


I'NIT-I
THE INVESTME}TT ENIVTRONMENT

Learning Objectives: ihis unit aiffrs to provide the students with an introduction to financial markets

and inveitrnent environment. After going through Unit I, students will be able td leam the follorving

concepts:

F Financial Assets and its properties

> Real Assets vs. Financial Assets

z Fiuancial Markets

ts lnvestments+haractcristics
> Types of investors

> Financiallntermediaries

) Investment vs. Specrlation

1.1 Financial Assets and its Properties

The quality and quantity of assets in a nation at a specific time is an essential cnterian for the assessment

of econqmic developmint, Based on their distinct characteristics, assets in an economy can be broadly

classified as: physicat, financial and intangible assets. Financial assets, the major ccmponent of which is

called cash oimoney, help physical assets to generate activity, Examples of financial assets besides cash

are deposits, debt instruminis, sirares, derivative products, and foreign cunency resewes-

The d'istinctive chamcrerisrics of finaneial assets are: monetary value, convedibility, reversibility'

Iiquidity and cash t1orv.

" Currency: Financial assets are eichange douuments with an attached value. Their values are

. denominated in currency unis determined by the govedmcnt ofan economy'

. Divisibility: Financiai inrt*rn"n$ are divisible lnto smaller units. The total value is represented in

terms of diui*ions that can be handled in a trade, The divisibility characieristic of fiuancial assets

enables all playcrs, small or big, to pariicipate in the market.

' Convertibiiity: Financial assets cun be converted into any other kind of asset. This convertibility

feature allows flexibilit), of financial assets and also trading of these assets

. Reversibility: A financial insrrument can be exchanged for any other asset and logically, the.so-fonned

asset may be transfened back to the Original financial instrument. For e,g.: A firm can depOsit currency

in a bani and accept a deposit certificate that can be used to earn a relurn, Once the need for cunency

arises, the bank diposit ian be withdrawn in the lbna of currency again and used as an exchange

instrument to buy any other type of asset

. Liquidity: This'refers to how easily the financial asset can b€ converted into ctsh. The financial

insirurnent can be exehanged tbr cuiiency with anofher market .panicipant 
who does not need cash

immediately but expects future Lrenefits.

' Cash FIow: Hokiirg of a financial instrument results in a stream of cash flows that ate the benefits that

accrue to the holdei of fte instrument. A financial. inslrument by itself does not creale a_ cash flcw

Currency kept idle does nor result in a flow of bendfits, while currency invested in a physical acrivity

gives the holder cash i1ow benefitsilosses^

1.2 REAL ASSETS vs. FINANCIAL ASSETS

(a) The material wealth of a sociery is ultimarely determined by the productive capacity of its economy' 
i,e., the goods antl services thai can be provided to its members. This productive capacity depends



on the reai assets of the economy rvhich inslude land, truildings, knowledge alld machines that are

used to produce goods and the workers rvhose skills are necessary !o use those resorrces.

Financial assets on the other hand, do not repiesent a society's wealth and only indirectly contribute

to an economy's productive capacity. They certainly contribuie to the wealth of the individuals or
linns holding them. This is because financial assets are claims to the income generated by real

assets or claims on income from the govemment.

(b) When the real assers of a firm uhimately generate income, the income is allocaled to investors

according to their ownership of the financial assets or securities issued by the finll. For e.g-; Equily

holders are entitled to any residual income after bondholders and other creditors are paid. In this

way, the values of financial assets derive from and depend on the values of the underlying real

assets of the finn.
(c) Real assets produce goods and services, while financial assets define the allooation of income or

wealth amont investors.In fact, linancial assets ma) be consrdered as the treans by which iniestors

hold their claims on real assets in well-developed economies. An ordinary investor may not be able

to personally own arto plants (a real asset) bur he can hold the shares of Tata Motors Ltd (financial

assets), which provide us with income derived fron the production of automobiles.
(d) Real assets and financial assets are distinguished operationally by the balance-sheets of individuals

firms in the economy. While real assets appear only on the asset side ol rbe balance sheet, financial

assets ahvays appear on borh sides of the balance sheets. Ihe financial clairn on a finn is an asset,

but the firm's issuance of that clairn is the tinn's liability.
(e) Real assets are destro)€d only by accident or by wearing out over time, whrle financial assets are

created and destroyed in the ordinary course of doing business. For e.g.: on repayment of a loan,

both the creditor's claim (a financial asset) and the dehtor's obligalion (a financial liability) cease to

exist.

13 F'inancial l\larkets

A finarrcial marker is a placeisystem for crearion and exchangc of financial assrts.

The functions of financial markets are:
. Financial nrarkets facilitate price ciiscovery. The continual irrteraction among the numerous

buyers and sellers in the hnancial ma*ets help in establishing lhe prices of financial assets.

' Investors can easily trade their financial assets through the mechanism of financial markets since

these markets provide liquidity to financial assets.

' Financial costs significantly reduce the costs of transacting. The two major transacting costs are

search costs and information costs. Search costs comprise explicit cosas such as expenses incurred on

advertisiirg when o e wants to buy or sell an asset and implicit costs such as the eftbrt and tilne one

spends in locating a customer. Information costs ref'er to costs incuned in assessment of lhe invesnlent
nlerils ()f financ ial assets,

Different bases for classifying financial markets are:

' Type of financial claim: The debl market is the fi ancial market for f ixed claims (debt instruments) and

the equity market is the financial market for residuat clairns (equity instruments).

' Maturity of clairns: The market lor shon-term flnancial ciairns is rhe money market rvhile that for long-
term financial claims (long-term deb( instruments and equity instruments) is called the capital market.

The widely accepted dividing line between both these claims is one year.

Money markets are also refe[ed to as a wholesale financial market while capital rnarkets are

refened to as rerail markets since the size of the transactions in the money rnarket is quite large when

compared to that in the capital markets.

' Seasoning of claims: The markel where issuers sell nerv clairns is iefered to as the pdmary market and

the market where investors trade outstanding securities is called the secondaly market.



' Timing of delivery: A cash or spot market is one where the delivery occurs immediately and a foru,ard or
futures market is one where the delivery occurs at a predetermined time in future.

'Organisational structure: An exchange-traded market is characterized by a centralized organizatiun
with standardized procedures while an over-the-counter market is a decentralized market with c-usronizerl
procedures.

Fig: 1.i shows the subdivisions of the major markers.

1.4 Investments
investing in various types of assets is an interesting activity that afiracts people from all walks of life

inespective of their occupation, economic status, education & family tackground. When a person has
money more ihan he requires for current consumption, he would be coined as a potential investor. The
investor who is having extra cash could invest it in securities or in any other assetJlike gold or real estate
or could simply deposit it in his bank account. The bompanies that have extra income can invest their
money in the extension of the existing firm or in the udenaking of new venture. AII of these activities in
a broader sense mean investment

- Investment is the employment of funds on assets with the aim of eaming of capital appreciation.
Investment has two attributes namely time and risk. Present consurnption is sairificed' to gei a ren:m in
the future. The retum in the future may be uncertain. This attribure ofinvestment indicates i=he risk tactor.
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tiFigure: 1.1 Sub-Divisions of the Major Markets

1.4.1 Inv€stmetrtCharacteristicsl

. ., An investor tedds to prcfer maximisation of expected retum, minimisation of dsk, safery of funds
and liqLridiry of funds.
Ret rn: Investors aiways expect a good rate of reum ftom their investments. The expectation of rerum
could be fmm income (yield) as well through capital appreciation. Capital appreciation is the difference
between sale price and the purchase price oian invesunint. The dividend orinter.rt frorn the iovestrnenr
is rhe yield.

Rt's*: Risk is inherent in any investment. Risk may relate to loss of capital, delay in repayneni of capiral,
non-payment of interest, or variability of retums. Risk and the expected rerum of^an investment are
related. Theoretically, the higher the risk, higher is the expected retum. The higher return is a
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conipensation expected by investors for their willingness to bear the higher risk. Normally, eve{y investor

likes to reduce the risk of his investment by Broper combination of different securities.

Liquility: An investment that is easily saleable or marketable without loss of money or time is said to

possess the characteristic of Iiquidity. A welt developed secondary market for securities increases {he

liquidity of the instruments traded therein.

Stocks are liquid oniy ifthey can be sold with adequate retum through divideDds and capltal appreciation.

Safety: The safety of investment is identified with the ceftainty of retum of capital without toss of money

or time, Further, the selected investment avenue should be under the legal and regulatory ftamework.

Approval of the law itself adds a flavour of safety. From the safety point of view, investments can be

ranked as follows: bank deposits, govemment bonds, UTI units, non{onvertible debentures, conve:iibie

debentures, equity share and deposits with the non-banking financial companies,

A summary evaluation of the investment avenues in tenns of the key attributes is given below:

Return

Risk

Marketa-

bilify/
Liquidity

Tax Shelter
Conveni-

enceCurrent

Yield
Capital

Appreciation

Equity

Shares
Low Hich High Fairly high

Moderate/
lorv

Higlt

Non-
convertible

Debentures

High Negligible Low Average Nit Higir

Equity

Schemes
Low Hish High High High

very
hieh

Debt

Schemes
Moderate Low l-,ow High

No tax on

dividends

Very
hieh

Bank

Deposits Moderate Nit Negligible High Nil
very
high

PPF Nil Moderate Nil Average Secrion 80

C Benefit

very
high

Life
Insurance

Policies

Nit Moderate Nir Average
Section 80

C Beriefit

very
high

Residential

House
Moderate Moderate Negligible Low High Fair

Gold and

Silver
Nil Moderate Average Average NiI Average

lA2 The Investment Process:

The investment process involves a series of activities leading to be the purchase of securities or

other investment altenlatives. The investrnenr process can be divirled into five stages (i). Framing cf
investmenr policy (ii) invesrment analysis (iii) valuation (iv) portfolio construction (v) portfblio

evaluation. The flowchan 1.1 explains the stages connected thereof.



Investment Process
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rebalancrng

Flow Chart-1.1 - Investment process

15 Types Of Investors

(a) Investors based otr their risk bearing capaeiry: lnvestors in the financial market have different
attitudes towards risk and hence, varying levels of risk-bearing capacity. The risk bearing capacity of an

hvestor is a funcdon ofpersonal, economic, environmental and situational factors such as income, f'amily

size, expenditure pattem and age. Thus investors can be classified as risk seekers, risk avoiders or risk

bearers. A risk seeker is capable of assuming a higher risk while a risk avoider chooses instruments with
low variation in retums. Risk bearers lie in between these two categories and assume moderate levels of
risk.

(b) Investors based on groups as individuals or institutions: Individual hvestors in any financial market

are large in number, but in terms of value of investment they are relatively smaller. lnstitutional investors

on tle other hand, are organisations with surplus funds beyond immediate business necds or organisations

whose business objective is investment .Though fewer in number compared to individual investors, the

resources of institutional investors are much larger. Mutual funds, investment companies, banking and

non-banking financial companies, insurance corporations, and so on are organisations with large surplus

funds to be invested in various profitable avenues. Institutional investors and individual investors

combine to make a dynamic investment market.

1.6 Financial Intermediaries

The stock rnarket is identified as an exchange market wirh layers of intermediaries before a lransaction
can be made. Stock market intermediaries link the various players in the field. Market intermediation helps in
smooth ftnctioning of the stock market, especially when the market place is quite large and involves seveml

players in terms of groups as well as nurnbers. Stock market intermediaries, at present perlbrm the requisrte

services of order matching, portlblio advice, investment advice, providing market liquidity, market making,

stock lending, retail broking, merchant banking, online trading, equiry research apan from tlepository and

other related services. The major market intermediaries, according to functions they perform in tle market are

as follows:

I

s

-Investibie fund

-Objectives

-Knowledge

- Risk retum

behaviuor

-Ecomony

lrdustry
-Company

-Tecbdcal

anal]ris of the

markel index

and individual

securities

-Selection of
securities

-Divenification

- Allocalion

/composition of
secudties
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. Broke$

' Investment Advison
. Fund Managers
. Merchant Bankers
. Credir Rating Agencies

. Investrn€nt Banks

. Regulatory Bodies

' Auditing Bodies
, Stock Depositories
. Technology /Intemet Providers

Brokers: A broker executes orde6 in the stock market on behalf of an investor. Unlike a

dealer who specifically takes a position in the security, a broker simply executes the buy

or sells orders of his clients in the stock market. For rendering this sewice, the brcker

charges a commission; this is one of the lransaction costs for the investor in getting the

investrnent activity executed.

A broker may appoint a sub-broker to reach a wider client base. The sub-brokers

act on behalf of drc brokers and pass on the buy-sell orders of the clients to thc concerned

broker. Thus, a sub-broker is a sub-agent for the ilvestor.

Fund Managers: Mutual funds appoint fund managers./asset management companies to

handles all operational matters such as designing the schemes, launching the schemes,

managing investments, and interacting with investors. Fund managers sell the units of
funds to investors at the net asset value and are also ready to purchase units from the

invesrors at the net asset value^

In return for its services, the furid managers are compersated in the fonn of invesu'nent

management and advisory fees. The amount of fees is linked to the sizc of the scheme.

Cunently this fees is subject to the fcllowing fimits: on the first Rs.1O0crores of the

weekly average net asscts-1.25% : on the balanc:e of the net assets-l %. The head ofthe
AMC is generally refered to as the chief executive officer. Next to him is the chief

investment oflicer who shapes the fund's investment philosophy and who is supported by

fund managers responsible for rnanaging various schemes, The fund managers are

assisted by a team of amlysts who oacl nlarkets, sectors and companies.

Merchant Dankers: The management of debt and equity offerings forms the main

function of the merchant banker. Main areas of work in this regard include instrument

designing, issue pricing, rcgistration of ofler dosument, underwriting suppon. marketing

of the issue etc. For e.g-: when companies raise capital by issuing securities in the market,

merchant bankers act as irtenllediaries between the issuers of capital alid tire ultimate

investors who purchase these securities. Un<Ier advisory services, nerchant bankers offer

customised solutions to their client's financial problems. They help their clients in various

stages of any proiect undenaken by fte ciients. Arrrongst financial serviccs, nteLchant

bankers assist in loan syndication wherein they anange to lie up loarls for their clients.

Merchant bankers also perform market operations for their clients in rhe fonn of dealing

in the buyback arrangeme ts of the company from the stock market etc.

Figure i.2 Merchant Banking Sen'ices

' Credit Rating Agencies: It is a fee-based financial advisory service tbr rhc evaluation of

a specific instrument likc dcbt, shares etc., and is intended to grade different instrunents

in tems of the credit risk associated with the panicular instrument. Rating is not any kind

of rccommendadon to buy, hold, or sell an instnlment as it does not considei canain



factors such as market price,s, personal risk preferences of an inveslor and other functions

of the investment decision.
r Investment Banlcs: An investment banker offers a wide range of sewices that include

raising capital fot clients, making markets and providing brokerage services, advising on

and executing mergers and acquisitions, managing third-party assets etc.

. Regulatory Bodies: The regulatory boriies monitor and help in the smooth flow of
activities in the capital market. The four main regulatory bodies for the Indian capital

narket are: Securities and Exchange Board oflndia (SEBI), Reserve Bank oflndia (RBI)'

Departrnent of Company Affairs (DCA) and Depafiment of Economic Affairs (DEA).

' Stock Deposltories: A depository provides for the maintenance/ transfer of ownership

records of securities in an electronic book efitry form and enables scrip less nading in
stock exchanges, thereby reducing settlement risk. The deposirory has to maintain a

continuous electronic means of communication with all its participants, issuers, or

issuers' agents, clearing houses, and clearing corporations oi the stock exchanges and

with orher depositories.
. Technolog /Internet Providersr with net rading in securities and rapid consolidation

beween multiple stock exchanges, the securities markepiace is fast becomitg an

international market place, These intermediaries ensure overall satisfactory performance

in tenns of the trading system, bandwidth, and integration capabilities for efficient
performance .

1.7 Investment vs. Speculation

Speculation means taking up the business risk in the hope of getting shon-term gain.

Speculation essentially involves buying and selling activities with expectation of getting profit

from price flucmations.
The broad distinction between an investor and a speculator are outlined below:

GAMBLING
Gambling employs artificial risks whereas commercial risks are present in the investment
activity. There is no risk retum trade off in the gambling and the negarive outcomes arc

expected. Gambling is different from speculation and investment on the following points:
. Compared to investment and speculation, tle outcome of gambling is known more

quickly.
. Rational people gamble for I.un, not for income_

' Gambling does not involve a bet on an economic activity and is based on risk that is
created anificially

. Gambling creates risk without providing any matching economic rerurn.

Basis of
distinction

Investor Speculator

Planni!g

Horizon

A relatively longer plaming horizon with a

holding period ofusually ar least one year

A very shoft planning horizon, with the

holding period from a few days t{, a iew

months

Risk

Disoosition

Notmally nor willing to assume more than

moderate risk
Ordinaill, willing to assume high risk

Retum

ExDectation

Usually seeks a moderate rate of return,in
line wirh the limired risk assumed by him

Seeks a high rate of retum in €xchargc iot
the hish risk bome by him

Basis for
decisions

Places grearcr emphasis on fundame al

factors with careful €valuation of rhe firm
DrosDects

Relies more on hearsay, technical charts

and market psychology

kverage Typically uses his own funds Normally resorts to b0rrowing to even a

substartial limits, to supplemert his

personal resources



HEDGING

Risk reduction is known as hedging. Any investrnex in$rument has an inherent element of

risk- By using derivative instruments, investors try to minimise/ rcduce risk' Thus the risk

rcduction pra-tices of investon uSing derivative instnrments are known as hedging activities.

Suggested qu€stions:

Distinguish beffieen a physical asset and a finarrcial asset"

Differentiate irvestrnent from speculation and gambling.

Distinguish carefully between investing and sp€culatinq. ls it possible to

incorporate invesment and speculation within the same security? explain

Dscuss the structure and function of frnancial markets

Discuss ihe attributes that one should consider while evaluating an investnent

How do the following investmerf compare in terms qf retums, risk, markeability'

iax shelter and convenienceequity share, non-convertible debanmree, equity

schemes, gold, PPF etc.,

7. Discuss briefly the key st@s involved in the portfolio management prucess.

1.

2.

J.

4.

5.

6.I

6

I

t

,
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TJNIT.II

IIWESTMENT ALTERNATIVES AND FINANCIAL
INSTRT]MENTS

l*arning Objeetives: This unit aims to provide the students lvith an introduction to various

market i$trumenis. After going through Unit II, students will be able to leam the following
concepts:

> Money Market lnstmments
) Bond Market Instruments

> Equity Securities

F Derivatives

F Non-marketable Financial Assets

2.1 Introduction

For investing, the investor should be familiar with the investment altematives before

them. A large number of investment altematives are available with varying risk-return-
liquidity choices. Investorc generally look at three imponant characteristics of any

financial asser viz-:
. Return- the potentiai rerurn possible from an asset
. Risk- dre variability in returns of an asset fiom the chances of its value going

up/ down
. Liquidity-rhe ease with which alr asser can be converted into cash based on

these tfuee characteristics, each investor selects the alternative that matches his

investrnent objectives. This chapter describes the various investment altemarives

available to an investor both individual as well as to the corporate.

22 Money Market Instruments
Debt instruments which have a maturity of less than onc year at the time of issue are

called money rnarket inslruments. These instruments arc highly liquid and have

negligible risk. The morle)/ market is dominated by the govsflunent, finarcial
insdtutions, bar*s and coryorates with little partisipation from individual investors.

