking financial companies (NBFCs) is another investment avenue
open to savers. NBFCs include leasing companies, hire purchase companies, investment
companies, chit funds, etc. Deposits in NBFCs carry higher returns with higher risk compared
to bank deposits.

UTI and other Mutual Fund Schemes
Mutual funds offer various investment schemes to investors. UTI is the oldest and the
largest mutual fund in the country. Unit Scheme 1964, Unit Linked Insurance Plan 1971,

Master Share, Master Equity Plans, Mastergain, etc. are some of the popular schemes of
UTL A number of commercial banks and financial institutions have set up mutual funds.

Recently mutual funds have been set up in the private sector also.

Post Office Depos'it..é" ahd.Certiﬁcates

The investment avenues provided by post offices are generally non-marketable. Moreover,
the major investments in post office enjoy tax concessions also. Post offices accept savings
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There is also @ recurring deposit schep

(s from the public: e
]ar monthly savings- .sued by post offices to inye

which is an instrument of regu
: ficates (NSC) aré : Sto
Savm.gs Cersf} Cioml_gounded half—}’early and is Pay?ble along wirls'
nt investes, s is gix years from the date of issue. h

Six-year National
re savings certificates issued by post of fceq

The interest on the amou
the time of maturit

/ deposits as well as fixed deposi
|
|
| d Kissan Vik

the principal at
Indira Vikas Patra an
tion (LIC) offers many investment schemes to investors, These
| facility of life insurance cover. Some of the schemes of ¢
Policies, Endowment Assurance

: le Life Assurance
tible Jvho 2 Dhara, Marriage Endowment Plan, et -

1; Life Insurance Policies

|
i The Life Insurance Corpora
‘fJ schemes have the additiona
are Whole Life Policies, Conver

Policies, Jeevan Saathi, Money Back Plan, Jeevan

| j Provident Fund Schemes
|

Provident fund schemes are compul
I public and private sectors. There are
’# sectors of employment, namely Statuto
i and Unrecognised Provident Fund.

! In addition to these, there is a volunt
: investor whether employed or not. This
:;r Any member of the public can join the s
‘ the State Bank of India.” = :

sory deposit <chemes applicable to employees in the
three kinds of provident funds applicable to different
ry Provident Fund, Recognised Provident Fung

scheme which is open to any
ublic Provident Fund (PPF),
d by the post offices and

ary provident fund
is known as the P
cheme which is operate

Government and Semz’-Govemment.Secur.it.ie;{ B its S,
The government and 'séﬁi}".goverfmépt bo__diéé like the public sector undertakings borrow
money from the -pubhc through the issue of government securities and public sector bonds.
These are less risky avenues of investment because of the credibility of the government
and government undertakings. 1} S R R R R AR :

Let us now summarise the discussion on investment.

| Investment is a fmancxal ;cﬁ;it R e g :
Anves vity that involves risk. It is the i
; : Volv . comm
: etuﬁt _e.xpected to be r{eahsed in the future. Investments may be m lgm e.nt ?f fu1.1ds ot 3
_;yslcal_ ‘assets. In either case there is the possibility that the a{-uelm el anps
€ actual return may vary




