
7 Demand for Assets

C O N C E P T S
● Liquidity ● Capital Gains and Losses

● Rate of Return ● Yield

● Risk ● Discounting

● Present Value or Present Discounted Value ● Current and Savings Accounts

● Fixed Deposits ● Shares or Stocks

● Initial Public Offering (IPO) ● Dividends

● Stock Exchange ● Bonds

● Securities ● Mutual Funds

● Portfolio ● Diversified Portfolio
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In the last chapter we analysed how a rational individual allocates his earnings
between consumption and savings. The amount earmarked for consumption is
spent on different goods and services. What does a person do with her savings?

She keeps it in cash, bank accounts, real estate, financial instruments and so on.
This is the same as saying that she ‘acquires’ or ‘demands’ assets or makes invest-
ments. Put differently, a person’s or a family’s assets are acquired from the past and
present savings. (Some assets may be obtained from others as gifts.)

What are the factors that determine how much an individual should demand
or invest in a particular asset? In a sense, it is similar to asking, in terms of con-
sumer theory, what factors determine how much an individual should spend on
a particular commodity. There are, however, differences between the principles
behind the demand for goods and those behind the demand for assets.

ASSET CHARACTERISTICS

In demanding a good (for consumption), the benefit is measured in one dimen-
sion, namely, the psychological satisfaction from consuming the good (which we
called utility). In contrast, assets do not generate utility directly but via their
capacity to generate purchasing power that can be used for consumption. The
benefit from having an asset depends on three dimensions or characteristics of the
asset: liquidity, returns and risk.

Liquidity

It means the ease with which a particular asset can be exchanged for money at the
face value. Liquidity is important because people need money on a short-term
basis to meet unforeseen needs. Obviously, your money invested in a bank in the
form of a current or a savings deposit is more liquid than money invested in real
estate. You can walk to your bank and cash a check in a matter of minutes or you
can withdraw money from your deposit by using ATM machines. But if you have
a piece of property and you want cash immediately by selling it instantly, you are
likely to lose a whole lot relative to its market price. That is, you do not get back
its face value. To get its worth, you need to advertise or spread the word that your
property is for sale; then people come; some people may make offers, and this
whole process can take weeks, sometimes months and even years.

Rate of Return

An investment is capable of generating earnings only after a certain period of
time. Hence time is an important element. Suppose you have put Rs 1,000 in your
savings account, the annual interest rate on the savings deposit is 6 per cent and
the bank pays interest after one year.1 Then the interest income of Rs 60 accrues to
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1In India, banks pay interest once in every six months.
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you after one year. The principle behind someone or some institution paying you
an interest for the use of your money is that there is a time value of money—if you
are not using your money for a given length of time, someone else can borrow it,
use it for some purpose and, therefore, be willing to pay you something for the use
of that money.

Going back to the example, if you continue to maintain your deposit, the inter-
est earnings accrue year after year. This is called the yield of an asset, meaning
periodic income or earnings generated by an asset. In our example, the yield is
Rs 60 every year.2 The yield and the initial amount invested determine the rate of
return associated with an asset. In our example, the rate of return equals 60/1000 =
0.06 or 6 per cent, which is same as the interest rate.

Consider another example. Suppose Mr Ram Lal took out Rs 10 lakh from his
savings to buy a flat for the purpose of renting out. It is given on a rent of Rs 6,000
per month. Assume that Rs 1,000 per month is spent on its maintenance. The net
rental income is then Rs 5,000 per month, which translates to an annual yield of
Rs 60,000. It is expected that after one year the flat will be sold at Rs 10.5 lakh. In
this example the initial cost of investment is Rs 10 lakh, and over the year, the
return on this investment is calculated as:

The first term is the ratio of yield to the cost of the investment, as in the earlier
example. The term inside the brackets is new and equals what is called capital
gains. In general, if the expected sale value in the future exceeds (or falls short of)
the cost, there is a capital gain (or capital loss). We have the formula,

There is an intuitive way to look at the return from an asset, namely, as an internal
or implicit interest rate received. To understand this consider the same example.
The cost of investment is Rs 10 lakh whereas after one year the asset pays back the
rent (Rs 60,000) plus the sale value (Rs 10,50,000), equal to Rs 11.1 lakh. Ask your-
self the following question. Suppose you deposit Rs 10 lakh in a bank. At what
interest rate would you obtain Rs 11.1 lakh in a year (as principal plus interest)?
That is, you set up the equation: 10,00,000(1 + r) = 11,10,000 and solve for r, which
is the internal or the implicit interest rate. We obtain r = 0.11, which is same as the
rate of return calculated by taking into account the yield and the capital gains.
Indeed, this way of calculating the rate of return of an asset can be generalised to
more than one period (see the Numerical Example 7.2 below).