Some of the money market instruments a.e Treorr,ry bills, Certificate uf Dcposirs,

Commercial Paper, Euro dollan, Repos and Reverse Repos etc.
. Treasury Bill: T-bills are the simplcst form ol borrowing by the golerrunent which

raises money by selling bills Io the public- lt does not carry any interest rate. Investors

buy the bills at a discount frum the srated maturity value. At the bill's maturity, thc

bill-holder receives ftom the governmeft a pa).rnent equal to the face value of the bill.
The difference between the purchase price a d the ultimate marurity value comprise

the investor's eamings.
r Certificate of deposit (CD): These are short-tenn deposits rvhich are transferablc

from one party to another. Bants and Financial Instrurnents are the major issuers of
CDs while the main investon in CDs are banks, financial institutions, corporutes and

mutual funds. They generally have a maruriry period of 3 months to 1 year and they

car* a certain interest rate, generally higher ihan the eanrings iiom T-bills.

' Cornmercial paper (CP): These are short-temr unsecured promissory notes that arc

issued by firms that are genemlly financially strcng. A cofimercial paper usually has

a maturity period of 90 to 18 days. It is sold at a discount and redeemed at par

' Euro Dollars: They are dollardominated dcposits at foreign banks or foreign
branches of American Banks. Most Euodollar deposits are for large sums and arc

usually tine deposits of less than 6-monrhs' maturity. Another variaticn of this is the

10



Eurodollar CD which is similar to a domestic bank CD except that it is a liability of a

non- US branch of a bank.
r Repos and Reverse Repos: The term Repo stands for Repurchase Agreement or

Ready Forward. A Repo involves simultaneous "sale and repurchase agreement". In a
repo transaction, one transfers governnent securities and bonds issued by PSUs and

the private corporate sector, to an investor on an usually overnight basis, with an

agreement to buyback those securities after the repo period at a slightly higher price.

The increase in price is the interest for the repo period. A reverse repo is the mirror
image of rhe repo, where securities are purchased with a commitment to sell them

back after the repo period.

23 Bond Market fnstruments

The bond market is composed of long-term bonowing or debt instruments ofter than

those that tfirde in the money market aod include govemment securities, corporate bonds

and bonds issued by PSUs and different financial institutions. The issuer of a bond
generally promises to make periodic interest paynlents over the life of rhe il$trument and

principal payment at the time ofredemption.
. Government bonds: Debt securities issued by the central and state govemment and

quasi-govemment agencies are rcferred to as govenment recurities or giltedged
securities. These securities have maturities ranging from 3-30 years and carry interest

rates varying between 8-10%. These are typically held by banks, financial instifutions,
insurance companies, and provident funds,mainly due ro'statutory compulsions.

' Corporate bond.s/debentures: These are the'instruments by which private firms
borrow money directly from the public. They normally pay semiannual coupons over
their lives and refum the face value to the bondholder on maturity.

. PSU bonds: These are debenturer: i<sued by PSUs. PSU bonds can be taxable or tax-
free. While PSUs are free to set the ini,jrcst rates on taxable bonds, they cannot offer more
than a certain intetest rate on the ax-ftee bonds which are stipulated b)' the Ministry of
Finance.

. Preference shares: These arc hybrid securities that have characteristics of both

equity shares and debentures, heference shares carry a fixed rate of dividend and they are

redeemable normally after 7-12 yeats. The most characteristic feature of a prefercnce

share is that the share holder enjoys the right of payment of dividends during rhe life of
the business, and in sharing the residual on it's termination over the ordinary share holder.

They consist of cumulative or non-cumulative nature. In the case of a cumulative
preference share, if the dividend in particular year is skipped, it is cumulated to be paid in
rhe following year or years, thereby providing such preference share holde$ extra
assuftlnce on fheir dividcnd eamings. In the case of non-cunrulalive preference share, on

rhe othcr hand. rhere is no such provision.
In terms of risk, there are less risky than equities, but more risky than secured debentures,
which precede them in the distribution of the distribution cf the company's funds, and in
tle event of liquidation, which are paid off beiore preference shares, Sometimes lhese

shares are convertible into equity shares after a stated number of years, thus enjoying
assured earnings when the company is getting esrablished, and high earnings when it has

cstablished itself. When preference shares are redeemable, the company pays off the sltare

holders on a certain date, or issues equity shares of the value, but when they arc
irredeernable, the share holder gets the fixed dividend in perpetuity or as long as the
company lasts.

2.4 Equity Securities
Equity securities, also known as cotnmon stock or equities, rcpresent the ownership capital.
They are the owners of the company, sharing its risks, profits an<l losses. The two most
important characteristics of equity shares as an invesftnent alternative arc its residual claim

ll



and limited liability features. Residual claim mearx that these shareholders are fte iast in line

that have claim on the assets and income of .the hrm. They have a residual claim on the

eamings and assets of a company. They are paid their share of the cornpany's profits alter all

other claims are met, and in the event of the liquidation of rhc company they share wherever

is left of the company after all its credilors have been pard. Limjted iiability means that the

most an equity holder can lose in the event of failure or bankruptsy of the tirm is his original

investmenl Only equity share holders arc entitled to vote at the company's meetings, thus

controlling the management. If the company prospen, it is the equity share holdcr who is

greater gainer.

The equity shares aftract the interesr of many investors. In the carly nineties, the stock

market was the best and safest place for the common individual to invest. Since 1996 the

share market price has treen low. This made the retail investors to tum away fTom the stock

market. After 2000, the share market has becomc more volatile making invesfnent risky one.

ln stock narket parlance, equity shares are normally classified thus:
. Blue-chip Shares: Shares of large, wellestablished, and financially strong

companies with an impressive record of earnings and dividends- Examples- Reliance,

IIDFC, Inlbsys, etc
. Growth Shares: Shares of conpanies which are fairly well+sablished in a growing

market and which enjoy an above average rate of growth atrd profitahility. Examples,

shares of software companies,
. Income shares: Shares of companies that have fairly stable operalions, relatively

limited gtowth oppofirnities, and high dividend payout ratios. The bank shares and

some of the fast moving consumer goods stock such as Cadburys, Nestle and kver
may be termed as income shares.

. Cyclical shares: Shares of companies that ha\e a pronounced cyclicality in their
operations. The upward and dovt:uard ftovements of dte business cycle affect the

business prospects of certain companies and their stock prices, Such shares provide
low lo moderate ourrent yield. Capiral gain may be higlily variable- For example, the

automobile sector stock are affected by thg business cycles.
. Defensive shares: Shares of companies that are relatitely unaffected by the ups ald

downs in general business conditions. For exalnple, a host pharmaceurical stock
posted retums in excess of 50 percent in 1998. The pharmaceurical industry orving to
its inherent narure of demand is not affected by the down turn in thc economy.

. Speculative shares: Shares that tend to fluctuare widely because there is a lot of
speculative trading in them. During the bull and bear phases of the market, this type
of shares attrdcts the atbntion of the frade$.

. Active shares: Shares in which there are freqrent and day{o-day dealings, as

distinguished fron partly acrive shares in which dealings are noi so fteqrcnr are

called as Active Shares. Most shares leading companies woultl be.active, parricularly
those which are sensitive to economic and political events and arc, therefore, subject
to sudden p ce movements.

25 Derivatives
One of the most signii'icaat develupments in financial markets in the recent limes has

been the growth of the derivative markets. A derivarive is an instrumenr wbose value
depends on the value df some underlying asset. Because the values of thesc
instruments are derived from certain underlying asscts such as cornmotliry, stocks and
bonds or market index, they are called derivative assets. Fror iDvestors, futur.es and

options arc the two mosr imporrant linatcial tlerivarives. "lhcy arc userl tbr hedging
and speculation.

. Futures: A futures contract is an agreement between two partics to exchange an asset

for cash at a predetennincd future dale for a price that is specified today.
The party rvhich agrees to purchase rhe asset is said ro have a long position and the
party which agrees to sell the asset is said to ita\€ a short posirion. lf thc pric€
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increases, the party holding the long position benefits, whereas the pafiy holding the

short position ioses, and vice-versa. For e.g.: there is a futures contract between two

partie; A and B.A agrees to buy 1000 shares of ABC Ltd at Rs 100 ftom B to be

ieiivereO lO auys treice. A has i long position and B has a shon position On the 90'r'

day. if the price of ABC Ltd. happens to be Rs,105, A gains Rs 5,000 [1000x{ 105

tOb)l wnereas B loses Rs 5, 000' On the other hand, if the price on t)re 90"' day

happens to Rs.95, A loses Rs 5,000 t1000x(95-i00)l whereas B gains Rs 5' fi)O

Opiions: .tn option gives its owner the rlght to buy or sell an underlying asset on or

before a given'date it a predetermined price (strike price) The option holder enjoys

the right;o buy or sell ttre unrlerlying asset but is under no contmctual obligation to

do the sarne.

There are basically two rypes of options: call options and put options A call option

tives ttte option trotder ttie rignt to Uuy the underlying instrument while a put option

gives him the right to sell the same.

Fremium is the-cost that is paid by the option buyer to the seller for protecting the

specific position that is expecied in the future. Strikq price is..the specific price at

*t l"t ,ir. option-holder may opt to buy (in case of a cdli) or sell (in case of a put)' a

particular commodity or finaniial instrument. Expiration price is the date on which

ihe option expires. Exercise date is the date on which the option holder/buyer

cxcrcises the option.

An option may be classified on the basis of their contracrual tine thus:

(a)A; Americ;n option is one that can be erercised any time on or before the expiry

date.

(b)A European option is one that can be exercised only' on the expiry date'

The first delivative product to be inrroduced in the Indian securities nrarket is the

'index futures', anrl then followerJ by futures, index options and firuliy *re options on

stocks

2.6 Non-Marketatrle Financial Assets

A significant part of the t-rnancial assets of individual investon is held in the form of

non-inarketable financial assets like bank deposits, post office deposits, company

deposits, provident fund deposits. An irnportant feaure of thesc assets is that they

represent personal transacdons between the invesror and the issuer'

. Savings Iiank Account r+ith Commercial Banks: This invesrncllt option is sate anci

liquidl with an interest ol 3.5 Vo per afllum This invesment is bot} ideal and

convenient for setting aside funds for contingency puposes.

. Bank Fhed Dcpoiits: This is an ideal altemative to investors looking for

pTesenalion ol uapital and shofl-lcrm incomc

. -Co*puoy 
Fixed Deposits: Though characterized by high risk, the company

depoiits which are unsecured, promise higher retutns than bank deposits'

Fiied deposits in non-banking tinancial compades (NBFCs) is another option

which oficr higher returns wirh higher risk, as cornpared to bank deposiis'

NBFCs include leasiug contpaties, hire purchase companies etc..

. Post Office Deposits and Certificat€s: Post Oilices offer a variety of investment

options such asiavings deposits. fixed deposits, recurring deposits besides national

Sivings Certificates (NSC).These are risk free' high yielding investment

opponunities that cater to specific savings and invesmlent requirements of inveslors'

loterest on thesc instruments is exempt trom iucome tax upto a certain €xtent'

. Lil'e Insurance Policies: Investmeni schemes offered by the insurlnce cornpanies

inclurie lifb policies, endownteut assurarce policies etc.; they not only offer a risk

cover to investors but atso help earn a,reasonable interest on their investntent

insurance premiums.
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Provident Fund Scheme: Such deposit schemes u,hich are applicable ro employees
in the public and private secroi, include Sratutory Frovidint Fund, Recognized
hovident Fund and Unrecognized Pmvident Fund, Apart from these tfuee, there.is a
voluntary PF, also known as rhe Iilblic provident Fund. One major drawback of ttris
facitity is lack of liquidiry.
Pension Plan: several rerirement plans are oflbred by riifferent financiar institutions.
These pension plans or schemes entitle investors to a mx rcsafe and also assure
reasonable benefits on post retircrnenr.
Mutual Fund Schemes:

The mutual fund concept is basetl on sharing of risks and rewards. The income and
capiral appreciation arising out of investments are shared among the investors. These
are schemes that invest in equities, debt instrunents or in both, in real estates, gold
units etc., and assrtrc the inyestbrs befier rctums and lower risk options- Investors
have a variety of options such as income funds,.balanced funds, liquid funds, gilt
funds,. index funds, exchange rraded ftrnds, sectoral funds to deploi rheir savi;gs.
Real Assets:

Investing in real assets is an attractive option if the expected returns from holding of
such assets are ! gh, Avenues for investnent would include real estate, silver,
currency, gold etc.

Bullion Investmeut: Specific categories of metals like goki, silver and other metals
are traded in the metals exchange .This builion market renden rich invesnrent
oppomrnities to,investors by offering retums and end value in future. Though risky
because of the fluctuation in priees in this market, this risk is ctimpensarcd by real
retums for many investors who have followed a huy and hold straieglr in theiullion
market.

Suggested Questions
1. Distinguish befween primary and secondary markets
2. What are the special featurcs,:fpreferencashares?
3. 

_What 
are fhe popular stock marker classification of equity shaies

4. Descri'oc the characteristics and investment featuies of the fo)Jowing
investment altematives-Governntent bonds, Treasury bil1, futures, optioni
mutual fund investment.

5. Describe briefly the features of nlany market instruments in India.
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T]NIT-III

ISSUE AND TRADING OF SECIJ]RITIES

Learning Objectives: This unit ains to provide the students with al introcluction to issue,
trading and settlement mechanism. After going through Unit III, studenn rvill be atrie to leanr
the following concepts:

F Primary and secondary market

) Issue of securities

! Trading of securities
t Trading on exchangcs
F Margin on securities and shon sales

) Trading and settlement mechanism in NsE

3.1 Primary and Secondary Market
Primary market comprises of a market for new issues of shares and debentures, where
invesrors apply directly to fte issuer/company for allotrnent and pay application money to
the issuer's/company's account. Primary market is where an issuer/company makes its
contact direcdy with the public ar large in search of capital as, distinguished frorn the
secondary market, where investors buy/sell listed shares on the stock exchange.
Secondary market comprises of the buvers and sellen of shares and debentures

. subsequent to the original issue. For example, having subscribed ro the share or dettenture
of the company, if one wishers to sell the same, it will be done in the secondary market.
Similarly one can also buy rhe share or debenture of a company from the secondary
market (if the company is listed on the srock exchange) without having to \4'ait for that
company to come out with a new public issue.

3l Issue of Securities:
There are four rvays in which a company may raise equity capital in the primary market:
public issue, rights issue, private placement and pretbrcntial allotment.
. Public issue which involves the sale of securities tD the public at large, is one of rlte

mosf imponant method of issuing securiries- Public issues in lndia are govemed by
the Companies Ac[, 1956, SEBI Guidelines on Investor Protection, and the listing
agreenlent between the issuing company and the stock exchanges.

. Rig[ts issue; Section 81 of the Companies Act, 1956, requires that when a company
issues additional equity capital, it has to be offered in the first instance to the existing
shareholders on a pro rata basis. A rights issue therefore ilvolves selling securities in
the primary market by issuing rights to the existing shareholders.

. Private Plaeement: In this case, the firm, using an investment banker, sells shares

directly to a small group of institutional or wealthy investors, private placemenm are
not made available to the general public. Since private placements do not tlade in
secondary markets like stock exchanges, this significantly reduces their liquidity and
may also reduce the prices that investon will pay for the issug. In India, such an issue
is made to less than 50 investors,

. Preferential allotment: This refers to an issue of equity by a listed company to
selected investors at a price which may or may not be related to the prevailing market
price. A preferential allotment is not related to a public issue and is given in lndia
mair y to promoters and friendly investon to avoid potendal threats of takeover.

33 Trading of Securities
Once securities are issued to the public, investors nay ftade them among themselves.
Trading of already issued securities tzrke place in the secondary markets which consist
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of national and local stock exchanges, over-the-counter market and direct trading

between two parties.

Stock Exchanges: They provide an organized market for tmnsactions in shares and

other securities. There are around 23 stock exchanges in JIle country ainongst which

20 arc regional exchanges with allocated areas of operatiiin.

Over-thdounter Exchange of India: The OTCEI was incorporated in 1990 aad

was set up to aid enterprising promoten in raising finance for oew projects in a cost-

effective manner.

Direct Trading; The advent of electronic communication network has led to the

rapid developmeni of this ditect trading among investors in exchangelisted securities

without benefit of a broker.

3.4 Trading on Exchanges
Every $tock exchange has cenain listed securities which are traded on it lnvestors who

wish to puchase or sell these securities need to place their orden with the

members/broken of the exchange. There a{e two ways of organizing the trading activity;

the open outcry system and the screen based system.

' Open Outcry Systen: This system involves shouting and using of signals by tndels

on the rading floor of the exchange which has several trading posts for different

securities.
. Screen-based System: h this system, the Fading ring is replaced by the computer

scrcetr whereby, a large number of participants, geognphically spread can trade

simultaneously at high speeds.

With the established of the National Stock Exchange in 199, India too staded the

scrc€n-based tading systetn. wirhin e short tine span, due to SEBI's initiatives, this

efficient trading system replaced the opqt outcry s)stem on all the stock exchangeq of

India.

Though trading in shares takes place on all stock exchange working days, all settlements

rced not take place automatically. Seftlement may be on a cash basis or by a forward

coffract.
. Cash settlement means that the sale and purchase of sharcs noted down by the

bmkers will be finalized through lhe act of receiving cash by the seller ard the receipt

of sharc documents by the buyer. Thus, the delivery of assels take$ place on the

setdemed day,
. In forward contractE of settlehent, the transactions recorded are renewed by a carry

forward contract. Payment for sale and delivery of share certificate do not take place.

However, on the cash settlement date, the speculator might ask for postponem€nt of
the deal to a ftture settlement date by fixing a charge as a penalty for noncxecution

of the deal. The original contract price gets updated with this charge. All deliveries

for shares and pa)'rnents due from forward contract adjustments have to be settled

with respective deliveries and payments before the next settlement date'

The delivery of share narket dealings may be by hand delivery, spot delivery, special

delivery, or delivery for clearing.
. H!trd Deliveryr The certificate to be delivered and the payment of cash should be

completed on the date specifred by the panies while drawing up the agreement.

. Spot Delivery: Settlement takes place on the very neKt day or on the day of the

contract.
r Spccial delivery! Settlement takes place any time after the sp€cified setuement date

but b€fore two months after the expiry of the contract date ot as stipulated by the

goveming board of the stock exchange.
. D€livery for clearing: The settlement takes place through a clearing house. The

function of the clearing houses is limited to the delivery of the assets.

To reduce the costs and risk associated with physical delivery, security uansacdons

in developed markets arc seffled mainly *roug! electronic delivery facilitated by
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depositories. A depository is an institution which clemateriali;ees physical certificates

and effec* transfer of owneahip by electronic book entries.

35 Margin rin Securities and Short Sales

SEBI approved margi[ trading in January 2004 and it was introduced in February 2004

in India. The act of taking advantage of broker's loans is called buying on margi , The

margin in the account is the portio of the purchase price contributed by the investor, the

remainder being bonowed {iom the broker. The broker in tum, may bon'ow the money

ftorn banks, anri charges its clients the rate (it Pays to the bank) plus a service charge for

the loan.

Short selling is the practice of sellilg securities thal th,e seller does nof own A shon sale

allows investors to profit from a decline in a security's pdce' An investor bofiows a share

of stock from a broker and sells it. Later, the short-seller must purchase a share of the

same stock in the market to replace the share that was bonowed. This is called covering

the short position. ln lune 1998, SEBI banncd shon sales in India afier a series of

negative retums witnessed in the stock market.

3.6 Trading and settlement mechanism in NSE

3.6,lCapital Market Segment

The trading on the NSEs Capital Market Segrnent (CM Segment) commenced on November

4, 1994 and within a year of it's existence NSE became the largest stock exchange in the

country. The growth of NSE tumover flgures shows a significant rise from Rs. 1,805 crorcs in

the year 1994-95 to Rs. 1,140,072 crores i 2004-05. The ClvI segment of NSE provides an

efficient and transparent plafotm for trrding of equity, preference shares, debentures,

warants, exchange traded furlds as well as relail debt in goYernrn€nt sccudties.

