Chapter 2: Risk Management

* To minimise the risk, define the risk.
— Uncover the “known” risk
— Making the known risks easy — VaR (Value at Risk)
— Understand and uncover unknown risk

* Diversification
— More basket, more eggs (Long term investment)
— Variety always brings spice
— Safety in numbers
— No portfolio is too small



Types of Risks

Risks

Systematic

Unsystematic
Risk Risk

When all the stocks in the market are When shares or securities of a

affected, such risk is called as Systematic specific industry is affected, it

Risk is called as Unsystematic Risk.
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Undiversifyable Risk Diversifyable Risk



Risk Measurement Techniques

Sharpe’s Ratio/ Formula
Trenor’s Ratio / Formula
Jensen’s Alpha Ratio
Computation of Beta



Sharpe’s Ratio

Shonpes Rt

Chmges Tab® 1S dafined & (\\\wsﬂfr
?\f - K¢
3\\;41:3 'fl'nb‘ ___6_,,.;-—"

Why Ly * R turn af Pt folio
e = Wuw (oo veLum

ard Deviakien of ?n-f\ﬁ-n\;u.

(? - Stﬁ\-“A A4



Sharpe’s ratio calculates the excess return per
unit of total risk

Total risk includes Systematic risk and
unsystematic risk

Sharpe’s ratio cannot be used individually.

Sharpe’s ratio must be compared with other
relevant sharpe ratio’s to arrive at a conclusion.

While comparing, higher the sharpe, better is
the position.



Trenor’s Ratio
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Trenor’s ratio calculates the excess return per unit
of Systematic risk

Trenor’s ratio cannot be used individually.
Trenor’s ratio must be compared with other
relevant Trenor’s ratio’s to arrive at a conclusion.

While comparing, higher the Trenor, better is the
position.