In layman’s terms, the rate of return from holding an asset is the ratio between
the excess money or purchasing power it generates per period and the initial cost

Rate of return of an asset =
yield + expected sale value
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2This answer assumes that Rs 60 is taken out for consumption every year, so that the principal remains the same.
Otherwise, the interest earnings will be added to the principal (that is, these will be compounded) and the yield will keep
increasing over time even if the interest rate is fixed at 6 per cent.
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of the asset (investment). An asset’s rate of return is one of its most important
characteristics. Ceteris paribus, the higher the rate of return the greater will be
demand for an asset.

NUMERICAL EXAMPLE 7.1

Ahmed is in the business of buying and renting out state of the art cell phones to
tourists from abroad. A new cell phone costs Rs 10,000. The rental income for a
year is Rs 6,000. By the end of a year, Ahmed expects to sell this phone in the
secondhand market at Rs 7,000. Having a cell phone and using it in this business
can be thought of as an asset. What is Ahmed’s rate of return from this asset?

The cost of the asset = Rs 10,000. Its yield = Rs 6,000 and the expected sale
price = Rs 7,000. Applying the above formula, the rate of return is equal to:

NUMERICAL EXAMPLE 7.2

Consider the example of Mr Ram Lal investing Rs 10 lakh in a rental property.
Suppose he sells the property two years after he bought it at Rs 10.84 lakh and
during these two years it generated a net rental income of Rs 60,000 each year.
What is the rate of return of this investment by Mr Lal?

Let r denote the implicit interest rate. Since the asset is held for two years, con-
sider a time horizon of two years. A deposit of Rs 10 lakh in the bank at the inter-
est rate of r would grow into Rs 10,00,000 (1 + r)2 at the end of two years. On the
other hand, if this asset is held, the net rental income of Rs 60,000 obtained after
one year becomes Rs 60,000(1 + r) after two years. Add this to the net rental
income and sale value received by the end of the second year (Rs 60,000 +
Rs 10,84,000). Altogether it amounts to Rs 60,000(1 + r) + Rs 11,44,000. Hence set
up the equation:

Rs 10,00,000(1 + r)2 = Rs 60,000(1 + r) + Rs 11,44,000.

It yields the solution, r = 0.10. Hence the rate of return is equal to 10 per cent.3

Risk

Unless we are talking about deposits in a current/savings account or in a fixed
deposit, almost any other investment carries some uncertainty on its return. In the
last example, the rental income was given and known to be equal to Rs 60,000 per
year. But it may not be known for sure before the flat is bought. Similarly, the price
at which it will be sold next year is only ‘expected’, not known for sure. On most
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3As you will realise, such a calculation of rate of return is intimately related to ‘discounting’ and ‘present value analysis’
to be introduced later.
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investments, there is some degree of uncertainty and risk associated with its
return.

The concept of risk can be understood further via the following example.
Suppose that you have a given amount of money for investment and you are look-
ing at two options: Investment A and Investment B. The former provides a return of
0.10 (10 per cent) with a probability of 50 per cent and of 0.06 (6 per cent) with a prob-
ability of 50 per cent. We can then calculate the expected return, defined as the
weighted average of possible returns. For Investment A, it is equal to .10 × .50 + .06 ×
.50 = 0.08 (8 per cent). Investment B offers a return of 0.13 with probability 50 per
cent and 0.03 with a probability of 50 per cent. This also has an expected return of
8 per cent. Mark, however, that while both have the same expected return, the vari-
ability (measured by the statistical formula for variance) of return is greater with
Investment B. We then say that investment B is riskier than Investment A. The higher
the degree of variation of returns relative to the average, the greater is the risk.

Obviously, risk is an important consideration in acquiring an asset. All else the
same, the higher the risk associated with an asset, the less will be the demand for it.

NUMERICAL EXAMPLE 7.3

Consider two stocks C and D. C gives a return of 10 per cent with a probability of
40 per cent and of 15 per cent with a probability of 60 per cent. D gives a return of
12 per cent with a probability of 50 per cent and of 14 per cent with a probability
of 50 per cent. Calculate the expected return of each of these assets and determine
which one is the riskier asset.