Trading Mechanism
The trading system, krrown as the National Exchange for Automated Trading (NEAT)

system, is an onjine, anonymous, orderdriven, screen-based trading system. In rhis system, a

member can key into the computff quantities of securities and the prices at which he would

transact and the transaction is executed as soon as it finds a matchifig sale orbuy ordet from a

counter pamy. The systems electronically match otders on a price/time priority and hence cut

down on time and cost. It allows faster insorporafioti of price sensitive information into

prevailing prices, thus increasing the infomrational efficielcy of markets. It erables market

participants to see the fuli market on a real-tinte basis. making lhe markets tralspateDt. It

allows a large number of participant:j, irrespcrctive of their geo$raphical locations, to trade

with one another simultaneously. illlproving the deprh and liquidity ofthe market 'lhe sysicm

ensures fiil anonymity by accepting orde6, big or small, tion members without revealing

their identity, thus providing equal access to everybody and provides a pedect audit trail by

logging in the trade execution process in endrety.

The trading ptatform of the CNI segment is accessed not only tiom the computer terminals

from the premises of brokers spread ovcr about 345 cities, but also from t}]e penonal

computers in the homes of investors thuugh the Intemet and through hand held WAP enabled

devices.

On-line IPOs (Initial Public Offerirgs)
The on-line trading systern of NSE is used by companics to nlake IPOS thJough book

buildi4. It is a fully automated screen based bidding system thlt allows trading membe$ ro

enter bids on behalf of their clients. All bids leceived by the system are numbered, dme

stamped, and stored in the book tilt the last day of the book building process, and the offer

price is determined after the bid closing date, While ensuring efficient price discovery, this

system reduces time taken for completion of the issue process. 52 companics have uscd the

on-line IPO system of NSE by the end of March 2005.
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Internet Trading
At the end of March 2005, 78 trading membcrs on the CM segment provided intemet based

trading faeility to investors. The members of the exchange in tum had registered 849,696

clients for web based access as on March 31,2005.In the CM segment atxlut 499lakh trades

for Rs,8l, O34crores, constituting 7.117a of total lrading voiurnc, werc routed and executed

through intemet. The following able gives the growth of inte ret trading.

Year Enabled Registered Trading Volume

Members Clients (Rs. crore)

% of total trading

volume

0_54

1.59

3.45

7.l1

1999-00 3

2000{1 61

?001-{.2 82

2002-03 80

2003-04 70

2004-05 7&

123,578 7287.81

231,899 8,138.81

3464?A 15360.76

463,560 37 945 .O8

849 ,696 8l ,033,81

Tralsactlon Charges and Brokerage
The maximum brokerage chargeable by trading membcr in rcspect of trades effected in the

securities admitted to dealing on the CM segment of the F,ixchange is fixed at 2.57o of rhc
contract price, exclusive of staftltory lcvies like. securities lransaction tax, SEBI tumover fee,

service tax and stamp duty. This nraxjmum brokerage is inclusive of the hrokerage charged by
the sub-broker which shall not exceed L5 % of contract price.

A member is required to pay the exchange traDsaction charges at the rate of 0.004% (Rs. 4 per

Rs. t laklt) of the tumover. Trading memben are also required to pay sccurities tlansaction
tax (STT) on all delivery based tratsactioil at the rate of 0.15% and in case cf non-delivery
lransactions at the rate of 0.015 % for eqrri:res.

Clearing & Settlement
While NSE provides a platfoal for trading to its trading nrembers, the National Securities

Clearing Corporation i-td. (NSCCL) determines the fuldsi securities obligafions of the trading
members and ensures thal trading membcrs meet their obiigations. "fhe core processcs

involvcd in clearing and settlemcnr aie;
(a) Trade Recording: The kcy dctails about the trades are rucorded to providc hasis tbr
settiement. These details arc autornarically recordcd in the clccrronic trading s!'stein of the

exchanges.

(b) Trad€ Conlirmation: The partics to a trade a€iree upon lhe tenns of adc likc securily,
qmntity, Frice, and seftlement date, but not the counterpany which is the NSCCL. The

electronic system automatically generates confimation by dircot pafiicipaffs.
(c) Determination of Obligation: The next step is determimtion of rvhat counter-panies

owe, and whal counter-paftics are due to receive on the settlement datc. The NSCCL
interposes itself as a centrai counter?rrry beLwcen thc counterpafties to trades ard nets the

positions so that a member has security wise nct obligation to receive or deliver a seeurity and

has t0 eitber pay ()r rcceivc funds.
(d) Pay-in of Funds and Securities: The members brilg in tlieir fundsi sccurities to the

NSCCL. They make available requircd sccurities in designated accoulrts \rith the depositories

by rhe prescribed pay-in timc. The deposiiories move rhe securitics availablc in the accourts

of members to the account of the NSCCL, Likewise members with funds obligations make

available required funds in the designated accounts with clearing banks b)- thc prescnbcd pay-

in time. Thc NSCCL sends elecronic insrructions to ihe clearing banks to debir niernber's

accounts to the extent of payment obligations. The banks process rhese instrucrions, debit

accounts ofmembers and credit accounts of the NSCCL.
(e) Pay-out of Funds and Securities: After processing for shonages of f nds/socurities and

arranging for movernent of funds from surplus banks to deficit balrks through RBI clearing,
the NSCCL sends cleritronic instructions to the depositories/clearing banks io release pay-our



of securities/furds. The depositories and clearing banl<s debit accounrs of rhe NSCCI- and
credit accounts of members. settlement is colnplete upon release of pay-our of funtls anri
securities ro custodians/mcmbers.
(t) Risk Management: A sound risk lnanagement sysrcm is iDtecrdl to an r:ificient senrement
system. The NSCCL ensures that trading members' obligations are comnrensurate wirh tieir
net wofth. It has put in place a comprehensive risk management system, which is constantly
monitored antl upgraded to pre-empt market failures. It molitors r.ire traek recorLl and
perfomance of members and their net worth; undertakes on-line nonitoring of nremlrcrs'
positions and exposurc in the mafket, collects margins frorn members antl automatically
disables members if rhe limits are breached. Tlre risk management rnethods adopred by NSi
have brought the Indian financial market in line with the intemarional markets. The
robustness cf rhe risk management system of NSF was amply provcd by lhe timely and
default free $cttlement on highJy volatile clays like lvlay 14 & 17, 2004, rhe rwo days when the
market witnessed a fall of nearly 7.81% & I?.24% respectively. Horvever, due to the
robustness of the hlsE! risk management s,vsrcm, tight controls of nremtrer positions,
stringent margining etc. the seltlements w'ent rhrough smoothly withour any dismprions or
disorder in the mart(els.

Setil€ment Agencies
The NSCCL, with the help of clearing membc^, 

'ustodians 
, clearing banls and depositories

$ettles the trades executed on exchanges. The roles of each of these cntirics are erplained
belolv:

(a).NSCCL: The-NSCCL is responsibre for posr-trade activities of a slock exchange. crearing
and sefllement of trades and risk managemenr are its central functions. k cleari ali rradei
determines obiigations of members, ananges for pay-in of funds/securities, receives funds/
securities, processes tbr shonages in fundsisecuritiis, arranges for pay-out of funds/ securities
to members, guarantees settlement, and ccllects and maintain.s margins/collateral,/ basc
capital/other funds. It is the counteparty to all settlement obligations of the members.

!f) lfgllelembers: They are responsiblc fcn senting thcir obligations as dcrennined by
the NSCCL. They have to make available funds anrVor securitics irirhe designated accounts
wirh clearing bank/depositorics, as titc casc il}ay be, to meet their obligations on the
settlement day.
(c) custodians; custodian is a clearing menber but nor a trading mrmber. He settres trades
assigned to him by trading members. He is required to confirm rviethcr he is going to settle a
particular fiade or nor. If ir is confi.med, rhe NSCCL assigns rhar 6biigarion rJ tha] custoclian
and the custodian is required to seftle it on the settlement day,
(d).Clearin-g Banks: Every clearing member is required to open a <ledicated clearing account
with one of the clearing banks- Based on his obligation as detennincd thlough cle;ring, the
ciearing member makes funds available in the cl&ring account fbr the pay-In and reieives
funds in case of a pay-our.
(e) Depositories: Depositories help in the setlemenr of the demarerialized securities. Each
o.rstodian/rlearing member is required to mailtain a clearing pool account with the
depositories. He is required to makeavailable the required securitie-s in rhe desilnated aecount
on seftlement day. The depository rurs an elecronic file to transfer the seculities from
accounts of the custodians/clearing member to that of NSCCL. As per tlie scheclule of
allocalion ol securities d€termined by the Nsccl, the <lepositories transfer rhe securities on
the pay-out day from the account ofthe NSCCL to those oi members/custcrdians.
(f) Professional Clearing Member; NSCCL admits special caregory of members namely,
professional clearing memben. professionar creanng Member lrbrvi; nuy clear and senie
trades executed for their clients (individuals, instiruriJrx ctc.;. In such an cvent, the funcLions
and responsibiliries of lhe PCM would be similar to custodians. pcMs rnav aiso undenake
clearing and settlement responsibility for trad.ing membe$. In such a case,ihe pCM would

::]:! th.,yd* carried our b)'tbe rrading membe-n connecred ro rhem. A pCM has no rrading
ngh$ but has only clearing rights, i.e. he clears the trades of his associate tracling membcri
and insdutional clienrs,
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Settlement Cycles
NSCCL clears and settles trades as per welldelined settlement cycles, as prcscnted in Table
4-13. Since the beginning ofthe financial year 2003, all securities are being traded and settlcd
under Tr2 rolling settlement. Thd NSCCL notilies the consummated tradJ details fo clea ng
members/ custodians on the trade day. The cusiodians atfinr back the trades to NSCCL b!
T+1 day. Based on the afhrmation, NSCCL nets the posirions of counterparties to determine
their obligarions. A clearing mernber has to pay-inr'pay-out funds and/or securities. A rnember
has a_security-wise net obligation to receivc/deliver a security. The obliga(ons are netred for a
member acrcss all securities to determine his fund obligations and he has to either pay or
rcceive.funds. Jr4embers' pay-in/pay-our obligations are dJtermined latesr by T+i day and are
forwarded to them on the same day so that they can settle their obligarions on T€ day. The
securities/funds are paid-ln/ paid-out on T€ clay and the senlemeit is complete in 3 oays
from the end ofthe trading day.

Risk Management System
NSCCL being aware of the importance of the risk contairm*nt measures has a dedicated Risk
Group which looks into aspects relating to the risk management. These measures have been
repeatedly reviewed and revised. The risk containment measures in vogue are described
below:

l. Capital Adequacy
The. capital adequacy requirements stipulated by the NsE are substantia[y in excess cf the
minimum statutory requirements as also in comparison to rhose sdpulated by other stock
exchanges, A- p_erson sceking membership in the CM and F&O segment is required to have a
net wonh of Rs.lcrore, and keep an interest free security delosit of Rs.1.25crore and
collateral securir, deposit ofRs.0.25crore wirh the Exchang"^sc'cl. rh" o*posits kept with
the Exchange as pafi ofthe memb€iship re,.luirement are taien as base minimurn capitai of the
member to determine the memberis itt d-day trading limit andior gross expoiure limit.
Additional base capital is requrrett to be deposited 6y the member for taking addirionar
exposure.

2, Trading and Exposure Limirs
NSCCL imgrses linrits on tumover an<l exposure in rerarion to the base minimunr capital or
additional base capital of a mernber, u'hiitr is the anrount of funds, ancl secnrities that a
member keeps wirh the ExchangeNSCCL.
The memben are subject to limits on traling volumes in a day as well as exposurc at a y
point of tirne Gross intra-day fumo\er of a member sha not ciceed 25 times the net capital
(cash deposit plus secudty deposit). Cross exposure (aggregate of net cumulative outstanding
positions in each security) of a member at any point oi time stratt not exceed g.J tjmes rhe
total base capital (not utilised torvards margin) up to Rs. lcrore. If a member has t'ree capitar
in excess ofRs.f crore,iis cxposure shall not exiee<i Rs.g.5crore plus 10 tirnes ofrhe ca;iral
tn excess of Rs.l crore. Members exceeding these linrits are automitically and inst.antaneou-"ly
disabled bv the auromared trading sysrem. A penalty of Rs.5, 000 is levierr for each vir..rlation
ot gross exposure limit and intra-day turnover limit. In case of second and subsequent
violation during the day the, penalty will be i r multiples crf Rs.5, 000 for each such instarre.

3. Margin Requirements
NSCCL imposes Stringent nargin requireme s as a part of iis risk containment rrreasures.
The categorisation of stocks for imposition of margilu 

^has 
the structule as given below;- The stocks which have traded at least gO% of tlle days for tie pievious 1g months

shall constitute the Group I and Group iI.
- Out of the scrips identified above, the scrips having mean impact cost of less than or

equal to 17o shali be cateqorised under Group I andihe scrips where the impact cosr is
more than I , shall be cltegr,rrised under Group II.

- The remaining slocks shall be categorised uncler Group lII.
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The daily margin compdses of the sum of Mark to Market Margin (MTM margin) and Value

at Risk-Lased Margif (VaR-based margi'). VaR margin is applicable for all secLrrities in

rolling settlement. All securities are classified into three groups fbr the purpose of VaR

margin.

4, VaR Based Margins
For the secunties listcd in Group I Scrip wise daily volatility calculaled using the

exponentially weighted rnoving average methodology that is used in the index futures market

and the scrip wise daily VaR rvoulct be 3.5 tilncs the volatility so calcuiated'

Foithe securities listed in Group Il the VaR margin shall be higher of scrip VaR (3 5

sigma) or thre€ times the index VaR, and it shall be scaled up by root 3

For the securities listed in Group IIi, the VaR. margin would be equal to five tines the

index VaR and scaled up by square root of 3.

vaR margin rate for a security constitute $le following:

t. Vatue at Risk (vaR) based margin, which is arriveri at, based on the methods stated

above, The index VaR, for the purpose, would bc the higher of the daily index VaR

based on S&P CNX NIFTY or BSE SENSEX The index VaR would be subject to a

minimum of 5 %.

2. Additioul VaR Margin: 6% as specified by StsBI.

3. Security specific Margin; NSCCL may stipulate security specific margins tbr the

securities f'rom dme to time,

The VaR based margin would be rounded off to thc next higher integer (For eg, if the VaR

based Margin rate is 10.01 , it would be ?ounded off to 11.00i and capped at 100%.

The VaR margin rate computed as mentioned above rvill be charged on thc net outstanding

position (buy value-sell value) of the respeclive clients on the respectivL' securities across all

bpen settlements, The net position at a clieLt level for a member is anived at and thereaflet, it

ii grossed across all tlre clients for a member to compute gross exposure for margin

calculation.

5, Mark-to-Market Margin
Mark to market margin is eomputed on the basis of mark to market loss of a member. Mark to

market loss is the notional loss *hich the member wouid incur in case the cumulative net

outstanding position of the member in all securities, at the end of the relevairt day were closcd

out at the closing price of the securilies as announced at the end of the day by tlrc NSE Mark

ro rTBrket margin is calculated by marking each transaction in scrip to the closing price of the

scrip at the end of trading. In case the security has not been traded on a panicular day, the

latest available closing price at the NSE is co&sidered as tIe closing price. ln the event of dle

net outstanding position of a rnember in any socurity being nil, the diit'erence between the buy

and sell values would be considered as norional loss for the pu4rose ol calculating the mark to

market margin payable.

MTM profit4oss across diffbrent secutitics within the samc scttlenenl is set oiT to deterrnine

the MTM loss for a setlement. Such Ir{TM losses fbr settlelnents are computed aI client }evel.

Non'paynient of the margin atfacls penal cherge @ 0.01% pet day of the amount not paid

rhroughout the period of non-pa1ment. Tradcs done by trading members on behalf of

institutions are, however, exempt from margin and exposure requirements.

3.62 Wholesale Debt Market (WDM) segment

The Exchange starled its nading operations in June 1994 wittr the introduciioD of the

Wholesale Debt h{arket (WDL4; segment. This segment ptovides a trading plafbrm ibr a

wide range Of fixed incomc securirics. whicb includes centml goverrunent secutitit:s, treasury

bills (T-bills), state deveiopment loans (SDLs), bonds issued by public scctor undertakings

(PSUs), floating rate bonds (FRBs), zen-r coupon bonds (ZCBS), index bonds, cortunerciai

papers (CPs), certificatcs of dcposir (Cl)s), corporate detrenturcs, SLR and non-SLR bonds

issued by financial instirutions (tttt, Uonas issuetl by foreign instirutiors and ullits of mutual

funds (MFs).
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To funher encourage wider participation of all classes of investors, including the rctail
investors, the Retail Debt Market segment (RDM) was launched on January 16,2003. This
segment provides for a nation widc, anonymous, order driven, screcn based trading system in
government securities. In rhe first phase, all outstanding and nelvly- issued central govefi rent
securilies were traded in the retail debt'market segncnl. Othcr secLrrities like state govemment

securities, T-bills etc. will be added in subsequent phases. The settlemem cycle is same as in
the case of equity market i.e., l'€ rolling settlemcnt cycle.

tading Mechanism
The WDM trading system, known as NEAT (National Exchange for Automated Trading), is a

fully automated screen based trading systcm that enables members across the country to trade

simullaneously with enomous ease and efficiency. It supports an anonymous order driven
market which operates on a price/time priority and provides tremendous flexibility to users in
terms of orders with various time/price/quantity related conditions thar can be placed on the

system. It alsc provides on-line marker ilforrnation like toui order depth, best buys alld sells

available, quantity tmded, the high,low and last trcded price for securities are availabie at all
points of rime.

The WDM Trading system provides two market sub-types: continuous malket and negotiated
market. In the continuous market, the buyer and seller do not know eacl.r other and they pui
their best buy/sell orden, which are stored in order book with price/tine priority- If orders
rnatch, it results into a ttade, Tlte trudes in WDM segment are settled directly berween the
participants, who take an exposure to the seftleme risk attached to any ufiknown counter-
party. In the NEAT-WDM system, all participants can set rp their counter-party exposure
limits against all probable counter-parties. This enables the rradirg member/participant to

reduce/ minimize the counter-party risk associated with the counter,party ro trude. A fiade
does not mke place if both the buy/sell participants do nor invoke the counter-party exposurc
limit in the trading sysrem.

In the negotiated markct, the trades are *onnally decided by the seller and the buyer outside
the exchange, and reported to the Eichang€ through a rracling member ior approvai. Thus,
deals negotiated or struct[red outside the exchange are disclosed ro rhe market tluough
NEAT-WDM system. In negotiated market, as bu,ven and sellers knorv each other and have
agreed lo trade, no counter-pany eiposurc ljmit nccds to be iuvokcd.
The trades on the WDM segment could be either ouright trudes or repo iransactions with
settlement cycle of TtO to TJz and repo periods (i ro 14 days). W.e.t. May 74 2005,
setdement of all outright secondary market trunsactions in government se.iurities will be
standardised to T+1. In case of repo tfansactions in govemment securities first leg can be

settled either on T+0 basis or T+1 basis. For every trade, it is necessary to speciry the nuinber
of settlemeni days and the trade rype (repo or non-repo), and in the event of a repo trade, the
repo term and repo rate.

