
UNIT NO. 3 



Learning Objectives 

• Explain the concept of Risk and return

• Measure the concept of return and return of the 
portfolio

• Discuss the concept of efficient Frontier

• Discuss the CAPL  and Arbitrage Pricing theory 
Concepts.

• Explain how the sensex and Nifty is constructed 





















































Capital Market Theory 
It describes how securities are priced in the 
marketplace.

Markowitz theory was more based on theoretical , 
CAPM aims at a more practical approach to stock 
valuation .

Based on mean-variance approach to risk for 
assessment of investment as developed by Markowitz .

It explain the behavioral pattern of investors in building 
up portfolio .



Assumptions 
• To maximize the utility of terminal wealth.
• Choice on the basis of risk and return.
• Homogeneous expectations of risk and return 
• Identical time horizon 
• Information is freely and simultaneously available to 

investors.
• There is risk free asset , and investor can borrow and 

lend unlimited amount at risk free rates.
• There is no taxes, transaction costs, and restrictions 

on short rates or other market imperfections. 
• Total asset quantity is fixed , and all assets are 

marketable and divisible 

































































Risk Management and Derivatives
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Content

• Impact Cost

• Index and its application 

• Construction and composition – Sensex and Nifty

• Calculation of Index

• Free Flow Market Capitalization 



Impact Cost

• Cost of executing a transaction in given stock 
for specific predefined order size , at any given 
point of time.

• It can vary for different transaction size

• It change and depends on the no. of outstanding 
order



Procedure For Calculation of Impact 
Cost 

• Ideal Price = Best Buy + Best Sell/ 2

• Actual  Buy Price  = Total Value of Buy Shares/ 
Numbers of Shares.

• Impact Cost = Actual Buy Price- Ideal Price/ 
Ideal Price* 100 



Index

Diversified Portfolio created to represent 
market index.

• Reflect the future performance by capturing the 
market information.

• Statistical tool – measures the change in 
variables.

• Rising index- Optimistic expectation.

• Falling index – Pessimistic expectations.



• Measures how much a variables change over a period of
time and is calculated by finding the ratio of current
value to the base value.

e.g. :- BSE Sensex – 30 companies

e.g. :- Closing price of share 1st Day- 50/-

2nd Day Closing Price - 52/-

It means an increase of 4%(2Rupees on 50/- )

Considering 50/- as 100 % ( Base Year )

Then 52/- will be 104 %( Current Period )



• If the prices of share quoted on third day 47/-

then in terms of percentage

50/- - 100%

then   47/- - ?

47*100/50  

=     94% 



Application of Stock Index

• Provide a historical comparison of return on money
invested in stock market against other form of
investment such as gold and debts securities.

• Use as benchmark against comparing the performance
of equity funds

• Lead indicator of the performance of the overall
economy or a sector of the economy

• Stock reflects highly up to date information



• Study the long term growth pattern in the economy

• Forecast business cycle patterns

• Use of market index in Portfolio Analysis



SENSEX 

• Basket of 30 leading and representative stock
traded on stock exchange

• Compiled for the first time in 1986 taken as a
base year 1978-1979

• Initially Calculation methodology was based on
Full market capitalization

• In the year 2003 full market capitalization
methodology was replaced with Free Market
Capitalization methodology



SENSEX Scrips Selection Criteria
• Listed History

• Trading Frequency

• Final Rank on Some of the Criteria

• Limit on Market Capitalization Weightage 

• Track Record 



NSE – 50 Index ( NIFTY) 

• Built by India Index Service Product Ltd.
(IISL) and CRISIL ( Credit Rating Information
Service of India Ltd. )

• Introduced on April 22,1996

• OBJECTIVES

 Reflect market movement more accurately

Provide tool for measuring market return and
Portfolio Return

 Provide a basis for introducing index based
derivatives



NIFTY Selection Criteria 

• Market Capitalization (Rs 5 billion ) or more

• Liquidity ( Weights in proportions to market
capitalization)