The expected returns of stocks C and D are respectively equal to:

E(C) = .1 × .4 + .15 × .6 = .13 = 13% and
E(D) = .12 × .5 + .14 × .5 = .13 = 13%.

That is, both stocks give the same expected or mean return. Hence, the stock
whose variance of returns is higher is the riskier one. Denoting variance by V, and
applying the statistical formula for the variance,

V(C) = (.1 − .13)2 × .4 + (.15 − .13)2 × .6 = .0006
V(D) = (.12 − .13)2 × .5 + (.14 − .13)2 × .5 = .0001.

Hence stock C is the riskier asset.

FURTHER UNDERSTANDING THE RATE OF RETURN:

DISCOUNTING AND PRESENT VALUE ANALYSIS

Putting money in an interest-earning safe deposit like a bank account or a govern-
ment bond is considered a benchmark investment in the sense that it guarantees a
minimum return on your investment. If you are thinking of some other forms of
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investment, then, apart from the risk factor, you must compare its return to the
minimum return (the interest rate). The comparison is not trivial, however, if the
yield on the asset varies from one period to another. A method called the ‘present
discounted value’ or simply a ‘present value analysis’ is typically used.

In what follows, this method is illustrated via an example.
Suppose you are an established businessman in your home town. You can borrow

Rs 33 lakh from a bank at an annual interest rate of 15 per cent, which must be paid
in three years from now. You are contemplating to use this money to organise a week-
long trade show in two years. You expect that contacting business firms, making
local arrangements and so on will take two years. At the end of the second year, you
expect to hold the first trade show and at the end of the third year the second show.
When the show is on, you expect to get payments from businesses who commit to
participate and from potential customers who would come to sample the products.
Let us say that these payments, that is, receipts, will be Rs 6 lakh in the second year
and (after the news of the success of the first trade show spreads) Rs 43 lakh in the
third year. For simplicity, suppose that there is no uncertainty or risk—you know for
sure that you would be able to raise these amounts. Also suppose that liquidity is not
an issue and your only consideration is returns. Holding the trade show can be seen
as an asset, which is going to provide yields for two years. You have to weigh the rate
of return of this asset or investment against the cost of borrowing.

The benefits and costs of acquiring this asset are given in Table 7.1, where you
can notice that interest cost of Rs 33 lakh at 15 per cent is Rs 4,95,000 per annum. If
we just add up the costs over the three years it comes to Rs 47,85,000. The benefit
at the end of the third year is higher, equal to Rs 49,00,000. Does it mean that it is a
profitable investment?

Unfortunately, this simplistic comparison is flawed. It is because a rupee one
year from now is not the same as a rupee two years from now as long as there is
an interest payment involved. Hence a simple adding up of figures over the two
or more years is something like adding apples and oranges. To obtain a correct
comparison between benefits and costs, we must convert them to equivalent
rupees in the same year. This is done through discounting and a present value
analysis.

Discounting means converting a given sum of money to be paid or received in
some future date to an equivalent sum of money in an earlier period. For instance,
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Table 7.1 Benefits and Costs

End of the First End of the Second End of the Third
Year (Rs) Year (Rs) Year (Rs)

Benefits 0 6,00,000 43,00,000

Costs
Interest 4,95,000 4,95,000 4,95,000
Principal 0 0 33,00,000

Total Repayment 4,95,000 4,95,000 37,95,000
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consider a sum of Rs 1,21,000 to be paid or received in 2012. What is its discounted
value as of 2010? To answer this, we first need to know how much one rupee in 2010
will be worth in 2012. Suppose that the annual interest rate, expected to prevail
between 2010 and 2012, is r. Then one rupee lent in 2010 will fetch 1 + r rupees in
2011 and (1 + r)2 in 2012. That is, one rupee in 2012 is worth 1/(1 + r)2 in 2010. Thus
Rs 1,21,000 in 2012 discounted back to 2010 is equal to Rs 1,21,000/(1 + r)2. If the
interest rate is 10 per cent, that is, r = 0.10, this sum is equal to Rs 1,21,000/(1.1)2 =
Rs 1,00,000.