Transaction Charges
The Exchange has specified the maximum rates of brokerage thai can be levied by tratling
members for trades on WDM. The rate depends on the fype of seourity and value of
trirnsactions. The rale for central governrnent securities ranges from 5 paise to 25 paise fbr

9very 
fu 100 of trarsactions depending on the order value. Similarly it ranges from 5 paise to

50 paise for state goverrunent ssDurities and institutional bonds also depending on the order
value. In case of PSU, FRBs, CPs and Debentures, the brokerage rate varies between 10 paise
and 50 paise for every Rs. 100 of tmnsaction depending an the order value. Ir is 1% of the
order value for debentures, securitised debt and commercial paper.
A trading member is required to pay transaction charges @ 5 paise per Rs. I lakh gross rrade
value up to Rs. 25,0O0 crorc and @2 paise per Rs. 1 lakh gross traded value above Rs. 25,000
crore subject to minimum of Rs. 10,000 per armum.
Settlement
Trades on WDM segment have arunique settlement date specified upfront ar the time oforder
entry and is used as a nratching parameter. The Exchange allows settlement periods ranging
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from same day (T +0) settlement to a maximum of three days (T€) in case of outright trades
as yell as repo trades and repo tenn of I to 14 days for repo traOei. However, rv.e.i May 24
2005, the settlement for outright will be standardised to T+i. The mcmbers and participants
report the settlement details to the Exchange, which only monitors sefilenrent. The aitual
settlement of funds and securities are effected directly between participants or through
Reserve Bank of India (RBI). All trades in govemment securiries are reponed to RBI-SGL
through the Negoriared Dealing System (NDs) of RBI, and Clearing cLrporation of India
Limited (ccIL) provides settlement guarantce for rransactions in govemment securities
including repos. The trades are settled on a net basis through the Dvp-III system. In the Dvp-
III, the settlemenr of Securities and Funds are carried out on a net basis.
For securities other than government sccurities and r-bills, trades are settled on a gross basis
directly between panicipants oqdelivery venus payment basis.

NSE-VaR System

NSE has developed a vaR system fbr measuring the market risk inherent in Govenunent of
India (Gol) securities- NSE-vaR system buirds on the NSE database of dairy yieltr cuwes
(ZCYC) and provides measures of VaR using 5 alternative nrethods (variance-covariance,
historical simuiation m€thod, weighted nomul, weighted historical simulation and extreme
value method). Together, these 5 methods provide a range of options for market participanrs
ao choose from.
NSE-VaR systern releascs daily estimates of security-wise VaR at lday and multi-day
horizors for securities traded on wllM segmcnt of NSE and all outstanriing GoI seculties
with effect from.January 1, 2002. panicipants can compute rheir portfolio r:isk as weighred
average of security-vise VaRs, the weights being proponionate to the market value oi a given
security in rheir porrfolio.

Suggested Questions
l' Explain the working of National Srirk Exchange_
2. Explain thc trading system/mechanism in stocl< exchange
3. How is thc margin requiremcnts calculated?
4, Whar are the key featires of the National Stock Exchange?
5. WhaI are rhe salient features ofwholesale debr markets ln India.
6. What is the merhodology a<Iopted in security tradilg on stock exchange?
7. Explain the screen based trading system adopted in-NSE.
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T]NIT.W

PRIMARY AND SECONDARY IIIARKET REG{ILATIONS

l,earning Objectives: This unit ailns to provide the sfirdenls with an introduction m SEBI

and its re"gulaiioa mechanism. After going through Unit ry, students will be able to ieam the

following concepts:

) Policy shift in capital market regulation

! Primary and secondary markei regulatiol

F SEBI and its regulation mechanism

> SEBI Guidelines to FII, individual investor

F Mocles of raising capilal frorn primary market

. Methods of markcting securitics

) Book Building process

4,1 Poticy shift in capital market regulation
The establishment of SEBI as a statutory body by ihe enactment of the securities and

Exchange Board of India (SEBI) Act, 1992, was the first step towards centraliz'ed regulation

of the iapital rnarkets. Untii rhcn, the fbllorving three principa) acts characterized the

regulatory fiamework for the capital ald securities markets:

I The capital Issues (conrrol) Acr. 1947, which until its abolition in 1992 lestricted

issues' access to capital markets, controlied pricing of IPOs and other issues and

gcnerallyconstrict€dthecapitalnt:lrkctintheironcladgripofCentralgovernment
- controli

lTheCompaniesAct,1996,whichsetsoutthecodeofbehaviourandconductforthe
corporatt sector in general with little dilferentiation between major and minor

companics'and

I The Secunties Contracts (Regulations) Act, 1950, t'hich gave the Central

Government control of secondary markets and slock exchanges.

Most cunent regulations were introduced by sEtsI. several arc'as norv undcr SEBI's

regulatory confiol were previously unregulated. In many ways, a paradigrn shift is under way'

42 Regulatory framework for Securities lllarket:
SEBI was entrusted with the statutory resporrsibilily to, inter ali:rs;

I Regulate the business of stock exchange and other securities markels'

1 Register and regulate the work o[ stock brokers. sub-trrokers, nterchant binkers'

unierwriters, pi.ttblio *"nugats, investment advisers and o rer intermediaries

associated with the securities markets.

I Prohibit ftaudulent and untair fiade practices relating to securities

I Prohibit insider trading in securities.

I Regulate substantial acquisitions of shares and takeovers of cotnpanies and

I Regulate collecdve investment schemes.

4J Role of SEBI vis-i-vis Capital Markct and Reforms

a) New Issue Market:
sirrce June, 1992 in the wake of the abolition of lhe conuol on capital issues by the

Governrnent of lndia as the second step for rcfoms in the capital markct, the confiol on

pricing of capital and access to the market has also been abolished. SEBI has been entrusted

with tie responsibilities to look after the interest of invcston in this regard by providing rhem

with adequate and full disclosures in the ofier documents' and by rcgulating the various

intennediaries conllected with the issue of capital viz Merchant Bankers, Underwdterr'
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Registrars, etc. Torrards this the fomnt of tle pr'.rspectus has been redesigned to include

information relating to specific areas such as terms, objectives, cost of the projecr, means of
financing, hrstory and backgmund of the company, its management and promotels,

inftastructure facilities, schedule of implementations, futurc prospects including capacity

utilization, stock market data for eisting compar es, particulars of the companies rvithin the

same management, derails of outstanding litigation & defaults, any material developments

after rhe data of the latest balance shcct and its impact on thc perfomaoce and prospects of
the company. More or less similar requirements have also been laid dorvn in rcspecl of letter

of offer covering the rights issues.

b) Proportional Allotment:
One of the most sweeping changes in the new issue market introduced by SEBI is thc

issue related to fixing the basis of allotment of shares on ovcr subscription. The new method

introduced, popularly known as the proportional method of share allotmeni, ensured that the

allotment of shares to each category (classifies by number of share appiied for) were in the

same proportion as the aggregate of shares appiied for such category, to the aggregate mnnber

of share applied in rhe whole issue. The provision, in effect, paved way for the coryorate

sector and those making applicarions in the issues accounting for a lion's share,

c) Raising Minimum Application Size:
Anoftet change that was introduced was that of raising the benchmark of minimunr size of
applications in a public issue. According to the new SEBI guidelines, the minimum size ofthe
application for any public issue, which was earlier, placed at 100 shares (or for a minimunr
liability of Rs. 1,000 for each application), was raised to 500 shares {in case of issues at par)

or for an application that would subsequently create a n nimuin liability of Rs. 5,000 per

applieation. The provision sought to check the rising number of investor grievances in case of
new issucs due to large volumes and pracdce of multiple applications. The trew provision too,
in lire with the proportional allotnent system, led to the small investors getting marginalized

from the New Issue rnarket.

d) Introduction to Price Band on Issue:

For the corporate as well as the issue managers, one of the welcome changes introduced

during the year 1994 has becn the provision to allow a price band of 20 percent on the issue

price, at the time ofthe prospecn:s/letter of offers which must be sent to SEBI for vetting. The
provision, which has simplified the task of mercham bankers on pricing t-ri issucs and brought
down the dsk element of the promoters in issue pricing, has ensured that the issue price is

finalised by them, just bclbrc rhe issue tpcns. The issue price is now required to be in the
pnce band that is specified in the vetted prcspectus. This has ensured a irigher degree of
flexibility to promoters and issue managers to the changing m,arket circumstances, beforc the

date ol issue is finalised-
c) Relaxation in Undcrwriting Stipulationst
The major change introduced by SEBI, having far regarding consequences, was the move tL)

waivc the earlier stipulation of compulsory underwriting of ali public issues. The
undenvriting, which was earlier required to be done tbr all prospecrive public issues before
seckrng SEBl-clearance, has since been made a voluntary preposition. That is, it bas become
dre promoters'/issue managers' options on whether or not get the proposed public issue

underwritten partly or fully. Wtrilc tho rclaxation in the underwriting has made a define dent
into the business of stockem doing under$'riting business, it has in a way, simplified the
process of new companies seeking entry into the primary matket, sirce thc under\r'riters are

no longer required to be convinced by rhe pronoter, before floating their issues.

fl Permission of Firm Allolment in Public Issues 1o FlslNlutual funds:
Onc o1' the reforms to new issue nlarkel r,as the permission to companies going fbr pubiic
issues, to makc firm allomten$ n the mutual funds and flnancial instituti0ns.
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4.4 Poters and Functions of SEBI

A. Functions ofBoard
. subjecr ro rhe provisions of this Act, it shall be the duty of the Board to protect the

interests of investors in securities and to promote the development of, and to regulate

the securities mar*et, by such measues as it thinks fit.
(a) Regulating the business in stock exchanges and any other securities markets;

(b) Registering and regulating the working of stock brokers, sub-brokers, share transfer

agents, bankers to an issue, trustees of trust deeds, registrars to an issue, merchant

bankers, underwriters, portfolio manage$, invesment advisers and such other

intemrediaries who may be associated with securities markets in any mamer:

Registering and regulating the working of the depositories participants,

custodians of securilies, foreign institutional investors, credit rating agencies and such

other intermediaries as the Board may, by notification, specili in this behalf
(c) Registering and. regulating the working of venture capiral funds and collective

investment schemes including rnutual funds;

(d) Promoting and regulating self-regulatory organizations;

(e) Prohibiting fraudulent and unfair trade practices relating to securities markets;

(0 Promoting investorsreducation and training of intermediaries of securities markets;

tg) Prohibiring insider trading in securitics;
(h) Regulating substantial acquisition of shares and take-over of companies;

(i) Calling for information {rom, undertaking inspection, conducting inquiries and audits

of the stock exchanges, mutual funds, other penons associated with the securities

market intermediaries and self- regulatory organizations in the securities market;

(ia) Calling for information'and record from any bank or any other authorify or board or
corporation established or constinted by or under any Central, State or Provincial Ac.t

in respe,ct of any transacfion in securities which is under investigation or inquiry by

the Board;"
() Performing such functions and ex*tcising such powers under the provisioirs of the

Securities Contracts (Regulation) Act, 1956(42 of 1956), as may be dele.gated to it by
the Cenrral Govcmment;

(k) lcvying fees or other charges for carrying out the purposes of this section:

(l) Conducting research forthe above purposes;

(1a) Calling from or tumishing to any such agencies, as lnay be specified by thc Board,
such information as may be considered necessary by it for the efficienl discharge of
its functions;

(m) Performing such other functions as may be prescribed.

(n) the Board may take measures to undenake inspecdon of any book, or register. or other

document or record cf any listed puhlic company or a public company (not being

intermediaries ret-erIed to in section 12) which intends to get its securitics listed on

any recognised stock exchange where the Board has reasonable grounds to believe

that such company has been indulging in insider nading or fraudulent and unfair trade

practices relating to securiries market.
(0) the Board shall have rhe samc powe$ as are vested il a eivil court under the CoCe of

Civil Procedure, 1908 (5 of 1908), while trying a suit, in rcspect of the following
mattcrs, namely:

i. The discovery and production of books of account and other documen$, at

such place and such time as may be specified by the Board;
ii. Summoning and enforcing rhe a erdance of persons and examining them on

oath;

iii. lnspection of any books, registers and other documents of any person referred

to in section 12, at any plaoe

iv. Inspection of any book, or register, or olher document or tecord of the

company referrcd to in sub-section (2A);
v. Issuing comrnissions for the examination of wimesses or docunents.

26



(P) the Board may, by an order, for reasons to be recorded in writing, in the interests of
investors or secudties market, take any of the following measures, either pcnding
investigation or inquiry or on completion of such investigation or inquiry, nanely:-

(a) Suspend the nading ofany security in a recognized stock exchangc;
(b) Restrain persons from accessing the securities martet and prohibit any person

associated with secuiities market to buy, sell or deal in securities;
(c) Suspend an;- office-bearer of any stock exchange or self- regulatory organization

from holding such position:
(d) Impound and retain the proceeds or securities in respect of any transaction which is

under investigation;
(e) Attach, after passing of an order on an application made for approval by the Judicial

Magistrate ofthe first class having jurisdiction, for a period not exceeding one month,
one or more bank account or accounts of any intermediary or any penon associated

with the securities market in any manner involvcd in violation of any of the
provisions ofthis Act, or the rules or the regulations made there-under.
Provided that only the bank account or accoun8 or any transacdon entered therein, so
far as it relates to the proceeds actually involved in violation of any of the provisions
of rhis Act, <ir the rules or the regulations made there-under shall be allowed to be
anached;

(D Direct any intemlediary or any person associated with the securities market in any
manner not to dispose of or alienate an asset forming part of any transaction which is

under investigation:

Provided that the Board may take any of the measures specified in clause (d) or
clause (e) or clause (t), in respect of any listed public company or a public company
(not being intermediaries refcrrcd Io in section l2) vhich intends ro get its securities
listed on any recognized stock erchange where the Board has reasonable grounds to
believe that such company has been indulging in insider trading or fraudulent ancl

unfair trade practiccs clating to securities market:
Provided funher that rhe Board shall, cither before or after passirrg such orders, give
an oppomtnity of hearing to such i ennediaries or persons concemed.

B. Issue of prospectus, offer docurnent, and advertisement soliciting money tbr issue of
securities

Without prejudice to the provisions of the Companies Acr, i956(l
for lhe protection of investors, -

(a) Spccify, by regulations -
(i) The maters relating to issue of capital, nanstbr of securities and other mafters
incideffal thercto: and
(ii) The manner in which such matten shall be disclosed by the companies;

(b) By general or special orders -
(i) Prohibit any company .finm issuing prospectus, any offer document, or
advenisement soliciting money from the pubiic for the issue of securities.
(ii) Specify the condirions subject to which the prospecus, such offer documenr or
advertisemcnt, if not prohibited, may be issued.

lVithout prejudice to the provisions of section 21 of the Securities Conmacts
(Regulation) Act, 1956(42 of 1956), rhe Board may specify rhe requiremenrs for
listing and transfer of securities and odrer ma$en incidental thereto

C. Power to issue directiorx
SEBI has the polver to issue directions if the Board is satisfied that it is neccssary, in

the interest of investors, or orderly development of securities market;
.l to prevent the affairs of any intermediary or other persons referred to in section 12

being conducted in a manner detrilnental to the interest of investon or securities
market;

of 1956), tbe Board may,
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I To secure the proper management of any such intemlediary or person' it may issue

such directions,

I To any person or class of persons rcferred to in sectjon 12, or associated with the

securities rnarket; or

I To any company in respect of matters specified in section 1lA, as may be

appropriatc in the intercsts of investorc in securities and the securities market

D. Investigation
(1) Where the Board has reasonable ground to belicve that -

(a) The transactions in securities are being dealt witlr in a manner detrimental to the

investors or lhe securities market; or
(b) any intermediary or any person associatcd with the securities markec has violatcd

any of rhe provisions 'of this Act or the rules or the regulations made ot directions

issued by the Board there under,

-It may, at any time by order in writing, direct a y person (thereafter in this sectiol referred to

as the Inve;tigating Authority) specified in the ofiler to investigate the affai$ uf such

intermediary or persons associated with the securilies ]arkct and to report thereon to fhe

Board,

(2) without prejudice to the provisions of sectiors 235 to 241 of the Companies Act, 1956( 1

of 1956), it shau be the duty of every manager, managing director, officer and other employee

of the company and every intermediary referred to in section 12 or every penon associated

with the securities market to prcserve and to produce to the Investigating Authority or any

person authorized by it in this behalf, all dre books, registen, other documents and record oi,

or relating to, the company or, as the casg may be, of or relating to, the intermediary or such

person, which are in their custody or power,

(3) The Investigating Authority may require any intermediary or any person associated rvith

securities market in any manner to furni:h such information to, or produce such botlks, or

registers, or other documents, or record betore ii or any person authorized by it in this bchalf

as it may consider necessary if the furnishing of such information or the producdon of such

books, or registers, or other documents, or rcc{rrd is relevant or necessary tbr the purposes of
its investigation-
(4) The Investigating Authoriry may keep in its custody any books, registers, other documents

and record produced under sub-section (2) or sub-section (3) for six months and thereafter

$hall retum the same to any intermediary or any person assriciatcd wilh securities market by

whom or on whose behalf the books, registers, other documents and record are produced:

Provided that the Investigating Authority may call for any book, register, other document and

record if they are needed again:

Provided fufiher that if the pcrson on whose behalf the boohs, registers, other documcnts and

record are produced requires cenified copies of the books, registers, other documents and

record produced before the Investigating Authodty, it shall give certified copies of such

books, tegisters, odrer documonts and record to such person or on whose behalf the books,

registers, other documents and record wcre produced.

(5) Any person, directed to make an investigation under sub-seclion (l), may exanline on

oath, any manager, managing director, officer and other cnlployce of any intermediary or any

person associated with securities market in any manner, in relatiou to the affain of his

business and may administer an oath accordingly and fbr that purpose may rcquire any of
those persons to appear before it personally.

(6) If any person tails wifiout reasonable cause or refuses -
(a) to produce to the Investigating Authority or any person euthorised by it in this

behalf any book, register, other document and record whicb it is his du1-v- under sub-

section (2) or sub-section (3) to produce; or
(b) to fumish any infonnation which is his duty under sub-section (3) to t'urnish; or

(c) to appear before the Investigating Authority personally when required to do so

under sub-section (5) or to answer any question which is put to him by the

Invesrigating Authority in purcuance of that sub-section; or
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(c) to sign the notes of any examimtion referred to in sub-secrion (7), 
:-

he shall be puni.nun"t" with imprisonment for a term which rnay extend to one year' or with

fine, which may extend to one irore rupees, or with btrth, and also with a funher fine which

may extend to ive lakl rupees for every day after rhc first during which the faiiure or refusal

continues.
(?) Notes of any examination untier sub-section (5) shall be takcn down in rvritrng and shall

b" .eu.l ou.. to, or ty, and signed by, the pcrson examined, and may thercafter be used in

evidence agairst him.
(8) Whereln the courue of investigation, the Ilvestigating Authority has reasonable ground to

belieu" rhut the books, registeri, other documents and reconl of' or relating to' any

intemediary or any person associated with securifies market in any mamer, may be

destroyed, mutilated, altered, falsified or secreted, the Investigating Authority ma! make an

application to th" Judi"iol Magistrate of the first class having jurisdiction for an order for the

seizure o{ such books, registers, other docunrents and record.'

(g) After considering the application and hearing the lnvestigaling Authority, if neccssary, the

Magistrate may, by order, authorise the lnvestigating Authority -
'(a) 

to enter, with such assistance, as may be required' the place or places where sush

books, registem, othcr documents and record are kcpt;

(b) to search ihat place or those places in the mamer specified in thc order; and

iri to s.ir. booki, registers, other documents and recorcl, it considers necessary for the

purposcs ol the investigation:

il*uiA.a thut th* Magistrate shall not authorize seizure of books, registen' other

documents and record, of any listed public company or a public company (not being the

intermediaries specified undei sectiot 12) which intends to get its securities Iisted on any

recognised stoci exchange unless such company indulges in insider trading or market

manipulation.
(10) The Investigating Authority shall lsep in its custody the books' registeN' other

do.o*rnt. and reiord ieized under thir seciion for such period not later than the conclusion

of the investigation as ii considers necessnry and thereaftel shall return the same to the

company or tfc other bod,v colporate, or' as the case may be, to the managing director or the

*unig"i o. uny other'perion, from whose custody or pouier they were seized and inform the

N{agistrate of such retum;

Pr-ovided that the Investigating Authority may, beforc retunfng such books, registers'

other docunents and record as aforesaid, place identification marks on them or any pan

thereof.

