
Capital Market and Portfolio Management
Sep 2025 Examination


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? (10 Marks)
Ans 1.
Introduction 
A wealth management firm advising a conservative, risk-averse client who has inherited a substantial sum must create an investment portfolio that maximizes returns while keeping risk at a minimum. Since the client desires returns higher than those from traditional savings accounts but cannot tolerate high volatility, the investment committee must consider instruments that offer a balanced trade-off between risk and return. The Capital Market Line (CML), derived from the Capital Asset Pricing Model (CAPM), is an ideal tool to guide this process. The CML provides the optimal combinations of a risk-free asset and a market portfolio of risky assets, helping to construct portfolios tailored to various risk appetites. For 
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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%



(10 Marks)
Ans 2.
Introduction 
In investment analysis, it is not enough to merely consider the return on an asset; it is equally important to assess how much risk is taken to achieve that return. The Sharpe Ratio is a widely accepted measure that helps portfolio managers evaluate the risk-adjusted performance of different investment opportunities. A higher Sharpe Ratio indicates better performance on a per-unit-of-risk basis, and thus aids in selecting the most efficient asset for inclusion in a portfolio. In the given scenario, the portfolio manager is considering three assets—X, Y, and Z—each with different returns and risk levels. To determine the most suitable investment, the Sharpe Ratio will be used to rank these assets based on how 

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. (5 Marks)
Ans 3a.
Introduction 
A leading financial services firm aims to equip its newly onboarded investment consultants with essential knowledge in modern portfolio theory. To strengthen their understanding, a focused training module is required that not only explains the theoretical distinctions between the Capital Market Line (CML) and the Security Market Line (SML) but also illustrates how each is practically applied in portfolio management. This module will help consultants in constructing and evaluating portfolios using foundational principles in investment science and 


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
Ans 3b.
Introduction 
Evaluating the expected return of a portfolio is a fundamental step in investment decision-making. When the returns and associated probabilities of individual securities are known, the expected return helps investors understand the average performance they might anticipate. In this case, a portfolio comprises three securities—A, B, and C—each with distinct return probabilities. This calculation enables investors to assess the attractiveness of the portfolio by 