We define present value or the present discounted value (PDV), as the sum of
the discounted values of payments to be made or received in future periods when
the sums are discounted back to the present period. Consider now the example
given in Table 7.1 and ask, what is the PDV of the costs of investing in the trade
show? Note that the first-period payment of Rs 4,95,000 discounted back to the
current period at the interest rate of 15 per cent is equal to Rs 4,95,000/(1.15) =
Rs 4,30,434. Similarly, the discounted value of the payment of Rs 4,95,000 in the
second period as of the present period is equal to Rs 4,95,000/(1.15)2 = Rs 3,74,291.
The discounted value of the third year payment = Rs 37,95,000/(1.15)3 =
Rs 24,95,274. Hence the PDV of the costs = Rs 4,30,434 + Rs 3,74,291 + Rs 24,95,274
= Rs 33,00,000 (after taking into account rounding errors), the amount of the loan
taken. This should not be surprising because the loan is incurred in the current
period and the interest rate associated with the loan is being used in the dis-
counting process.

Let us now calculate the PDV of the benefits. In the first period, the benefits are
zero and thus its discounted value is zero. The discounted value of the second-period
benefit of Rs 6,00,000 as of the current period = Rs 6,00,000/(1.15)2 = Rs 4,53,686. That
of the third year benefit = Rs 43,00,000/(1.15)3 = Rs 28,27,320. Therefore, the PDV of
benefits = Rs 0 + Rs 4,53,686 + Rs 28,27,320 = Rs 32,81,006. In summary,

The PDV of Costs = Rs 33,00,000
The PDV of Benefits = Rs 32,81,006.

The latter is less than the former. We, therefore, conclude that it is not a profitable
investment.

What does it mean in terms of the rate of return? It simply means that the rate
of return on this investment falls short of the interest rate (= 15 per cent), which is
the cost of borrowing.

Note that we would have arrived at the same conclusion even if no money had
been borrowed and, instead, the businessman had used Rs 33 lakh from his own
funds—as long as he would have obtained 15 per cent interest from lending this
amount in the market.

NUMERICAL EXAMPLE 7.4

A truck, if bought today, is expected to generate a rent of Rs 1 lakh this year and
every year over the next ten years. Beyond the 10th year, it will cease to operate
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and the scrap or the kabadi value of the metal in the truck will be Rs 10,000. Find
the PDV of owning this truck if the interest rate is 8 per cent. Find the same if the
interest rate is 11 per cent. In which case is the PDV less and why?

Choose a lakh as the unit. Then the discounted sum of values of the yields over
the first year and the next years at 8 per cent interest rate is equal to:

The discounted value of the scrap (kabadi) value = (.1/1.08)10 = 0.046. Adding
these,

PDV at 8% = 7.71 + 0.046 = 7.756 lakh.

Doing exactly the same calculation at the interest rate of 11 per cent,

PDV at 11% = 6.924 lakh,

which is less than the PDV at 8 per cent interest rate. It is less because the higher
the interest rate, the smaller is the present discounted value of any future year’s
yield and the smaller is the present discounted value of the future scrap (kabadi)
value as well.

NUMERICAL EXAMPLE 7.5

A multinational firm A has a patent for the technology of a product, which it
wants to sell. There are two potential buyers from India: firm B and firm C. Firm B
is willing to pay Rs 17.5 lakh for it upfront (instantly), while firm C is willing to
pay 4 lakh each year for five years including the current year. For company A, sell-
ing the technology also involves sending its technical team at its own cost to set
up the operations, which is the same whether firm B or firm C buys the technol-
ogy. There is no uncertainty about the future payments from firm C. The interest
rate is expected to prevail at 10 per cent. Furthermore, suppose that A is not in a
position to sell to both firms. To whom would it sell its technology?

Selling technology can be regarded as an asset. The cost of both assets is the
same, equal to the cost of sending the technical team. Since firm B has agreed to
offer Rs 17.5 lakh upfront, firm A will sell to firm B or firm C accordingly as the
PDV of payments from Firm C falls short of or exceeds Rs 17.5 lakh. At 10 per cent
rate of interest, the PDV of payments (in lakh) from firm C equals:

This is less than Rs 17.5 lakh. Hence firm A will sell the technology to firm B.
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ASSETS OFFERED IN THE MARKET

We discussed above the profitability of holding a particular asset vis-à-vis holding
a loan, that is, a safe asset. We did not take into account the fact that in reality there
are many assets available in the market. Thus even if the holding of an asset is
profitable in the manner demonstrated above, it does not necessarily mean that a
person should invest in it because there may be more than one profitable invest-
ment prospect. Profitability is a necessary, not sufficient condition of making a
rational investment. Also, we ignored the issues of liquidity and riskiness. The
market place offers various assets with various degrees of liquidity, expected
return as well as riskiness.