Market Capitalization 

Market Capitalization = 

(Market Price Per Share * Numbers of Shares  
issued by the company )



Construction and Composition of 
Sensex and Nifty 

• Market Capitalization Based Method Formula

Index Value = 

Current Date Market Capitalization        * Base

Base Date Market Capitalization               Date 
Index 

Value 



Simple Average Base Formula

Index Value 

Current Date Average of the Prices           * Base                                

Base Date Average of the Prices                  Date 

Index 

Value 



Index Calculation 
• Scrips –X, Y and Z ( Par Value of Equity Rs 10/-

• Numbers of Share 

X- 100

Y- 200

Z- 250

Market Price of Scrip (Per Share ) 

Scrips Base Year Current Year 

X 20 25

Y 30 40

Z 40 50



Base Date Market Capitalization Current Date Market Capitalization 

Name of 
Scrip 

No. of 
Share 

Price Per 
Share

Market 
Capitalization 

No. of 
Share 

Price Per 
Share

Market 
Capitalizatio
n 

X 100 20 2000 100 25 2500

Y 200 30 6000 200 40 8000

Z 250 40 10000 250 50 12500

Total 18000 Total 23000

Index Value =  23000/18000*100  = 127.78



Free Float Market Capitalization 

• Shares which are easily available for trading out of
the total share issue by the company are consider for
calculation purpose.

• E.g. :- out of 100% shares if only 65% of the shares
of a company is available for trading then free float
factor of that company will be 0.65



following Shares issues are not available easily or
frequently for trading.

• Promoter of the Company

• Director of the Company

• Under Lock in Period

• other shares issues as preferential allotment

• Employees Welfare Trust

• . Government Holding

• Associate Group Companies Shares







SL Company Name Sector Weight

1 TCS Computers – Software 11.68

2 Reliance Refineries 7.85

3 ONGC Oil Drilling And Exploration 7.65

4 ITC Cigarettes 7.36

5 Infosys Computers – Software 5.85

6 HDFC Bank Banks – Private Sector 4.82

7 Coal India Mining/Minerals 4.48

8 ICICI Bank Banks – Private Sector 3.84

9 Wipro Computers – Software 3.83

10 HDFC Finance – Housing 3.68

11 Tata Motors Auto – LCVs/HCVs 3.55

12 SBI Banks – Public Sector 3.47

13 HUL Personal Care 3.37

14 Bharti Airtel Telecommunications – Service 3.36

15 Sun Pharma Pharmaceuticals 3.33

16 Larsen Infrastructure – General 3.16

17 NTPC Power – Generation/Distribution 2.69

18 Axis Bank Banks – Private Sector 1.85

19 M&M Auto – Cars & Jeeps 1.70

20 Bajaj Auto Auto – 2 & 3 Wheelers 1.59

21 Maruti Suzuki Auto – Cars & Jeeps 1.47

22 Sesa Sterlite Mining/Minerals 1.46

23 GAIL Oil Drilling And Exploration 1.31

24 BHEL Infrastructure – General 1.28

25 Dr Reddys Labs Pharmaceuticals 1.26

26 Hero Motocorp Auto – 2 & 3 Wheelers 1.12

27 Tata Steel Steel – Large 0.93

28 Cipla Pharmaceuticals 0.84

29 Hindalco Aluminium 0.67

30 Tata Power Power – Generation/Distribution 0.54



10 young firms that made a difference



Young companies also carry more weight in index



10 veterans that have pushed up the average



13 stocks that never went out of Nifty





949596979899 0 1 2 3 4 5 6 7 8 9 10111213

Series1 9 111212151214171918181411 8 111110172342

0

5

10

15

20

25

30

35

40

45

Se
n

se
x 

R
et

u
rn

Sensex return for different tenure



Reference 

• Investment Analysis and Portfolio Management By 
Prasanna Chandra

• Investment Management By Bhalla

• Security Analysis and Portfolio Management By 
Kevin  