(11) Save as other-wise provided in this section,- evely search or sciz,ule nude under lhis

seciion strall bc ca[ied out in accordance with the provisions of the Code of Criminal

Procedure, 1973(2 of 1974), relating to searches or seizlres made under tlat Code'

E. Crasc and dcsist proceedirgs
If the Board finds, after causing an inquiry to be rnade, that any person has violaied'

or is Iikely to violate, any provisions of ihis Act, or any rules or regulations nade there lndcr'

it may pass an order requiring such person to ceasc and desist tiom committing or causing

such violation:

Provided that the Bcard shali not pass such order in respect of any listeri pirblic

company or a public company (other thall the intermecliaries spccified rmder section 12)

wiLiih intends to get its securiiies listed on any recognized slock exchange 
"rnless 

the Board

has reasonable gniunds to believe that such company has indulged in insider trading or market

manipulation.

45 Procedure for listing of securities
Listing of seouritiei means the inclusion of the securities in t1e offrcial list of stock

exchange for ihe purpose of trading. A stock exchange does not deal in the securities of all

co.p"ni"s. It haslo ielect rhe comlanies whose secuiities may be allorved to be bought and
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sold. The companies selected for this purpose are included in the offlcial tfade list of the stock
excbange.

As per the Securities Contract Rules, 1952, a public company desirous of ge$ing its
securities listed has to apply for the purpos€ to the srock exchlngi and tbrwari with' its
applicadon the following documents and particulars:

(i) Memorandum add articles of association and in the case of a debenture issue, a
copy of the trustdeed.

(il) Copies of all prospectuses or statement in lieu of prosp€cftses issued by the
company at any time.

(iii) Copies of offen for sale and circulars or advertisement offering afly securities for
subscription or sale during the last 5 years

(iv) Copies of balance-sheets and audited accounts for the last 5 vears
(v) A starement showing

-dividends and cash bonuses
-Dividends or iuterest in anea$ if any
-Brokers and sub-broken
-Managing and technical directors, manager, general manager, sales manager or
secretary

-Paniculars of share and debenrures issued
-Paniculars of shares forfeited
-A list of highest ten holders ofeach class
-Particular of shares or debenfures for which permission to deal is applied for.

4.6 SEBI gutdelines for FII (Foreign Institutionat Investors)
The sEBI has issued a rist ofguidetines for FIIs. some ofthe imporrant guidelines are

listed belorv:
(D FIIs would be required to obtain an initial registration with sEBI for securities

narkets before any investment is 
'rade 

by rhem in the securities of companies listed
on the stock exchanges in India.

(ii) since there arc foreign exchange controls also in force, FIk shall also file wirh SEBI
another application addressed to RBI for seeking various permissions untler FERA, in
a format (hat would be specified by RBI for this purposc.

(lll) For granting registration ro the FII, sEBI shall take into account, the track record of
the Ftr, its pmfessional competence. finarrcial soundness, experience and such other
crireria thil( may be consiriend by SEBI to be rclcvanr.(i"] SEBI's initial regisrrarion would be valid for five years

(v) RBJ's general permission under FERA would enable the registered FII io buy, sell
and realize capital gains on investment made

(vi) There woulrt be no resriction on lhe volume of investment-minimum or maximum

... f9. ft: pu.pose of enrrv of FIIs in rhe primary/secondary
(vii) ?ortfolio inv-estments in primary or su;ondary markets lvifl be subject to a ceiling of

24 percent of issued share capital for the totil holding of all rcgiitered FIIs, in 
"any

one company

4,7 Guidelines to Investors
The sEBI has issued a list of guidelines for individual invesrors for their protections(i) Deal with a registered membir of the sto,.*k er.chanee. If you are dealing with a sub-
broker, make sure that all bills and contracts ure ma,le in the name ot:a registered
broker.

,tiil Insist that all your deals are done in the trading ring or electronically recorded.(iiD Give specific orderu ro buy and sell within tG fiieo price timits and/or time periods
within which orders have io be executed.

(iv) Insisl on contract notes to be passed on to you on the dates, when the orders ar.e
execuled.
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(v) Make sure that your deal is registercd with the stock exchange in a Souda Block Book

or rccoded ele{Ironically.
(vi) Collect a settlement able ftom the slock exchange mentioning the pay-in and payout

days.

(vii) Keep sepamte recods of dealings in specified shares {Group A) and non'specified

shares (Group 81, and B2). The setdement for each is on different days.

(viii) Execute periodic seftlements of dues and delivery of shares to avoid accumulation of

transactions ,

(ix) Insist on delivery, If the company letums yolr papen and shares with objections,

contact your brcker immediately.
(x) Fnsure that sharcs bought are trarsfened il your name before the company's book

closu€ date.

(xi) Complain if the broker does not deliver the shares bought in your name.

(xiD Do not sell shares that are not ffarlsferred in your name after lhe book closure as these

are not valid in the market.

(xiii) Do not sell/deal in shares where any one of the holden has passed away.

(xiv) h not expect the money for shares to come immediately. It will take at least a week

at prcsent ftom the date of transaction.

(xv) Unless you have special arrangement with the broker, do not expect the adjustme of
purchases and sales against one another. One pays fint and receives later.

(xvi) Do not take delays or harassment lying down. You have to complain to the Grievance

Cell of the slock exchangp or the Securities and Exchange Board of India (SEBI) in

case of delay or harassment.

48 Primary Market
Meaning

Primary market also loown as New lgsues Market (NIM) is a market for raising fresh

capital in the fonn of shares and debe$utes. Corporate enterprises, which are desirous of
raising capital funds thrcugh the issue of securifies, approach the primary market and issues

financial securities for long-term funds. The primary market allows for rhe formation of
capital in the country and the accelerated industrial and economic development.

Modes of raising capital
Following are the popular ways by which capital funds are raised in the primary

market:

. Pure Prospectus Method / Public Issue

. Private Placement Method

r Initial Public Offer (IPO) Method

. Rights Issue Method

Pure Prospectus Method
The method whereby a corporate enterprise mops up capital funds from the general

public by means of an issue of a prospectus, is called 'Pure Prospectus Method'. It is the most

popular method of making public issue of sccurities by corporate enterprises.

Exclusive subscription under this method, the new issues of a cornpany are offered

for exclusive subscriEion of general public. According to the SEBI norms, a minimum of49
percent of the total issue at a time is to be offered to public.

Issue price direct offer is made by the issuing company to the general public to
subscribe to the securities at a stated price. The securities may be issued either at par, of at a

discount or at a premium.

Public issue thrcugb the 'pure prospectus method' is usually underwritten. This is to

safeguard the interest of the issuer in the event of an ursatisfactory response from public '

Private Placement Method
A method of marketing of securities whereby the issuer makes the offer of sale to

individuals and institutions privately without the issue of a prospectus is known as 'Private
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Placement Method'. This is thc most popular melhod gaining Inon1enftim in recenl tiiues

amo0-q the coryorale entcrp ses.

Under this mcthod, securities are otfered dircctlv to large buyers with the hclp of
share brokers. This method works in a nanncr simiiar to rhe 'Ofler 1or Sale lUethod' lvhereby

securities are first sold to interolediarics such as issucs houscs, etc. They are in rurn placed at

higher prices to individuals and institutions. Institutional investon play a significant role in

the realm of pr.ivate placing- The expenses relating to placement ale bome by such investors.

Initial Public Offer (IPO) Method
The public issue made by colporate entity for the flrst time in its life is callcd 'lnltiai.

Public Offer'(IPO). Under this nethod of marketing, seculities are issucd to successfu!

applicants on the basis ofthc orders piaced by them through thcir brokers.

The essential steps involved ir this method of marketing of securities are as follows:
l. Order Broker receives order from the client and plades orders on behalf of the client

with the issuer.

2. Share allocation: The issuer Iinalizes share allocation and informs the broker

regarding then same.

3. The Client: The broker advises the successfui clients of the share allocation. Clients
. then submit the application forms for shares and make pa)ment to the issuer tlnuogh

the hroker

4. Primary issue account: The issucr opens a separate escrow account {prima4' issue

account) fDr the primary markct issue. The cleanng house of the exchange debits tlte

primary issue acrount of tbe broker and credits ths issLler's account.

5. Certiiicates: Ceniicates are thcn dclivered to investors. Otirenvise dcpository account

may be crcdittd.

Rights Issue Method
Wrere dre shares of an existing c{'rnipany are ot}erer} to its eristing slnreholders, it

takes the form of rights issue'. Under this merhod, rhc cxisiing cornpany issues sharcs to its

existing shareholders in proportion to tbe number of shares aheady held by them,

The relevant guidclines issucd by the SEBI in this regard aftj as tbllolvs:
1- Shall be issucd only by iisted compenies.

2. Announccrrent reganling righrs issue orce madc, shall nut be withdrarvn and wnrrc
withdrawn, no sccuriry shail be eligible ibr iisting up tc 12 me'nths.

3. tlnderwriting as ro ights issue is optii,rnal aml appoiniment for RegisiriLr is

cotttpu lcory .

4. Appointment of category I hlcrchant tsariliers hoiding a ccrtilicate 0f regisiratic'n

issucd b1, SEBI shall be compulsory,

5. Rights shares shali be issued nnly in rr'sp.'cr of fu)ly paid shares

6- L.etter of Oi{cr shall contain disciDsurcs a$ per SEIJi ieqrrilemenlJ
7. Agrccment shall be entered inio rvirh thc ttpository ibr matcrialization of sccurities

ro bc issucd

8. issue shall be kept opcn for a niinirnurn period of 30 <lays and fbr a maxirrrurn pcllod

of 60 tiays.

9. A tninintum subscription of 90 percent o1' lirc issue shail bc lcceivcd
10. No reservation is ailowcd for rights issuc as rcgards FCDS and PCDs

il. A 'No Conrplaints Cenificare' is to be filled by the 'lcad Merchanl tsankcr' wiih th.
SEBI after 21da""-s tromthe date of issueof otler docurncnl

12. Obligatory for a company rvheie increlse in subseribed capiral is necessary atier two
years of its fomration or a{reL one year c,f irs llrst issuc oL sharr:s, whichever is eatlier
(this rcquirement rnay be dispenserl with by a sprcial rcsclutioli

Book-building }lcthod
A method of markefing fhc shares of a conlpany fl/hereby the quantull and lhe price

rrt t\e sccurities to be issued will bc decided on the basis of the 'bids' received tron thc

prospecur;e sharehollers bv the lead merchart bankr:rs is klown ls 'book buihJing nrethod'.



(v) lvtake sure that your deal is registercd with the stock exchange in a Souda Block Book

or recorded electronically.
(vi) Collect a settlement table from the slock exchange mentioning the pay-in and payout

days.

(vii) Keep separate records of dealings in specified shares (Group A) and non'specified

sharcs (Group 81, and B2). The setdement for each is on different days.

(viii) Execute periodic settlements of dues and delivery of shares to avoid accumulation of
transactions ,

(ix) Insist on delivery, If the company returns yottr papers and shares with objections,

coffact you( bmker immediately.
(x) Fnsure that shares bought are trarsfened il your name before the company's book

closure date.
(xi) Complain if the broker does not deliver the shares bougbt in your name,

(xiD Do not sell shares that are not trdnsferred in your name after the book closure as these

are not valid in the market.

(xiii) Do not sell/deal in shares where aly one of the holden has passed away.

(xiv) Do not expect the money for shares to come immediately. It will take at least a week

at prcsent ftom the date of transaction.

(xv) Unless you have special arrangement with the btoker, do not expect the adjustment of
purchases and sales against one another. One pays frst and receives later.

(xvi) Do not take delays or harassment lying down. You have to complain to the Grievance

Crll of the slock exchange or the Securities and Exchange Board of india (SEBI) in

case of delay or harassment.

48 Primary Market
ll{grning

Primary market also known as New lgsues Market (NnvI) is a market for raising fresh

capital in the fonn of shares and debe ures. Corporate enterprises, which are desirous of
raising capital funds thrcugh the issue of securities, approach the primary market and issues

financial securities for long-term funds. The primary market allows for the formation of
capitai in the country and the accelerated industrial and economic development.

Modes of raising capital
Following are the popular ways by which capital funds are raised in the primary

marker:

. Pure Prospectus Method / Public Issue

r Private Placement Method
. Inirial Public offer (IPo) Method

r Rights Issue Merhod
Pure Prospectus Method

The method whercby a corporate enterprise mops up capital funds from ttre general

public by means of an issue of a prospecnrs, is called 'Pure Prospectus Method'. It is the most

popular method of making public issue of securities by corporate enterprises.

Exclusive subscription under this method, the new issues of a company are offercd

for exclusive subscription of general public. According to tle SEBI norns, a minimum of 49

percent of the total issue at a time is to be offered to public.

Issue price dircct offer is made by the issuing company to the general public to
subscribe to the securities at a stated price. The securities may be issued either at par, of at a

discounr or at a premium.

Public issue thougb the 'pure prospectus method' is usually underwritten. Tbis is to

safeguard the interest of the issuer in the event of an unsatisfactory rcsponse from public .

Private Placement Method
A method of marketing of securities whereby the issuer makes the offer of sale to

individuals and institutions privately without the issue of a prospectus is known as 'Private
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Book-building facility is available as an alternative to fimr allotment. Accordingly, a

company can opt for book-building route for ihe sale of shares to lhe extcnt of the percentage

ofthe issue that ca be resen€d for fimr allotment as per the prcvailing SEBI guidelirres.

The book-building process involves the following steps:

1. Appointment of book-runners: The first step in the book-huilding prc,cess is the

appointment by &e issuer company, of the book-nrner, chosen fiam one of the lead

merchant balkers. The book-runner i m forms a syndicate for the book building. A

syndicate member should be a menber of National Stock Exchange (NSE) or Over-

.The-Counter Exchange of India (OTCEI). Offers of'bids' are to be made by investors

to the syndicatc mernbeN, who register the demands of investon. The bid indicates

the number of shares demanded and the prices offered. This inibrmation, which is

storcd in the computer, is accessible to the company managcment or to the book-

ruffler. The name of the book-runner is to be mentioned in the draft prospectus

submifled ro SEBI.

2. Drafting prospectus: The draft prospectus containing all the information except the

lnformation regarding the price at which the securities are offered is to bc filed with

SEBI as per the prevailing SEBI guidelines,

3. Circulating dmft prospeetus: A copy of the draft prospectus filed with SEBI is to be

circulated by the book-runner to the prospective institutional buyers u'ho are eligible

for firm allotment and also to the intermediades who arc eligible for firm allotment

and also to the intermediaries who are eligible to actas underrvriters,

4. Maintaining offer records: The book-mnner maintains a record of the offers

received.

5. Intimation about aggregate orders; The undere'riters and the institutional investo$

shall give intimation on the aggregate of the offers receivcd to thc book-rumer.

6. Bid analysis: The bid analysis is canied out by the book-runner immediately alter the

closure of the bid offer date. An appropriate final price is arrived at after a careful

evaluation of denrands at various prices and thc quantity. The final price is generally

fixed reasonably lower than rhe possible offer price.

7. Bank accounts: The issuer company has to open two separate accounts fbr collection
of application money, one for the private placemenl portion and the other for the

public subscription.

8. Collection of completed applications: The book runner collects the application

fomrs along with the application money.

9. Allotment of s€curities: Allotment for the private placement portion may be made on

the second day from the closure ofthe issue,

i0. Payment Schedule and listing; The book-runncr may rcquirc the undenvriters to the

'net offer to the pubiic' to pay in advance all moneys requircd to bc paid in respect of
their undenvriting cornrnitment by the eleventh day of the closule of lhe issue.

Suggested Questions
L Discuss SEBI regulations regarding primary rnarkef operations.

2. Discnss how secondary markets are regulated?

3. What are fte regulations reiating to pricing of public issue of shares?

4. W}rat arc the principal functions and power of SEBI?

5. Describe the key initiatives taken by SEBI?

6. What is listing of share? Describe the advantages provided for listing. What

documents should be fited fcrr listing of shares?

7. Discuss the SEBI guidelines for FII and individual investors

8. What are the different modes of raising money from primary market? Dscuss the

salient features of each method of marketing seeurities.

9. What is book-building method? Why is it required? What are tbc various steps

involved in the book-building process.



I.INIT-V

STOCKEXCHANGES ININDIA, STOCK &
BOND MARKET INDTCES

karning Objectivcs: This unit aims to provide the srudents with an introducfion to

operations of stock exchanges and construction of stock market index. After going through

Unit V, students will be able to leam the following concepts:

F Stock Exchangc in lndia
) National Stock Exchatrge-The Premier Exchange

F Consuuction of Stock index
F Construction of Bond Index

5.1 Stock Exchange in bdia
The stock exchanges are the most perfect tlTe of market for securities whether of

govemment and semlgovemment bodies or other public bodies as also tbr shares and

debenturcs issued by the -ioint stock companies. In the stock exchanges, the purchases and

sales of shares are made il conditions of ftee cornpetition. The bargairs that are smrck in the
trading dfig or system by the members of the stock exchanges are the faircs{ prices

determined by the basic laws of supply and demand.

Ihfinition.
Stock exchange means any body or individuals whether incorporated or not , oonstituted

for the purpose of assisting, regulating or controlling the business of buying, selling or
dealing in securities. It is an association of m€mber brokers for the purpose of self -regulation
and protecting the interests of its menrbers. It can operare only if it is recognized by the

Government under the Securities Contract (Regulation) Act, 1956. The recognition is grantecl

under Section 3 of the Act by the Ministry ofFinance, C€ntral Covemrnent.
The Securities Coritract (Reguladon) Act, 1956 is rhe basis for operation of the stock

exchanges in India.

Recogrized stock Exchange
A stock exchange is recognized or y after rhc govcrrunent is satisfied that the Rrrles

and Bye laws conform to the conditions prescribed for ensuring fair dealings and prorer:ticn ro
investors. Governme has to be satisfred that it woulil be ilr the interest of the trade and
putilic interest to grants such recognition. Bombay, Calcurta, l)elhi, Madras, Ahmedabad,
I{yderabad, tsangalore Indore etc have so far been granrd permanent recognition- Others are

granted temporary recognirion from time to time, At present tlere are 25 stock exchanges

recognized under the Securities Contract (Regulation) Act, 1956. They are -
, tsombay Stock Exchange
. Narional Stock Exchangc
I Kolkata Stock Exchange
. Madms Stock Exchange
. Delhi Srock Exchange
. Ahmedabad Stock Exchange
. Hyderabad Stock Exchange
I Bhubaneswar Stock Exchange
. Kanara (Mangalore) Stock Exchange
. Magadh (Patna) Stock Exchange
. Baagalore Stock Exchange
. Saurashtra Kutch (Rajkor) Stock Exchange
. Cuwahati Stock Exchangc
I Jaipur Stock Exchange
. Uttarpradesh (Kanpur) Stock Exchange
. Ludhiana Stock Exchange
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. Vadodara(Baroda) Stock Exchange

. Coehin Srock Erchanse
r Pule Stock Exchange
. Coimbatore Stoek Exchange
. Meerut Stock Exchange
. Visakhapatnarn Stock Exchange
. Sikkim Srock Exchange

History of Stcck Exchange
The Indian stock market is one of the oldesr in Asia. The origin of the stock market in

India goes back to the end of the eighteenth cennrry when long-ierm negotiable securities
were first issued. However" the real beginning occuned in the middie of the nineteenth
century after the enactment of the companies Act in ig50, which inrroduced the t'eatures of
Iimited liability and generated invesror interest in corporaie securities. A significant event in
the developm€nt of the stosk market in India was rhe forrnarion of the Nltive shares and
stock Brokors' Ass,ciation at Bombay in 1875, l'hich is the rodav the Bonllrav stock
Exchange. Then rhe second stock exchange 'Ahmedabad Stock Exchange was set up in 1g94.
Both the Exchanges were organized as voluntary non-proht making associations oftrokers to
regulate and protecr their interests. The Bornbay securities contricts (contrac0 Act of !925
used to regulate trading in securities. Under this Act, the Bombay Stock ixchange was
recognized in 1927 and drmedabad in 1931. During the war boom, a number of stock
exchanges were organized even in Bombay, Ahmedabad and other centres, but they were not
recognized Soon after, ir became r Cenr*r subjecr and rhe securities contract (degulation)
Act, became law in 1956, which is the basis for operation of rhe srock exchanges in Iidia.