Ceteris paribus, the less liquid an asset, the higher is its return. For instance, a
five-year fixed deposit offers a higher interest than a savings account deposit.
Why? It is because if a savings account deposit did offer the same interest as a five-
year fixed deposit, no one would invest in the latter—such a fixed deposit scheme
would not exist. The market cannot sustain a low-liquidity and low-return asset
together with a high-liquidity and high-return asset. This means that, from an
individual investor’s viewpoint, there is a trade-off between liquidity and returns.
Similarly, there is a trade-off between expected return and risk. Among assets of
equal liquidity, the market will only sustain high-expected-return-cum-high-risk
assets along with low-expected-return-cum-low-risk assets.4

There are both real and financial assets. Real assets refer to real estate, machines
(for example, trucks), metals (for example, gold, silver), antiques, paintings and so
on, while financial assets refer to fixed deposits, stocks, bonds and such. Here are
some of the common financial assets (or instruments) that are offered in the market.

Cash: This is the simplest form of a financial asset. You keep some of your sav-
ings in cash locked up in an almirah or a safe deposit box. This is the most liquid
of all assets. What is the return? It is zero.5

Current and Savings Accounts: These refer to the money kept in your bank
account. There are minor differences between the two: the former is slightly more
liquid than the latter but less liquid than cash. You have access to cash kept at
home seven days a week, 24 hours a day; this may not be true with your bank.
Generally, these accounts pay a modest rate of interest, which is their return.

Fixed Deposits: They do not offer any yields on a periodical basis (for example,
annually). Money is locked for a longer period. Compared to a bank account,
these are less liquid and carry a higher interest rate. The principal and the accu-
mulated interest earnings are paid together at the end of the maturity date.
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4It is because if there are two assets, one of which offers a higher expected return combined with a lower risk compared
to the other, no one would demand the latter and hence it would not exist in the market in the first place.

5It is assumed implicitly that the price levels remain unchanged over time. Otherwise, we need to take into consideration
the expected rate of inflation.
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Shares or Stocks: These are ownership certificates issued by firms or companies.
Suppose a company X offers 2,00,000 shares to the public for the first time. This is
called IPO, standing for initial public offering. (An IPO by a company is adver-
tised through banks and sometimes through the print media.) Suppose that,
through your bank or broker, you buy 10,000 shares at a given price (say Rs 10
each). Physically, it involves you writing a cheque to the company’s bank for the
said purpose and in return you are issued a certificate saying that you own 10,000
shares of company X. This means that you have 5 per cent (= 10,000/2,00,000)
ownership in the company. If, in a year, the company earns a profit of say 40 lakh
rupees and all of it is paid back to the shareholders, you will receive 5 per cent of
it, that is, a cheque of two lakh rupees as dividend income. If, instead, the man-
agement of the company decides that 20 lakh rupees is to be ploughed back to the
company’s operations and the remaining 20 lakh is to be distributed to the share-
holders, your dividend income will be one lakh rupees. In general, dividend pay-
ments constitute the yield to holding a stock. See Clip 7.1 for an account of a
massive, unprecedented dividend payment scheme for the shareholders of
Microsoft Corporation in 2004.

Figure 7.1 exhibits a copy of a real stock certificate, which shows an ownership
of 100 stocks of Indo Asian Fusegear Ltd. The original purchase price from the
company is Rs 10. As it is traded in the market, the share certificates are trans-
ferred to the names of new owners. There are columns at the back of the share cer-
tificate (not shown), which indicate the names of the transferees.

