Capital Market and Portfolio Management
Q1. A wealth management firm is advising a conservative client who has recently inherited a substantial sum. The client is risk-averse but desires returns higher than traditional savings accounts. The investment committee is considering combining government bonds (risk-free assets) with a diversified equity portfolio (risky assets). They are debating how to use the Capital Market Line (CML) to determine the best mix of assets that aligns with the client’s risk tolerance and return expectations. The committee must justify their approach using relevant financial models. Based on the scenario, how should the investment committee apply the Capital Market Line (CML) to construct an optimal portfolio for a conservative client who seeks to balance risk and return using both risky and risk-free assets?
Answer:
Introduction:
A conservative client who has recently inherited a substantial amount of money seeks to grow their wealth, but with minimal risk. Since the client is risk-averse, the wealth management firm must design an investment portfolio that generates better returns than traditional savings accounts while still maintaining safety. This situation requires a careful balance between return and risk. One way to approach this is by combining low-risk government bonds with a well-diversified equity portfolio, which naturally carries more risk but offers higher potential returns. To find the ideal mix between these two types of assets, the investment committee can use a financial model called the Capital Market Line (CML). The CML is a concept from Modern Portfolio Theory and provides a framework for deciding how much to invest in risk-free versus risky assets based on the investor’s risk appetite.
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Q2. A portfolio manager is considering the following three assets for inclusion in a portfolio: Asset X, Asset Y, and Asset Z. The portfolio returns & standard deviations	are in the table below. The risk-free rate is 7%. Rank the assets using the Sharpe Ratio. Show all steps.
	Asset
	Portfolio Return
	Standard Deviation

	X
	12%
	8%

	Y
	15%
	14%

	Z
	18%
	20%



Answer:
Introduction:
When it comes to selecting assets for a well-structured investment portfolio, a portfolio manager must consider not only the potential returns of each asset but also the risk associated with those returns. One of the most widely used measures for comparing investment opportunities is the Sharpe Ratio. This ratio offers a standardized way of evaluating the risk-adjusted return of an investment by comparing the excess return of an asset over the risk-free rate with its total risk, represented by the standard deviation. A higher Sharpe Ratio indicates a better risk-adjusted performance.

Q3 (A) A major financial services firm is onboarding a cohort of new investment consultants. The training manager wants to ensure that the consultants not only understand the theoretical distinctions between CML and SML but can also apply these concepts to real-world portfolio management scenarios. Devise a comprehensive training module for new investment consultants that synthesizes the differences between the Capital Market Line (CML) and Security Market Line (SML), and demonstrates their practical applications in portfolio construction.
Answer:
Introduction:
In the world of investments, understanding key financial models is essential for making informed decisions. Two such models—Capital Market Line (CML) and Security Market Line (SML)—play a vital role in portfolio construction and risk assessment. While both stem from the Modern Portfolio Theory and are built upon the Capital Asset Pricing Model (CAPM), they serve different purposes and apply to different types of assets. For new investment consultants, it is crucial not only to grasp the theoretical distinctions between CML and SML but also to learn how to apply them practically when advising clients and constructing diversified portfolios.

Q3 (B) An investor is evaluating the performance of a portfolio that includes investments in three different securities: A, B, and C. Each security has a known return and an associated probability of occurrence based on past performance and market expectations.
The details of the securities are as follows:
	Security
	Return (%)
	Probability

	A
	10%
	0.05

	B
	12%
	0.06

	C
	15%
	0.07



Based on the data provided, calculate the expected return of the portfolio.
Answer:
Introduction:
Evaluating the performance of a portfolio is a critical task for investors aiming to optimize their returns while managing risk. One of the most fundamental concepts in portfolio analysis is the expected return, which gives an estimate of the average return an investor can anticipate from a portfolio over time, based on historical data and future expectations. It helps investors assess whether a portfolio aligns with their financial goals. In this scenario, an investor is analyzing a portfolio comprising three securities — A, B, and C — each with given expected returns and probabilities.