, Subsequently,25 stock exchanges were set up and recognized by the ceniral govemment,

*:_I":t lyll*lt development being the establishment if the Nationat Stoci Exchange
(NSE) in 1g94.Within a short period, it emerged as the largesr stock exchange in thc count[,
and. even surpassed the Bombay Sock Exchange rvhich 

-was 
historically ihe leading stoik

exchange in India.

53 Functions of Stock Exchanges
A stock exchange has an importaut role to play in rhc dcvcloprnent of a countly. In rhe

process of capital formation and in raisilg resources for the cbrporate sector, the srlrck
exchange performs four cssential functions.

1. lt provides a nnrket place for purclrase alrl sale of securities such as shares, bonds,
debentures, etc. Investors desirous of buying securities would be able to bulj securities
in the primary market only occasir.rnally, thit is, ar the timc of issue of such s,:curifies
by the company, whereas the),would be able to buy securities in ibe stock exchange at
any dme, as trading in stock exchangcs is conrinuous. Similarll, holders of secuities
wiro are desirous of seiling the securities would be able to selr them only in rhe stL'ck
exchanges, as the issuing companies do not ordinarily buy back rhe shares. Thus, srock

^ 
exchmges provide the facility for continuous rratling in securities.

2. Srock exchanges provirte liquidity to.rhe iuvestrnents in securities, that is, ir gil.es thc
mvestors a placc to liquidate their holdings. This is essentially the basis forihe.joinr
stock enterprise system. Investors would not be inlerested to intest in corporate
securities without the assurance provided by the stock exchanges to the ownen of
corporate securities that these securities can ire sord in the exchanses at anv dme.

3. The stock 
"i.F Ugr help in rhe valuation of securities by irovidini thc rnarket

quotations of the prices of securities. The market quotations repiescnt ihe collective
judgment on the value of the securities arrived at siinultaneouslj by many sellen and
buyers in the market. Thc value of shares is influenced by macru economic factors as
well as micro economic factors, iong-term econornic tiemls as well as short-term
fluctuations in cconomic variablcs. Specularive forces in rhc securities markcl also
influence share valuations. Market quotations of sharc prices provide valuable
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information to prospective investors as wcll as share holders regarding the value of

shares traded in the stock exchanges.

4. Stock exchanges play the role of a barometer, namely, an indicator of the state of health

of the nation's economy as whole. The shares of a large numher of colnpanies are listed

for trading in the important stock exchanges oJ the country. The market quota ons of

indivitluat shares represent their current valuation. The trend ofprice movements in the

market is indicated by calculatiug stock market indices which represent the weighted

average of prices of selected shares representing all the industries. These stock market

indices are used to represent the sharc market as a whole. Their movements and levels

are indicative of the economic health of the nation to a grcat extent because movements

of prices of shares are influenced by macro economic factors such as growth of GDP,

financial and monetary policies, tax changes, political envimnment, etc:

The siock exchanges provide the linkage bet\t€en the savings in the household sector and the

investment3 in the corporate seclor. They indirectly help. in mobilizing savings and

charmelising them into the corporate sector as securities.

Functions of Stock Exchange members:
. Broker/Dealer: The broker in the stock exchange acts as retailers, i.e., as a link

between those who want to buy shares and those who want to sell them. The broker,

for this intermediary function. is paid a commission called brokerage which is

negotiable between the broker ahd the client. Brokem are categorized into:

- Foreip brokers: ABN Amro Asia Equities (India) I-td., Birla Sun Life

Securities Ltd.
- Industrial Groups: Cholamandalam Securiries Ltd.. Retiance Shares and Stock

Brokers Ltd.
- l,ocal Bodies: Acne Shares and Stock Pvt. Ltd.
- Subsidiaries of Indian Financial Instilutions and Banks: SBI Capital Markcts

hd., UTI Securities Exchange Lttl.
- Subsidiaries ofstock exchanges: LSE Securides Ltd., CL'chin Stockbrokers Ltd.

" Market maliers: They fulfil the t"ditional role of a wholesaler. A jobber is a

wholesaler and also acts as a market maker; he places both buy and sell orders for

selected shares. Thus they give two quotations, the purchase price and the sale pdce,

for the same share. The profitability or otherwise, of a market maker will depend on

correc{ anticipation of markct movel enis. The function of a tnarket maker is to
provide liquidity so that investors can buy/sellat the curre market price.

r Agency Brokers: Commonly referred to as a stockbroker, agency bmkers acl as atl

intermetliary betrveen the investor and the matket maker. They provide advice and

charge a fee for this service. Some stockbrokers however da not provide any advice

and render their sewice as "execution-only" brokers, that is, purely taking orders and

carrying out deals trut not providing service.

Intermediaries: These intemrediaries perform flncfiols to help both the issuers and

investors achieve their respective goals. There are large variety and number of
intemrediaries pruviding various services in the Indian sccurities market. This process of
mobilizations of resources is carried out under the supewision and overview of the

regulators. ftle regulaiors develop fair narket practices and regulate the conducl of
issuers of securities and the intermedianes. They arc also in charge of protecting the

interests of the investors. The regulator ensures a hi$r servicc starrdard from the

intermediaries and supply of quality .securities and non-manipulated demand tbr them in
the narket.

5.4 National Stock Excharrge-The hemier Exchange
The Nalional Stock Exchange came much after the Bombay Stock Exchange but

rvirhin a short period, it emerged as the largest stock exchange in the country, and even
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surpassed the Bombay Stock Exchange which was histoncally the leading stock exchange in

India.
After the formation of the Securities Market regulator, the securities and Exchange

so_o ui;dia (irsD, attention were drawn towards ttre inefficiencies of the bourses and the

need was felt for better regulation, discipline and accountabilify' A Committee recommendcd

the creation of a second stock exchange in Mumbai called the "National stock Exchange"'

ihe Cornmittee suggested the formation ofan exchange which would provide investo$ acrcss

,f" .""*.y . ,ingliscreen baserl trariing platfonn' operated thrcugh a VSAT network lt was

on this recomniendation that sening up of NSE as a tcchnotogy driven exchange was

;;;.p*.1fi.-nat hu, ,"t up irs tiading system as a- nation-wide' tully automated screen

n"*i"t."e.g ,y:taem. it has *ritten for itieli the manclate to create a world-class exchange

una ur" it i in instn nient of change for the industry as a whole through competitive

ffisiiri.n&;;t itl.ry"tut"c in ii92 and was given recognition as a stock exchange in

ip.iiiss:. ii starterl operatio* in June 1994, with trading on the wholesale Debt Market

.sJrrn"nr. Subseouentlv it launched the Capital Markex Segment in November 1994 as a

;;"fi;';1";i;;;",iuiti.t una the Futurei and options Segment in 
'une 

2000 lbr various

derivative hsrumcnts.
NSE was set up with the objectives oi:-- 

(al Et,"Ufishing a nationwide trading facility for all tlpes of securities;

iU) pnsuring elual access to inveJors all over the country through an appropriate

communication networki

(c) Providing a fair, efficient and trarisparent securities market using electronic

trading sYstem;

(il) Enabliig'shoner settlement cycles and book effry settlements; and

(e) Meeting intemational benchmatks and standards'

NSE has been able to take the srolk market to the doorsteps of the investors- The

technology has been hamessed to deliver the services to the investors across thc country at the

.fterp"tfiostiUf" sost. It provides a natirrn-wide, screen-based' automated trading systen'

with'a high <Iegree of trarsparency and equal access to invcstors irrespective of geographical

ro"uti*. 
"rrr" 

frigh ievel of nrorrilurion disseminatiun through on-line sysrem has helped in

integrating retaiiinvestors on a nation-wide basis 'Ihe standards set by the exchange in terms

c,f iartei practices, products, technology and service 'snndards have become industry

berrchmarks and are being replicated by olhEr market panicipants 
-

Within a very ,nort ,puooi,i'*, NSL' has been able to achievc a1l tbe objecdves for

which it was ,"t up. it ha* Uein piuyiog o leading role as 
3 1!apg 

agert in lransforming the

Indian Capital Maikets to irs pre;; fo;n. The Iridian capital lvlarkets are a far cry ftom whar

;h.y;d'; ue a oecaoe ug. itii.*" 
"t 

market practices' infrastmcture' technology' risk

management, clearing and settlement and investor service
" 

Today, NSgi outiootoitle, automated trading sysrcm has helped 
' :hlli* ll:,tf i9:li

plarlorm ftom ihe n arling hall in the prernises o[ lhc exchange ro dre com|luter lvnnnal5 ll tne

iiemises of the traoing iemen loiirei.l at tiifferent geogtuphitul lo"atious in tho country and

subsequently to the personal compute$ in the ltotles of investors and even to hand hcld

p.mrr1" i"'-i.* foi the rnobile 
' 
investols. It has been enc'uraging colloratisalion, of

ilembenhip in securities ,o".t 
"t. 

it t ,. uttu prcved to be instrumental in ushering in scripless

trading and providing settlement guarantee ibr all trades :""tut* lL-tl: .,.tlt}:*
Settleiient risks have also been etimidated with NSE's innovative endeavots in tne area or

clearing and settlernent Yiz., establisbment of the clezfing corporation (NSCCL)' setting up a

settler;ent guarantee zunO tSCn' reauciion of setrlemerit cyile' implententing on-line' real-

time risk rr,anagement systcrns, iematerialisation and elecnonic fansfer of securities to name

few of them. As o .o*"qu"oaa,-,h" n.r^,to tuttuy uses slaic-of-the-an infomration technology

to provide an efficient ani transparent fta{iing, ciearing affi sefilement mechanism'

Ownership and Malragemc t
Thc NSE is owned bY

companies and other finamial

a set of lcading financial irstitutions, banks' insurance

inr"r**,liu.itt. Ii is managed by a team of professional
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rnnagers and the trading rights are with trading members who offer their sewiccs to the
investors. The Board of NSE comprises of seni'r executivcs fi.om promoter institutions and
eminent professionals, withour having any represetrtation fuom trading membenj.

While the Board deals wirh the broad policy issues, the Eresutive Conmittces (ECs),
which include trading members, set out rules and parameters to manage the clay-to-day affairs
of the Exchange. The ECs have constituted several committees, like Cofimittee on'I'radc
Related Issues (COTI), Committee on Settlement Islues (COSI) erc., somprising mostly of
trading members, to rcceive inputs from the narket pafticipants ard implement irgg.ttions
which are in the best interest of the investors and the rnarket. I'ne day-to-day management of
the Exctrange.is delegated to the Managing Director and CEO who is supported by a team of
professional staff.

Market Segments and Products
NSE prcyides a,n electronic tading platform for of all types of securities for invcstors

under one roof - Equity, Corporate Debt, Central and State Gover trent Securities, T-Bills,
Commercial Paper (CPs), Certificare of Deposits (CDs), Wanants, Mutual Funds {)\{Ft) units,
Exchange Traded Funds (ETFs), Derivatives like Index Futures, Index Oprions, Stock
Futures, Stock Options, Futures on Interest Rates etc., which makes it on; of the fbw
exchanges in the world providing trading facilir), for all t-vpcs of securities on a sirgle
exchange.

The Exchange prcvides trading in 3 dift-erent segments viz., Wholesale Debt N{arket
(WDM) segrnent, Capital Market (CM) segmenr and the Funrres & Oprions (F&O) segnent.

The Wholesale Debt Market segment provides rhe trading platform for trading of a
wide range ofdebt securities which includes stite and central Govirnment securities, TIBills,
PSU Bonds, Corporate Debentures, Cps, CDs etc. However, along with these li[ancial
instrume s, NSE has also launched various producrs e.g. FIIVIN.{DA-NSE MIBIDA4IBOR
gwing to- the marker need. Keeping in miird the requitements of the banking inclusrry, FIs,

llF-saand 
insurance conrpanies, NsE also stafted the disseminarion of its yer anothcr product,

the 'Zero Coupon Yield Cun,e'.

, Th: C-a-piral Market segment offers a fully automaied screen based trading system,
klo*l 1 the Narional Exchange for Automared Trading (NEAT) sysrem. This opeiare, on a
pricel time priority basis and enables members from across the country to tmde with
enormous ease and efficiency. Various ttpes of securities e.g. equity sheres, warrants.
debentures etc. are traded on this system. The average oarty tu.ioverin itre cM segme't of
the Exchange during 2004-05 was nearly Rs.4J06 crores. 

'

Futures & optiorl'i scgment of NSE provides trading in derivarives insrruments likc
Index Furures, Index Options. Stock Options, Stock Future.s and Futures on intcrest rates.
Though only four 5,ears irito its' operations, the futures and options segnlent of NSE has made
a mark forirself globally, In the Futures and Options segnrint, tradirig in Nifty and CNX IT
index and 53 singte stocks are available, W.e.f. May 271005, futurci and options u,ould be
available on 118 single srocks. The average dail1, turnovcr in the F&O Segnr*nt of the
Exchange during 2004-05 was nearly Rs. 10,067 crorcs.

55 STOCK INDICES
The stock indices are devised by stock exchanges as represcntatives of market movcmcnrs.
The indices generally used are oi three types:
Price -weighted index: It is the index which reflects the sum of the prices of the sample
shares in a_certain lear (or month or rveek or day) with reference ro the base y.ur. Th"
assumption hcre is that the investor buys one share ofeach srock included in the index.
Equal-rveighted i'dex: It is the index which reflects the simple arithrneric a'erage of the
price relatives ofthe sample shares in a certain year (or month or rveek or day) with ieference
to a base ).ear. lt is assumed that the investor invests an equal anount of money in each stock
included in fhe index.
Value-weighted index: It is rhe index refJecting thc aggregatc market capitalization of the
sample shares in a certain year (or month or weet or oa9 irirelati,n to a basc year. Such an
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index assumes that the investor allocates money across various stoclc included in the index

such that the weights assigned to various stock are proportional to their market capitalization.

Example: The srocks A, B and C are the sample companies constdered for computation of the

index. The base ind.ex is 100 and the base date price and cunent market prices are given

below, It is reqrrired to compute the cunenl stock index when no change in share

representation takes place, dividends or stock spllfs have not occurred and no additional

shares have been lssued.

Share Outstanding Shares Base Price Current Price

5,00,000 t20 200

B 8.0u.000 150 900

c 6,00,000 110 150

(i)Market value u eightcd method

Market value weighted iudex =(91. 00,00,000n4, 60, 00,000)*100=370

(ii) Irice-weighted method

(iii) Equal weight method

,Share Percentase chanse in slure Drice Weighr Weishted Averase

66.61
'EB i00 13 166.6',7

C 36.3 6 IB 12.r2

Tota I ?01_01

Eqlal \ eightcd lndex =100€01.01€01.01

Several stock nlarket indices are constructed in India: BSE National Index, SENSEX, S&

P CNX Nifty Index, RBI Share Price Indcx, BSE 200 InrlL-x. Dollex ctc.

' Bombay Stock Exchange Sensitive Index: Popularly knorvn as the Sensex, this

value-weighted index is probably the most widely followed stock market index in
India, Sensex indicates the movement of 30 sensitive shares from specified and non-

specified groups. The index on any trading day represenls dte aggrcgate market value

of the 30 specified shares as oo that date in relation to the average aggrcgate market

value of these sharcs in the base year 1978-79. Fiom septernber 1, 2003, Sensex is

being conslructed on the basis of free float market cap rather than full market cap.
. S&P CNx Nifty: the Nifty index which reflccts the price movement of 50 stocks

selected on the basis of market cap and liquidiw or ilnpact cost is one of the most

carefiril) consnucted stock market index of India. The base value of this value-

Sharc Ou{sranding Sharcs Base Pdce Base Value Currert Price Currelt Value

5.00.000 120 6,00,00,000 200 10.00 .00.000

B 8,00,000 r50 r 2 .00.00.000 72.00.00 .000

(: 6.00.000 110 6,60,00,000 150 9.00.00.000
'l otal

Valtre
24,60,00,000 91,00,00,000

Share , Base Price Current Price

200

B 150 900

C I r0 150

Total 380 1.250

Market Price-weighted index1 1250/380)*100=329

J9



weighted index has been set at 1000 and the base period sele{ted is the closing price
as on November 3, 1995.

. 'f,he Economic Tiines trndex of Ordinary Share Prices: The Economic Tines on

trading days, publishes the all-India index of ordinary share prices. The base year of
this equal-weighted index is the financial ,vear 1984-85- This index comprises 72

actively tmded shares, and the average employed in the construction of this index is a

simple arithrnetic average of price relatives.
. The Financial Express Equity Index: Published by Tlrc'Financial Erpress. this

index has the calendar year 1979 as the base year. Composed of 100 actively traded

shares, this index employs a weighted arithmetic average of the price relatives of the

shares in the sample.
I Bombay Stock Exchange National Index: This index comprising 100 actively

traded shares drawn from specified and non-specified groups of five major stock
exchanges, is calculated in a rvay similar to that of Sensex. The base year lbr this

broad-based index is 1983.

The mosf popular stock market indices aiound the rvorld are Dow Jones Industrial
Avemge, the Standard & Poor's Composite 500 index, Nikkei 225,. and FTSE
(pronounced'footsie").

, The Dow Jones Industrial Average (DJIA) is based on 30 large 'tblue chip"
corporations in fte US.It is a price-weighted index.

' The Standard & Poor's Composite 500 (S&P 500) stock index is a broad bascd

index of 500 US stock. It is a market value-weighted index.
. The Nikkei 225 is based on the largest 225 stocks of Tokyo Stock Exchange.It is

a pfice-weighted average.
r FTSE published by the Financial Times of London is based on 100 large lnndon

Stock Exchange stocks. It is a value-wdighred index.

Bond Market Indicesj A bond nrarket index measures the performance of the bond
market. i-SEC BOND INDEX (i-BEX) is rhe mosr popular bond market index in lndia,
There are two versions of i-BEX.

r Total return ind€x: This index tracks the total. rentrns and considers interest
payment (accrued and acrual) and capital gains/losses.

. Principal return index: This index indicates the net pricc rnovement (quoteil
price exclusive of accr-ued interest) in the market.

A major problem in rhe construction of bond market index is that ir is difficult ro obtain
reliable and up-io-date prices ofma[y bonds as they trade infrequently.

Isstres iri Indcx Constructionr
Some of the important points iri the construefion of an index are: reliability, traile-off

between diversificarion.and liquidity, and choice ol' rhe type of index.
Indices based on samples are leasonably reliable because of the lendency of all stocks ro
move together and relatively l-ew cornpanies account lbr a large proportion of the vaiue of
all companies. Selecrion of the index securiries is based on several criteria such as
liquidity, depth, indusry representation etc.

' Market capitalization: The'scnp should be preferably rmong the rop lisred
companies by market capitalization. The BSE imposes a minimum weight of 0.5% for
a companyls scrip to be selected into the BSE Sensex.

' Liquidity: Diversifying rhe index reduces risk bur at a diminishing tate. However,
inclusion of illiquid stocks lnay worsen rhe quality of the i;dex. Therefore,
construction ofa good index involves a trade-ofbctween tlivenitication and liquidtty.
Liquidity may be assessed rluough
{he average number of trades of rhe scrip per clay over a specified period of time,
-the average value of shares traded per day over a specihed period of time,
- trading frequency ofthe scrip r.:ver a specifled time duralion,
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-rrading activity or the average number of shares (aded per day as a percentage of the

toul number of outstanding shares of the company compared to a cedain percentage

for the specified time duration.
. continuity: The computation of an index has to considel cenain adjustrnents \,r'hen

the composition of the sample changes, when one of the conponent stocks pays

bonus oi issues right shares, If the required adjustmenls arc not made, there would be

discontinuity between the cunent value ol the index and its previous value' The

continuity of the historical series of index viiues is to be rc-established by conelating

the value of the revisecl index value to that of the index before revision. And this

correlarion of the revised index to the Old index shoul<l not be less tban a certain point

in order to ensure historical continuiry of the index

. Inilustry Representation: Index companies should be the balanced representation of

the listed companies from all industries participating in the stock market, and should

preferably be the leading companies in their industry group'

' i-isted IILtory: The scrip to be included in an index should have prior trading history

in the respective stock exchange.