What happens if the company makes a loss? A shareholder gets nothing. In an
unusual situation where the company has a large outstanding payment that
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Clip 7.1: Massive Dividend Payments by Microsoft in 2004

By March of 2004, Bill Gate’s Microsoft Corp. had amassed a cash of 60 billion
US dollars after plough back. Typically, high-tech companies do not offer
much dividend income (shareholders still benefit from holding its stock via
capital gains) unless there are prospects of hostile takeover bids. There was a
lot of pressure from the Wall Street to use this money for some purpose other
than just earning a low interest rate. Various groups of investors in Microsoft’s
stocks offered different alternatives. Finally, the company decided to pay out
$3 per share as dividend. As of March 2004, there were 10.79 billion Microsoft
shares floating in the market, which amounted to a total dividend of 32 billion
dollars by Microsoft in the year 2004. This is something unprecedented in the
history of the financial world. Interestingly, Bill Gates himself, who owns a lot
of Microsoft stocks and stood to get 3.3 billion dollars, announced that this
entire amount would go towards his Bill Gate’s Foundation. This Foundation
provides massive assistance towards the containment of AIDS in India.
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cannot be met from its revenues or sale of assets, then a stockholder is personally
liable to the extent of its shareholding in the company. For instance, let us say that
you own 1 per cent of all shares in a tobacco company. In the court of law, this
company is sued by a group of families over the deaths of and the health hazards
faced by their relatives due to consuming the company’s product. The court rules
that the company must pay Rs 60 crore as compensation to the families of the
victims.6 However, the company is able to raise only 50 crore from selling its
assets. Then the remaining 10 crore must be paid by the stockholders and your
share comes to Rs 10 lakh, which you have to pay. In other words, holding a stock
is accompanied by an exposure to risk.

There is also another source of risk associated with stocks, namely, capital gains
or losses. This is because stocks are heavily traded in the market and their prices
can fluctuate a great deal over time. But at the same time price fluctuations also
provide the opportunity of making large gains (or a ‘killing’ so to speak) and
indeed this is sometimes the motivation behind holding stocks.

Some companies list their stocks in a stock exchange. A stock exchange is
where listed shares of various private and public limited companies are traded.
See Clip 7.2 for an account of stock exchanges in India.
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100 Shares

Share Buyer’s
Name

Figure 7.1 A Share Certificate

6This kind of a situation has never happened in India, but it has in a country like the US.
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Clip 7.2: Stock Exchanges in India

There are six stock exchanges in India: Bangalore Stock Exchange, Bombay
Stock Exchange (BSE), Calcutta Stock Exchange, Delhi Stock Exchange,
Madras Stock Exchange and National Stock Exchange. The Bombay Stock
Exchange and the National Stock Exchange (NSE) are both located in
Mumbai. Among these the Bombay Stock Exchange is the oldest (started in
1875), the largest and the most cited in the media. National Stock Exchange is
the newest, which started in 1993. BSE has over 400 branches across different
cities and towns in India. Around 3,500 companies and 6,000 stocks are listed
with BSE. (A large company may have different companies producing differ-
ent products, with each issuing its own shares.) In terms of transactions, it is
among the top five stock exchanges in the world. SENSEX is an index based
on changes in the stock prices of 30 well established and financially sound
companies listed with BSE. Movement of SENSEX reflects the general trend of
stock prices over time. (BSE also constructs other indices and other stock
exchanges have their indices too.)

In order to be listed in a stock exchange, a company must pay an initial fee
and annual fees, and signs a contract with the Exchange to abide by its rules.
Most rules pertain to transparency. For example, a listed company must dis-
close its shareholding pattern and profits on a regular basis. In return, the com-
pany’s performance is seen nation-wide, which can then attract funds from
numerous potential investors. The company also obtains various market-
related analyses which, because of its membership, it can use for its benefit.

All stock exchanges are regulated by Securities and Exchange Board of
India (SEBI), which ensures that the stock exchanges operate in an orderly
manner and with transparency and fairness to traders.

The price of a particular share can change from one hour to the next
depending on market expectations and how much of it was transacted.
Financial columns of newspapers quote the highest, the lowest and the clos-
ing (at the end of the day) price of shares on the previous working day as well
as its average over a given number of past months.

Bonds: These are certificates of indebtedness by a firm (for example, bonds floated
by Tata industries, Reliance and so on) or a financial organisation (such as RBI and
ICICI).7 Bonds offer a guaranteed interest rate, which is typically higher than that
offered in a savings account. Like stocks, bonds are traded in the market.

A bond is issued with a face value, that is, the principal (for example, Rs 10,000),
a coupon (for example, Rs 1,000) and a redemption or maturity date. A coupon
promises the amount that the firm will pay you periodically till the date of maturity.

7When the government borrows, it does it through a financial institution.
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When the bond matures the amount of the face value is returned to the bond owner.
The face value and the coupon value define the interest rate. In this example, the
interest rate is equal to (1,000/10,000) × 100 = 10 per cent.8 Physically, like a stock, a
bond is also a piece of paper stating the company’s or the bank’s name, your name
as an owner of the bond, the face value, the coupon value and the maturity date. See
Figure 7.2 to get an idea about how an ICICI bond looks like.

Compared to stocks, bonds are much less risky. Some bonds have virtually zero
risk, such as those issued by the government. Bonds issued by private firms may
not be totally riskless although the firms are supposed to honour bonds whenever
the payment is due. There is a critical difference between a stock and a bond issued
by a firm—unlike a stock, a bond does not offer any ownership of the company. See
Clip 7.3 for an account of riskiness of bonds issued by private firms.9
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Origination
Date

Redemption
Date

Interest Rate

Face Value
(Principal)

Figure 7.2 A Bond Certificate

8In some cases, the interest rate is explicitly written on the bond in place of the coupon value.

9As said earlier, bonds are a debt instrument. There are various other debt instruments such as debentures, commercial
papers, certificate of deposits and treasury bills based on who issues them, how secure they are and the maturity period
(short term or long term).
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Stocks and bonds both are referred by a term called securities.

Mutual Funds: A mutual fund is essentially an investment company or trust,
which pools funds from small investors and invests the total sum in various indi-
vidual stocks and bonds. The fund is, therefore, an intermediary, which invests the
funds of small investors in a large number of securities. This is indeed quite con-
venient for a small investor, who does not have the time or resources to research
on the merits of different securities available in the market. The fund’s manage-
ment does this for the investors. The key thing is that the fund’s own investment
is diversified so that investing in a mutual fund is not as risky as investing in a
limited number of individual securities.

The objective of a mutual fund is pre-specified—which sectors or kinds of secu-
rities it holds and whether it targets relatively high-risk, high-return securities or
low-risk, low-return securities. You can get this information from its prospectus
or website. A mutual fund company typically floats a number of mutual funds of
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Clip 7.3: Risk in Holding Private Bonds

In principle, bonds carry no or little risk. But in reality it is not that simple. The
ability to honour bonds would depend on the firm’s prevailing financial situ-
ation and its past history of paying out to its bond holders in time. Not just
any firm can issue bonds and expect the public to buy its bonds. Even in the
case of bonds from those firms who do sell them in the market, the risk varies.
There are international companies, like Standard & Poor’s, Moody’s Investors
Service and Fitch Investors Service, that rate bonds issued by publicly traded
companies on the basis of market surveys. Moody’s Investors Service classi-
fies bonds into ‘A-type’, ‘B-type’ and ‘C-type’, among which those in the first
category are the safest. Even among the A-type bonds, those rated as ‘Aaa’ are
the best, followed by ‘Aa1,’ ‘Aa2’ and ‘Aa3’. For example, in 2003, two Indian
companies, Tata Power and Indian Oil Corporation, were rated ‘Ba1’ by the
Moody’s Investors Group. As a company’s performance and record changes
over time, its bond rating may also change.

Bonds whose rating exceeds a certain threshold are called Investment Grade
bonds. (Bonds offered by the two Indian companies cited above belong to this
category.) Those whose credit rating is less than the threshold are the so-called
junk bonds.

There is also another source of risk associated with holding a bond, which
has nothing to do with the performance record of the concerned firm. This has
to do with inflation. The interest rate associated with a bond is fixed in nomi-
nal terms. But if there is an unanticipated high inflation, the real interest rate
or the real return on bonds would become low. To the extent that price-level
movement over time is uncertain, the return from bonds is also uncertain.

The overall point here is that bonds are not 100 per cent risk free.
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different categories.10 Technically, an investor in a mutual fund becomes one of its
shareholders. The price of a share is simply calculated as the fund’s assets minus
liabilities divided by the number of shares. Hence if the fund’s investments are
doing well, it gets reflected positively in the fund’s assets, which translates into a
higher price of the fund’s share. Also, incomes generated from investments by the
funds are passed on to the shareholders (which is like dividend payments to
shareholders of a particular company). Figure 7.3 exhibits a mutual fund certifi-
cate of having 50 shares issued by GIC mutual fund company; the particular
fund’s name is GIC Growth Plus.
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50 Shares