' Compsny reord: The company to be included in the index should preferably have a

coffi;uous dividend paying recod and should be promoted by a management with a

proven recotd,

Stock Market Quotations and Stock Market Indites:

Infonnation on stock market movements is reponed in various media such as newspapers,

business periodicals, television etc. The manner in which daily newspape$ generally

provide information on stock prices is illustrated below:

it is a combined shac quotaiion of the BSE and the NSE The former quotes are given

first and the NSE quotes are given in italics:

The first colutrut gives information on prices, volume, value and tradc. The number in

the brackets to the rifrt ofthe company's name, which in the case of A Ltd- is Rs.932'65.

represents the previdus closing quotarion. The set of four unbracketed prices after this

figure stand tbr the opening price, the higlrest pnce, the lowest price' and &e closing

pice" For A Ltd., theie *J n".S:f, Rs.948, Rs.931 and Rs.932 85 respectively' After

rhese stock price quotations, &ere is a square bracket containing three numb€rs indicating

the volume of shires traded, the value {fu in' 000) of shares traded and thc number of

trades rcspe,ctively. For A Ltd., these will be 46436,43591 29 and 1384 respeclively'

Ttre sicond cotumn represenls the diluted PIE ie, the ratio of the share's market pricc

to the fully diluted eamings per share, which in this case is 127. Tbe third colunm

indicates tie rnarket capitalization figure (Rs. in crores) of the company which is

Rs.9438.6crore for A l-td.
The hnat column reflects the highest and lowest prices during the immuliately

preceding 52 weeks, after adiusting for bonus and righis issues of equity shares' which in

the case of A Ltd. arc Rs.1200 and Rs.692.

Important abbreviations uscd in the conie.&t of stock exchange quotations are:

' con - canvertible
. xd - ex(excludiug) dividend
. cd - cum{viith) dividend
. xr ex(excludingl righr

' sl - small lot

Co.,(Prev. Cl.),Open, Higtl, I-ow, Close

tv.tl Vet Rs 'o00r.Tradesl

PIE M Cap 52-Wk H/L

A i-td. (93 2.65 ),93 7,948,931 ,932.85

t 46436 .43591 .29 .13841
t2;l (9438.6) 120Ot692

(932.80), 940, 949 
".93 

1,93 3.20
I t 38630, 1 302t 6.84.44U1 t 2.7

(9438.6) 1200/692
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Suggested queslions

l) "The Indian stock market is one of the oldest in Asia" explain

2) What are the key features of the National Stock Exchange? &'hat are its market
segments and products ?

3) How is a stock index calculated? Explain with an example

4) What is the difference between a price -weighted index, an equal-weighted index,
and a value-weighted index?

5) What arc the funcfions of a stock exchange? What are the functions of stock
exchange members?

6) What are the different kinds of brokers operating in the stock markets? How do
they trade securities in the stock market?

7) Explairr the role played by stock exchange in the economic developmenr.

8) Compute the index using the market value weighted method and price weighred
medrod for the following market infonnation. The base iadex is .100.

Shar€ Outstmdins Sharcs Base Price Current Price
X 600.000 110 190

7,00,000 130 800
z 5,00,000 I2A 170
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TINIT-VI

DEBT INSTRI.JMENTS AND TIIEIR VALUATION

Learning Otrjectives: This u t aims to provide the.students with an introduction to debt

instnrments and their valuation. After going duough Unit VI, studenb will be able to leam the

following concepts:

F Characteriscics ofbond
F Bond pricing r.rethods

> Yield to maturity
ts Bondduration
) Risk management in bond market

I Credit rating

6.1 Debt security
A debt security is a claim on a specified periodic stream of income. Debt securities

are often called fixed-income securities because they pmmise either a fixed stream of income
or a sfieam of income that is daermined according to a specified formula. Risk considerations
are minimal as Iong as the issuer of the securiry is suffrciently creditworthy.
Bond Characteristics

A bond is a security that is issued in corurection with a bonowing arangement
wherein the borrower issues (i.e., sells) a bond to the lender for some amount of cash. The
issuer is under an obligation to make specified payments to the bondholcler on specified dates.

A tj?ical coupon bond places an o6ligation on the issuer to make semiannual
pa),rnents of interest to the bondholder for the life of the bond. These are called coupon
payments. When the bond matures, the issuer repays the debt by paying the bondholder the
bond's par value (ie.. its face value). The coupon rate of the bond serves to detennine the
interest payment. The coupon rate, maturify date, and fhe par value of the bond are part of the
bond indenture, which is the contract between the issuer aad the bondholder..

For example, a bond with a par value of Rs.l00 and a coupon rate of 8% ruight be sold
to a buyer for Rs.l00. The bondholder then is entitled to a payment of 8% of Rs.I00 or Rs.8
per year for the life of the bond (say, 2Oyears).The Rs.8 layment normally comes in two
semiannual installments of Rs.4 each. At Lhe end of the 20-year life of the bond, the issuer
also pays Rs.10O par value to the bonalholder.

Sometimes, zero-coupon bonds are issued that make no coupon paymgnts. Here, the
investors receive par value at the maturity date but receive no interest payments, for the bond
has a coupon rate of zero. The bonds are issued at irices considerably lower than par value
and the investor's rctum comes solely from the gap between the issue price and the payrnent
ofpar value at maturity.

Government Bonds:
Government enterprises that need long-term financial assistance issue fixed-interest

securities. Governrnent panicipants could be the Central Government, state govemmenls aid
other regional'administrations. Wtren public sector enterprises issue bonds, they are also
normally caEgorized as goverrunent bonds since they have characteristics similar to
govemment bonds. The issue of government bofids is crucial since it reflects the monetary
policy of the country. Maturities of Government securities (or G-secs, as they are popularly
called in lndia) range from 2-30 years. The face value of all govemrrlent bonds in India is
Rs.100.

Corporate Bonds:
In most couffries, private sector debt instrurnents are called 'corporate bonds'.

However, within this category, there are a number of instruments that are diffbrenriated on the
basis of their claim on rhe enterprisc's assets. In lhis context, debentures are debt instruments
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lhat are secured on the asscts of the entcrprise issuing the instrument. The security may be by

a fixed charge (on specific assets) or a floating charge (on the assets in general). Those private

sector debl instruments having no fixed or t-loating cbarge on the assets of the company are

called 'unsecured bonds'. Again, 'guaranteed bonds'are those debt instruments that could be

guaranteed by a third party, generally the parent company or a group to which thc cnterprise

belongs.

Corporate bonds are also called'convenibles'. Such instmments, along with the

geneml characteristics of a bond, also carry an option at futuru time duration 10 convert to
other 4'p€s of hnancial instruments such as cquiry shares. Other corporate debt instruments

with options are called 'callable bonds' or 'puttable bonds'- The redemption (repayment) date

of these bonds can be decided at a future dare, at the discretion of the issuer (callable) or the

holder (puttable). Some corporate tlonds are doubly datcd, indicating that their redemption

can take place at any tirnc between two dates, usually agreed upon i{iren the debr instrument
is issucrl.

Floating-rate bonds make interest paymenfs that are lied to some measulc of cunent
market rates. For instance, thc rate might be adjusted annually ro the cunent T-bili rate plus

2%,If the 1-year T-bill rate at the adjustment date is 4 %, the bond's coupon mte over the nexr

I'ear would then be 6%.This arangement means that the bond always pays current market
rales,

Prelcrred Stock:
Prefened stock is often included in the fixed-income category because like bonds,

pretbrred stock prornises to pay a sFecitied stream of diyidends. In case of non-payment of
dividends, they simply cumulate and thc conmon srock holden do not receive any dividcnds
until the preferred stockholders have been fully paid. In case of bani<ruptcy, preferred
slockholders' claims to the firm's assets hrve lorv priority than those of bondhoklers, but
higher priority than those of conrmon stockholders.

International Bonds:

These bonds are generally divided into two categories: foreign bonds and Eurobonds,
Foreign bonds are issudd by a borrower from a country other than thc one in which the bond
is sold. The bond is denominated in the currency of the country in which it is marketed. For
example, if an Indian firm sells a dollar{enominated bond in the United Srates, the bond is
considered a foreign bond.

Eurobonds ate bonds issued in the currency of one country but sold in other
national markets. Fbr instance, the Eurodollar marker refers to dollar-denonlinated bonds sold
outside the United Srates. Similariy, Euroyen bonds are yen-clentrminared bonds selling
outside Japan"

Innovative Bond Instrumcnts:
Bond security design can be cxremely tiexible. Examples of scrme novel bonds are:

Inverse Floaters, Asset-backed bonds, Indexcd Bonds elc..

" Inversc Floaters: The coupon rate on these bonds falls when lbe gcncral level of
interest rates rises. lnvestors in these bonds suffcr doubly when rates tise. Not or y
does the present value of each rupee of cash tlow from the bond fall, but rhe level of
those cash flows falls also. On the other hand, investors in rhese bclnds bcnefit doubly
when the rates fall.

' Asset-backed Bonds: ln this kind of securities, the incc.une from a specified group of
assets.is used to service the debt. Co ventional asset-backed securitics arc mortgage-
backed securities or securities backed by credit card loans.

' Indexcd Bondsr These bonds make pa.lmcnts rhat arc tied to a general price index or
rhe price oI a particular cornmodity.

' Catastrtlphe Bonds: These bonds are a neans to tr,lnstbr 'catastrophe risk' from thc
firm to the capiul markes. They represent a novel way of obtaining insurance from
the capiial markcts agaitlst specific disasters. lnvesto$ in these bontis receive
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compensation for bearing such risk, in the form ofhigher coupon rates. For cxample.

Electrolux once issued a bond with a final payment that depended on whether there

had been arl earthquake in Japan.

6.2 Bond Pricing
Since debt instruments mature at a definite time in the future, the valuation of debt

instruments is the present value of all future cash flows discounted at ah expected rate ol
return. Thus, the cash flows from a bond consist of coupon palments untii the maturity date

plus the final paynent ofpar value.
Therelbre,

Bond Value: Present value ofcoupons + Present Value ofpar value
'fhe general formula lbr the valuation of debt instruments is:

v^=i ij + P"

" ; (r +k), (t +k)"
where
Vo - value of debt instrument
lj: interest due at time j

P" =Value (par or premium) at redemption time
k = Discount rate per annum
n .= Maturity of the debt insirument

Problem: What is the value of a Rs I ,000 bond with an 8 percent coupon rate, 3 years before
maturity? fhe discount rare (YTM) is l0 percent
Solution:

Ii = 0.8* 1000:Rs 80

P":Rs 1000

k:0.1
n=3

Va lue ofthe bond= present value

, , Rs 80 Rs 80 Rs (80 + t000)
" 1l+0.1)' (l + 0.l)2 (l+0.1)l

= Rs (72.72+66.16+811 .42)= Rs 950.26

Most of the debt instruments are valued using this formula since it accommodates for
change in interest rates, change in par value, and also change in discount rates over a period
of time. However, debt . instruments such as the zero ioupon bonds do not have the
characteristic ofinterest payment. Hence their valuation will be based on the tliscounted value
at redemption.
The formula for pricing zero-coupon bonds is:

v,. _i"
" (l+ tt)''

Yield to MNturity
The bond's yield to maturity or YTM is the internal rate ofreturn on an investment in

the bond. In the above methods for bond valuation, the value of ,k' is presumed. That is, the
inl-estors' expectation ofthe retum fiom the debt instrument is assumed considering the time
value of future retums. when the return expectation varies from investor to investor, the
price./ value of the instrument also tends to be difrerent across different investors. To
overcome this problcm, the bond yield is comp*ted considering the traded price of the debt
instrument as the current Value ofthc instrument. Tlre yrM is tG ratc that equates the current
price to the future cash florvs from thc debt instrument. Theretbre.

t-

45



v.,=i Ij 
* Pn

' 
i-r (l + YT\4) r (l {. YTM)"

For e.g.: Suppose an 8% bond,30-year bond is selling at Rs.1276.76. We find the interesr rate

at which the present value of the remaining 60 semiannual payments equals the bond price.
This is the rate consistent with the observed price of the bond. Tl.rerefore, we solve for'r' in
the following equaiion:

Rs. 1276.76 = I 
Rs 40 

+ 
Rs looo

,-:r (1+ r)( (l + r)6u

Or equivalentiy, Rs.1,276 = Rs.40x Annuity Factor(r. 60) + Rs.1,000 x PV Factodr,60)
These equations have only one unkr:own variable, the intereSt rate, r. On calculation, we have
r -0.03 or 3% per halfyear: this is the bond's yield to maturity. The effective annual yield of
the bond holl.ever accounts for compound interest. If one eams 304 interest every 6 months,
then after one year, each rupee invested grows with interest to R6.l x ( L03)'? :Rs.l .0609, ard
the effective annual interest rate on the bond is 6.09ok.

Yield to maturity ii different from the current yield of a bond, which is the bond's
annual coupon payment divided by the bond price. In the above example, for the 8 % , 30-
year bond currently selling at Rs.1,276.76, the current yield would be Rs.80/Rs.1,276.76 =
0.0627, or 6.27Yo per year, whereas the effective annual yield to maturity is 6.09Vo. Thus, for
this bond, which is selling at a premium over par value (Rs.1,276 rather than Rs.1,000), the
coupon rate (8%) exceeds the current yield (6.27%), which exceeds the yield to
maturity(6.09%).

Bond Duralion
Bond duration compafes the sensilivity ofthe instruments to changes in interest rates.

It is the average amcunt of time required by a security to receive the interest and the principal.
This measure is used to make a comparilun across different coupon rates.

Duralion hence is a weighted average ofthe times that interest payments and the final
return of principal are received. The weights are the present vaiues ofthe payments, using the
bond's yield to maturity as the discount rate. Duration is stated in t"..s of y"arr-

Fund managers use this calculation when they are planning for cash flows thatwill be
required over time. Bond duration helps in determining the need for additional cash flows. As
duration increases, the risk ofrecovering the full value ofthe bond also increases.

Duration analysis becomes all the more useful when duration is multiplied by the
percenlage change in interest rates. Duration measure predicts how much a bond's price
should change given a percentage change in interest rates. Thus a bond with du(ation of 5
years will decrease 570 in price if yieids rise by l%. Again, ifa bond has duration of l0 years
and if interest rates fall from 8vo to 6 o/o( a drop of 2olo points), thebond's price is expected to
rise by 20 %( 10x2).

Duration =
l(Present Value of cashflows * Times to cash flows/ l(present Value of cash flor,vs)

6.3 Risk Management in Bonds
A bond ensures a fixed return over a period of time, defined by the bond agreement.

In the market-place, the rates of interest are not constant and vary over time. Since bonds are
haded in the market, when intcrest rates in the market change, the price received/paid for the
bond in the market would be beloVaboye the expected leveis.

Besides this price risk, bond investors also face a reinvestment risk, purchase power
risk and liquidiry risk.
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. Default Risk:
Though bonds usually promise a fixed florv of income, that income streaft is not

riskless unless the investor can be certain that no default shall take place on the

payment obligation. Though govemment bonds are generally risk-free, the same

cannot be said for corporate bonds. Such bond retums are dependent to some exlent

on the ultimate financial status of the firm. To do away \'"ith this fear and to improve

. the trading volume in thc debt market, there are several credil fating agencies rvho

measure the repayment capacity of the issuer of debt instruments. Issuers rvith lower

credit ratings normally have to offer investors higher coupon rates to make up for the

additional credit risk.
. Reinvestment Risk:

This risk is inherent in a bond instrument since it is assumed that interest rates are

reinvested at the same rate as defined in the bond contract. However, with changing

interest rates, the reinvestment rates also differ and would result in belorv/above

expectations benefit at maturity. For instance, $hen interest rates fall, market prices

will rise, because higher rates on prevailing debt securities will rnake them more

valuable. Downward trends in intercst rates also result in reinvestment risk- the risk

that income or principal repayments will have to be invested at lower rates.
. Purchasing Power Risk: Inflation reduces the purchasing power of the investment

income and principal. Therefore, debt investors have to look at thc real rates of retum

or the actual return minus the rate of inflation, while making an investment decision.

Rising inflation has a negative eflect on the real mtes of retum or tlle actual return

minus the rate of inflation.
. Price Risk: Investors in debt securities have the advantage ofthe exchange listing to

sell their instruments prior to maturilrr' (if required); hewever, the price received may

be more or less than the purchase price due to th€ market risk factor (demand and

supply for funds).
. Liquidity Risk: The liquidity in th+ market is generally influenced by the demand

and supply situation for that inslrument by the market players. The diff'erential

demand and supply might induce the price received in a sale prior to matLrrity to be

more or less than the liquidation value or principal amount, and more or less than the

amount an inveslor originally paid. A bond investor can attemp! to rninimize these

risks in a bond portfolio by a process called immunization. If an investor gets back a

-v''ield from the bond which is at least the computed yield from holding the bond till ils
maturity period, then the bond investment is said to be immunized.

Det!rminants of Bond Safety
Bond safety is often measured using financial ratio analysis. Crcdit rating agencies

base their credit ratings on an analysis of the level and trerrd of some of the issuers' financial

ratios. The key ratios used to evaluate safety are:
. Coverage ratios: Ratio of eamings before intcrest payments and ta\es 1o interest

obligations. Declining coverage ratios are an indicator of possible cashflow

difficulties.

' Leverage ratios: Ratio of debt to equity. A very high leverage ratio is a signal of
excessive indebtedness, a possibility that the flrm will be unable to earn enough to

satis{' the obligatiols on its bonds.

' Liquidity ratios: The most common ratios in this categorr- are current ratio (currcnt

assets/ current liabilities) and tbe quick ratio (current assets minus inventories/ current

liabilities).These ratios measurs the firm's atiility to pay its i rmediate liabilities with
its most liquid assets.

' Profitability ratios: Ratios such as relurn on assets (earnings before interest and

taxes divided by total assets) in this oategory, are indicators of a firm's overall

financial health and measures thc ret[rn on assets or equitv.

' Cash flow-to-detrt ralio; The ratio oftotal cash {lorv to outstanding debt.
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6.4 Credit Rating
Security riting popularly known as credit rating in India and is mandatory fbr the

issuance of debt instruments. Credit ratings are judgment about the firm financial and

business prospects, it may be defined as "a process by which a statistical sewice prepares

various ratingi identified by symbols which are indicators of the investment quality of the

securities rated". The security may be a debt instrument or equity.

Credit rating of debt securities is a mechanism adopted for assessing the default risk

involved. The credit rating process invblves a qualitative analysis of the company's business

and management and a quantitative analysis of tlre company's financial performance. It also

considersihe specific features ofthe bond being issued.

Credit rating senices have developed rapidly in India. There are five main players

namely-

e Credit Rating Information Serviced of lndia Limited (CRISIL),

. Investment Information and Credit Rating Agency of india Limited (ICRA)'

o Credit Aralysis and Research Limited (CARE).

. . Pheips and Duff
r Fitch Ratings

These rating agencies or firms provide financial information on t-rrms and quality ratings

of large corporate bond issues. An investor may rely on the rating provided by these credit

ratingagencies or, alternatively, do his own credit rating, to assess the default risk of a bond

The different levels of bond rating class are used. For example CRISIL uses the follorving

classes for a particular type of security

CRISIL
ratings

Rating definitions

AAA
ftti. l. ttr" t'igh".t credit rating and implies that the rated instrument carries

the lowest credit risk.

AA
itre ritia instrument carries low credit risk and differs in saf€ty from AAA

issues only marginally.