Figure 7.3 A Mutual Fund Certificate

10For example, a US-based company called Franklin Templeton Investments has more than 30 branches in India. According
to its website, its Indian operation caters to more than 10 lakh customers (investors). As of 2005, it has more than 20 funds.
For example, one of them is called Franklin India Blue Chip Fund that invests in large blue chip companies. It is aimed
towards obtaining a steady return over a long run. Another is Franklin Infotech Fund. It also seeks a relatively stable return,
while investing primarily in the IT industry.
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OPTIMAL PORTFOLIO

From an individual investor’s perspective, the central question is, which assets and
how much of an asset she should hold? A portfolio refers to the distribution of asset
holdings by an entity. As a simple example, you may be holding 30 per cent of your
investments in bank accounts, 60 per cent in real estate and 10 per cent in stocks,
whereas I may be holding 50 per cent of my investment in bank account and 50 per
cent in stocks. Then you and I hold different portfolios. The question posed above
can be framed as, what is the best or optimal portfolio for an individual?

The answer is that there is no unique portfolio that is the best for everyone. It
depends on an individual’s needs for liquidity and preference towards risk. A full
analysis of this problem, analogous to the demand for goods in the consumer the-
ory, is beyond our scope. However, there are some general observations.

To generally protect (‘hedge’) oneself against too much of risk, an investor must
hold a diversified portfolio, meaning a portfolio having assets with varying
degrees of returns and risks.

If a person is relatively poor or has urgent needs for immediate consumption,
she should invest most of her savings in relatively liquid and less risky assets.
Otherwise she can invest in more illiquid and riskier assets.

Now consider assets that are equally liquid. How much should one invest in rel-
atively high-risk, high-return assets and in relatively low-risk, low-return assets?
That depends on an individual’s attitude towards risk. Bill and Prem may be two
billionaires, having equal amount of funds to invest. However, Bill, by nature, may
be more averse to risk that Prem. Then Bill would invest relatively more in low-risk,
low-return assets as compared to Prem. The attitude towards risk not only varies
across individuals but also over time for the same individual. If you are in the early
forties for example, you can afford to take chances and park a large portion of your
savings in high-risk, high-return assets. But as you approach your retirement age,
you would like to keep your investments in low-risk, low return assets.
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Economic Facts and Insights

● Apart from gifts, a person’s (or a family’s) assets are built on his (family’s)
past and current savings.

● An asset has three characteristics: liquidity, return and risk.
● Rate of return of an asset equals the sum of yield to cost ratio and capital

gains/losses to cost ratio.
● Variability of return associated with an asset indicates the risk in holding it.

(continued)
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7.1 What information do we need in order to calculate the rate of return of an
asset?

7.2 What is the difference between yield and capital gains of an asset?
7.3 In the Numerical Example 7.1, is there any capital gain or loss involved? If

so, how much is it?
7.4 Mr Mitchell Abrahim invested $2,000 in gold bullion, which he bought at

$520 per ounce. Two years later, he sold them all at $566 per ounce. What is
his annual rate of return from this investment?

7.5 Mahesh is looking into the prospects of buying one stock out of two,
A and B. Stock A yields a return of 5 per cent with probability of 60 per cent
and a return of 9 per cent with a probability of 40 per cent. Stock B offers a
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● Present value analysis compares the profitability of holding an asset vis-à-vis
holding a risk free loan as an asset. It is also used to compare profitability
across two assets (without considering risk).

● Future earnings and costs are measured in terms of the current period by
means of discounting.

● The market offers real assets like real estate and machines as well as finan-
cial assets like stocks, bonds and mutual funds.

● Cash as well as current and savings accounts are very liquid assets.
● A stock holder is personally responsible for the liabilities facing the company

to the extent of his sharingholding (that is, ownership) in the company.
● Many companies list their shares in a stock exchange.
● The return from holding a stock carries risk, depending on the performance

and profitability of the firm which issues the stock.
● Dividend payments constitute the yield from a stock.
● Stock price fluctuations imply risk as well as an opportunity to make large

gains.
● Large companies typically list their stocks in a stock exchange.
● Holding a bond is less risky than holding a stock in the sense that the com-

pany is legally obligated to pay interest and principal to its bondholders
irrespective of whether the company is making profits or incurring losses.

● Investing in a mutual fund is less risky than investing in an individual stock
because the mutual fund itself invests in a large number of securities using
the investments (funds) it receives from investors.

● For a general protection against too much of risk, an individual must hold
a diversified portfolio.

● There is no such thing as a portfolio that is the best for everyone. Each one’s
best portfolio depends on her needs for liquidity and preference towards risk.
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