A
The rated instrument carries average credit risk' However, adverse

circumstances can affect such issues more than those in the higher rated

categories.

BBts
Tlie rated inskument carries higher than average credit risk. They offer

moderati safetv in timelv oavments of int€rest and principal.

Speculalive G radc Bonds

BB

This instmment canies high credit risk. 'I irougll less susceptible to default

than other speculative grade bonds, the uncertainties that the issuer faces can

lead to inadequate capacity to make timely payments of interest and

principal.

B

This instrument carries very hipih credit risk. Though tJle contpany is

cunently making timely payments of interest and principal, unfavourable

business contlitions would lead to lack ofability or u'illingness to rnake

thcse payments.

o These instruments have limited prospects of rccovery and are quite

vulnerable to default.

D
Such instruments have very high possibility of default. Such bond

instruments are very speculative and retum ftom them may be realized only

on reorcanization or liouidation.

Rating methodology

The following features appear to be common in the ratitrg methodology employed by

different asencies.



. Two broad types of analyses are done: (i) industry and bLrsiness analysis and (ii)
finaucial analysis

o The kcy industry and business factors arc-growth rate, ii)dustry risk, structure and

competition in industry, competitive position of the issuer and managerial capability
ofthe issuer

o The key financial l'aclors arc-earning powerJ business and financial risk, asset

protection. cash tlolv adcquacy, financial tlexibility, anri quality ofaccounting
r Srrbjective judgment seems to play an important role in the overall assessment of the

issuer

r While each f'actor is normally scored separatcly, nr- mechanicai formula is used for
combining the scores on diff'erent factors to arrive at the final rating.

6.5 Wholesale Debt Markct in India

The bond market in lndia has registered an impressive growth aiter the liberalization
of Indian economy. There have been contextual/stmctural changes in bond rnarker and the
sarne is depicted in 'I'able-6. L

Instruments trsdcd in ihe Wholesale Debt Market in Inelia
Large numbers of bonds are traded in the Wholesale Debt Market iWDlvl) segmenr

and the list is increasing day-by-day. The list includes:
. central govemment securities,
r ffeasury bills (T-bills),
. state development loans (SDLS),
o bonds issued by public sector undertakings (PSIJs.1,

r floating rate bonds (FRBs),
. zero coupor.r bonds (ZCBs),
o index bonds,
o comnrercial papers (CPs),
o certificates of deposit (CDs),.
. corporatedebentures,
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able:6.I Chansins botu market in India
Parameters Pre-liberalization Postliberalization
Instruments The plain vanilla bond rvas the

most popular instrument

Bonds rvith complex features like
option, hybrid bond are gaining in

imponance

Interest rates Stable and administercd inlerest

rates prevailed
Volatile and marke t-dctermined
interest rates have come into plav

Numbers of
plaYers

Thcre are ferv players irr thc debt

market
Many players have entcred the debt

market

Reference rate Practically, there wa* no rcference

rate

A reference rate is gradually

emerginE
Method of
analysis

Investors used sirrplistic measures

like cunent yield and years to

maturity and followed ad hoc

rules of thumb

Irrvestors starled using nrore

scientific measures like yield to
maturity, duration of bond etc.

Nature ol
market

Th€ market was by and large

h ighly illiquid

'l'here are signs of increasing

liquidity, but iess compare to equitv
market

Approach to

portfolio

management

Iir general, investors followed a

fairly passive approach

The active approach is uow receiving

more attention



. SLR and non-SLR bonds issued by financial institutions (Fls),

r bonds issued by foreign institutions and units of mutual funds (MFs).

Major participants

r Financiallnstitutions

r Mutual Funds

t Corporates

r Primary dealers

r Indian Banks

. Foreign Banks

o Trading dealers

Turnover
The tading volume on the WDM segment has been grorving rapidly. The trading

volume (face value) increased from Rs.6, TSlcrore during 1994-95 (June-March) to Rs.887,

294crore during 2004-05 in NSE WDM segnent. The avenge daily trading volume increased

from Rs.30crore to Rs.3, 028crore during the same period. The highest recorded WDM
trading volume of Rs.l3, 9l2crore was registered on August 25, 2003.

The tr8$sactions in dated government securities acccunt for a substantial share of
txansactions on the WDM ssgment. The market is dominated by dated govemment securities

(including state developm€nt loan), which accounted for 81.69% of WDM trades during

2004-05. Among the market participants, the dominance of the domestic banks reduced this
year to 29.89oA from 36.36Yo in 2003-04.

Market Capitalisation
Market capitalization of the WDM segnent has w'itnessed a constant increase

indicating an increase in the number of securities available tbr trading on this segment. Total
market capitalization ofthe securities available for trading on WDM segment stood at Rs.l,
46l,734crore as on March 31, 2005. Central Govemment securities accounted for the largest

share of the market capitalization with 68.83%.

Suggested Questions and problems

(l) Discuss the changes that have staded taking place in the debt market in the post-

liberalization scenario.
(2) Describe various types of corporate bond
(3) State the basic bond pricing formula and explain its compon€nts
(4) Explain and illustrate to find the approximate YTM on,a bond
(5) Discuss the risks to which debt instruments are subjgct to.
(6) Discuss the firnctions ofcredit rating agencies and their methodology
(7) What symbols and classes are employed by CRISIL for rating debentures?

i8) What is the value of a Rs.t000 bond that is paying 4 percent annual coupon rate in
annual payments over l0 years until it matures if its yield-to-maturity is

YTM:6.0%=0.06?
(9) In Question.(8), what is the bond's present value if the coupons ire semiannually?
(10) Determine the price ofa Rs.l000 zero coupon bond with a YTM of l6 percent and

10 years until maturiry. Whar is the YTM ofthis bond if its price is Rs.200?
( I I ) Determine the price of a Rs.1000 face value zero coupon bond with a YTM of 14

percent and 20 years until maturity if it is compounded annually.
(12) Bonds of Zacko Corporation with a par value ofRs.l000 sell for Rs.960, mature in

5 years, and hwe a 7o/o annual boupon rate paid semiannually. Calculate the current
yield and the yield to maturity.
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(13) A 2O-year maturity bond with par value of Rs.l000 makes semiannual coupon

payments at a soupon rate of 8%. Find the bond equivalent and effective annual

yield to maturity ofthe bond ifthe bond price is (a) Rs.950 (b)Rs.1000 (c)Rs-1050

(14) Consider a bond paying a coupon mE of 1,00 per year semiannually when the

market int€rest rate is only 4% per halfyear. The bond has 3 years until maturity.
(a) Find the bond's price today and 6 months from now after the next coupon is

Paid'
(b) What is the total (6 month) rate of retum on the bond?

(15) A 10% coupon bond has a maturity of l2 years. lt pays interest semiannually. Its

yield to maturity is four percent per half-year period. What is its duration?
(16) A Rs.100 par value bond.bearing a coupon rate of 12 percent will mature after five

years, What is the value ofthe bond, ifthe discount rate is 15 percent?
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UNIT-VII

EQUITY INSTRUMENTS AND THEIR VALUATION

Learning objectives: This unit aims to provide the students with an introduction to an
overview of the various techniques ofshare valuation. After going through unit vII, students
will be able to learn the following concepts:

F Intrinsic value ofa stock
> Present Value
> Discount Rate
) Book Value
F Liquidation value
F Share Valuation Techniques

7.1 Introduction

. 
The purpose of eq*ity valuation is to determine whether thc market price ofa share is

overvalued/undervalued/co.ectly valued. share price is said to be undervalued if the current
market price is less than tlie fnndamental/intriniic worth of the share. similar.ly, the share
price is said to be overvalued ifthe current market price is above the ilrndamental value ofthe
share. Since the current market price is available ironr the. day+o-day tradiirg of the share in
the.stock exchange, investors .eed to calculate the fundamental ualu" uf"a share. Hence,
equity valuation involves determining the fundamental/intripsic worth of a stock based on the
earning prospects of the company ii fur,,re, which is calculated by using a few valuation
techniques' The purpose of this chapter 15 to give an overview of th" uu.ilus techniqr.s oi
share valuation with suitable iilustrations.

7.2 Key Concepts
Application of equity valuation teclrniques requires understanrJing of few financial concepts
which are described belorv:

i Present Value: Money has a.time value,which intplies that a rupee received bclore
has rnore value than a rupee rcceived after one year_ 

.l.lris 
is so beoause the rupee

received now can be deposited in a bank at l0olo interest rate to receive Rs.l . I0 after
one vear. The time value of money sugeesls that eadier receipts are more desirable
thar later receipts, since the former cai- be reinvested to generate additionar returns
before the later receipts come in.

If an amount P is invested now for n years at r rate ol-iinterest, the future
Value F to be received after n yeari can be calculaterJ using the compound intcrest
formula:

F:P(l + r)n

Lf"T^lt"; lfah"rlic 
deposits Rs..l00 in a savings accounr ar a bank now at I2 percent

lnterest, how much will accumulale in the account in 7 years if no withdra*lals are
made? How much will Charlie accumulate if interest is compoundcd semi:urnually?
Solution:

We have, p6: Rs. 100. i =12% =.12 and t = 7
Pr = po ( I .12)7 : Rs. 100 (2.2106) = Rs.22 L06

With semiannual colrpounding,

P,= Po (t + ynt.'
where rn is lhe number ofcompounding periods in a vear.

Pr= Rs.l00(t +0.12/,), t _:hs.r00it.96l,o
=Rs. 100 (2,2609) =Rs.226.09
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Discounted Present Vdue: Similarly, the future value of a present sum to be

received in future car be calculated by a reverse process known as discounting.
Therefore,

^F
(t-kl

where, F : Amount to be received after n years

n : No. of years to maturity
k = the rate of interest = Discount Rate

P =Present Value of the sum to be received in the future.

Example: If Rs.l000 would be received after 2 years and if the discount rate is 10%,

the present value can be calculated as belotv:

P= r000/(t.lt =826.4s
Rs. 826.45 invested now at l07o interest would grow to Rs.1000 by the end of 2
years.

Table 7.1: The Present Value ofRs.l to be received / periods in the future
discounted at the rate I

Tims Period,t Discount RatB or Interest Rate

i =IV" i=5% 1=1Oo/" i =15%

I 0.990 0.952 0.909 0.870

2 0.980 0.907 o.826 0.756

3 0,911 0.854 0.751 0.658

4 0.96i 0.823 0.683 0.572

J 0.951 0.784 0.621 0.49^1

6 0.942 0.746 0.5 64 0"432

7 0.933 0.71I 0.513 0.376

I 0.9?3 D.6'17 o.467 0.327

9 0_914 0.645 o.424 0.284

l0 0.905 0.614 0.3 86 4.247

l5 0.861 0.4 81 0.239 0.123
?A 0.820 0.377 u.t49 0.061

25 0.780 0.29s 0.092 0.030

30 o.'142 0.23 r 0.057 0.015

Example: The Retiablc Corporation promised Anita a Rs.I0,000 retirement a1 rhe
end of 25 more years of service. Assume l0olo is the besr interest rate Anita can eam
on his long-term savings. What is the present value ofthe retirement bonus?
Solution:
We have, i =10% = -10, t = 25 and p15: Rs.10,000

- P". Rs. 10000
l,o = .4=-=Rs.922.96

0.10)" 10 8347

Discount Rate: The discount rate used in the present value models is the investor,s
required rate of return. This has to take into consideratjon the lime value of money
plus the riskiness of the proposed investment. The time vaiue of ,on"y i,
represented by the risk-free interest rate such as those on governmenf securities. A
premium is added to this risk-fiee interest rate to take care ;f th€ risk to be borne bv
the investor by investing in that particular share. The more risky the investmeni, thi
greater the risk premium that the investor will require.
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Expected Rate of return on common stock:

Dividens + Capital gain
Rate ot rehrm

Beginning Pr ice

= dividend yield +capital gain yield

Example: Consider a stock that sells for Rs.50, The company is expected to pay a
Rs.3 cash dividend at tbe end of the year, and the stock's market price at the end of
the year is expected to be Rs.55 a share. Thus the expected return would be:

- Dl +(Pt -Po)
1,0

Alternatively,

Dividend Yield= 
k 3 oo 

=6%
Rs. 50

capital Gain vlaa= 
k;-1to 

= lo"z

r = dividend yield + capital gain yiel(l = 16%

Example: The share ofa stock can be purchased for Rs.40. 'lhe company is exp€cted to
pay a Rs.2.50 dividend at the end of the year, and its market price after the payment of
the dividend is expected to be Rs.45 a share. What is the expected retum on the
investment in rhis stock?

Solulion:

Rs. 3.00*(Rs.55 - Rs.50)

Rs.50
=t6%

, _ Dividends + (endirg price - beginning price)

Beginning price

Rs.2.50 + (Rs. 45 - Rs.40)
= 18.'15o/"

Dr +{Pr -Po)
D

Rs.40

Book Value: The Book.value per share is simply tlle net worth of the company
(which is equal to.paid-up equity capital plus reserves and surplus) divided by the
number ofoutstanding equity shares, The formula for coniputing the same is :

Book Value= Equity Worth (capital including reserves belonging to shareholders/
No. of outstanding shares

Liquidation value: This is the amount of money that could be realized by breaking
up the firm, selling its assets, repaying its debt, a,rd distributing the remainder to thi
shareholders. Thus,.

Liquidation value per share= (Value realized fiom liquidating all the assets df the
firm- Amount to be paid to allthe creditors and preference shareholders)Number of
outstanding equity shares

7,3 Share Valuation Techniques

(I) Dividend Discount Model:
' The basic idea behind the dividend discount models is that the value of an equity

share is equal to the present value of dividends expected from its ownership plus the
present value of the sale price expected when the equity share is sold.
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' Single-period valuation model: Here, the investor expects to hold the equity share

for one year. The price of fte equity share will be:

o- D, , P,

'o -ito-r;'11+r.1

where,

Pp : current price ofthe equity share

D1 = dividend expected a year hence

P1 : price of the share expected a year henqe

r: rate of return required on the equity shale'

Example: ABC Ltd-'s equity share is expected to provide a dividend of Rs'2 and

fetch a price of Rs.l8 a year hence. What price would it sell for now if investors'

required rate of retum is l2olo?

Solution: The current price will be:

P - 2oo 
+ 

l8oo=tu. 
17.E6" (r.r2) (r.12)

What happens if the price of the equitv share is expected to grow at a rate of gVo

annually? If the current price P6 becomes P0(1+g) a year hence, we have:

Dr Pn(l-g)
%=(t+r)* (l rr)

Example: Assurne an investor is considering the purchase of stock A at the

beginning of the year. The dividend at year-end is expected to be Rs.1 .50, and the

market price by tlie end of the year is expected to be Rs.40, Ifthe investor's rcquired

rate of return is l5 percent, the value ofthe stock would be:

D, P,
Po =-----, + ----- - 

'(l + r)' (l + r)'

Rs.l.50 Rs.40
= ffi-ffi = Rs' 1 50 (0 870)+ Rs 40 (0 870) = Rs'36 t I

Since common stock has no matudly date and is held- for many years, a more general,

,r . 
multlperiod rnodel is needed. 1'he general common stock valuation ntodel is defined

as follows:

/ Pn=i D'.

' ,here are rhree 
"*", 

o, *rorr.i',itil]**r. They are (r) zero growth; (2) constant

growth; and (3) nonconstant, or supernornral growth.

In case ofzero growth, if
Do: Dr =............. =D.

Then tho valuation model

* D,
Po=: --

1=r (l + r)r

reduces to the formula:
D

P o =:1\ts5



Example: Assuming D equals Rs.2.50 and r equals 109/0, then the value ofthe stock is:

Rs. 2.50 _,^ ..On -1, =*t.tt

In the caso ofconstant growth, if we assume that dividends grow at a constant rate of
g every year [i.e., Dr = Do(1+g)'], then the above model is simplified to:

Po =jl-r-g
This formula is known as the Oordon growth model.

Funher, the formula for the expected rate ofreturn on an investment in stock oan be

derived as follows:

po =A=.-I.' s
r -g Po

Example: Alberta Ltd.'s common stock is currenlly selling at Rs.60 per share. The
next annual dividend is expected to be Rs.3 per share, and the earnings, dividends,
and stock prices are expected to grow at a rate of: (a) 0 percent; (b) 4 percent; and (c)
6 percent. What is the expected total return in each case from the purchase of the

common stock?

Solution:
DI

I=-+S
Po

Rs. 3(a) r=_+0=5%' 
Rs. 60

.. Rs. l(b) r=-..'....-'.*+ 4vo-.5vo r 4o/o - gvo' Rs.6o

Rs.3(c) r = + 6Yo = 5Vo + 60/o = llYo
Rs.60

Example: Investors require a iate ofretum of l2Yo- t\t lvhar price will the stock sell if
the next expected dividend Dt is RS.l per share and investors expecr tlre dividends and
eamings to grow; (a) at 8 percent (b) at l2 percent and (c) at l4 percent?

Solution:
Dr

Pp

r -g

(a) Rs.l

= Rs.25
0,12-0.08

(b) Rs.l
ps=- : Rs.50

0.12-0_I0

(c) Rs.l
Po

.0.12-0.12
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The formula is invalid since a necessary condition is r > g.

(d) Rs.l
undefined

0. l2-0.l4

Example : Consider a common stock that paid a Rs.3 dividend per share at the end ofthe
last year and is expected to pay a cash dividend every year at a growth rate of 10ol0. Assume
the investor's required rute ofretum is l2 percent. The value ofthe stock would be:

D; : D(l+g) = Rs.3 ( 1+0.10) : Rs.3.30

D1 Rs.3.30

r0- 

-
0.12-0.1 0

Finally, we consider tle case of non-consf4nt, or supernorunal growth. Firms typically go

tbrough life cjcles, during part of which their growth is faster than that ofthe economy
and then falls sharply. The value of stock during such supemormal growth can be found
thus:

' Compute the dividends during the period bf supernormal growth and find rheir
present value;

. Find the price ofthe stock at the end ofthe supemormal groMh period and compute
its present value; and

. Add these two present value figures to find out the value(Ps) ofthe common stock.

Example: Consider a common stock whose dividends are expected to grow at a 25
percent rate for 2 years, after which the growth rate is expected to fall to 5 percent. The
dividend paid last period was Rs.2. The investor desires a 12 percent retum. We find the
value of this stock as follows:
I Compute the dividends during the supernormal growth period and find their present

value. Assuming Dx is Rs.2, g is 25%, and r is 12To,

D1=De( l+g1 : p5.2( I +0.25) =Rs.2.J0

D:: Ooll+g;'?= Ps.2(l+0.25)': =Rs.3. 125

Dr D? Rs.2.50 Rs.3.125
PV ofdividends= + 

- 

+. 

-

(l+r)' (t+# (1+0.i2) (l+0.12),

= Rs.2.50 (PVIFI2./", r) + Rs.3.125 ( PVIFr2"/",r)

: Rs.2.50 (0.8929) + Rs.3.125 (03972):Rs.4.72

' Find the price ofthe stock ar the end ofrhe supemormal growth period. The dividend

for the third year is:

D3 =D2(l+g i.! ), where g '4 = 5%

:Rs.3. 125(l+0.05) = Rs.3.28

The price ofthe stock is therefore,

Pr: -:1- - 
Rs'3'28 

=Rs.46.86
r-gi! 0;12-0.05
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PV of stock price = Rs.46.86 (PVIFrzv..u): Rs.46.86 (0.7972) = Rs.37.36

. Add the two PV figures obtained in steps I and 2 to find the value ofthe stock'

P0 : Rs.4.72 + Rs.37'16 = Rs' 42'08

Example: Investors require a 20 percent per year retum on the stock of ABC Ltd.

Yesterday, the company paid a Rs.2 dividend (dividends are paid annually). The dividend

is expected to glow 30 percent per year for t}le next 2 years and at I percant per year

tlereafter. At v/hat price should the stock sbll?

Solution:
Do:Rs.2
D1 =Rs.2 (l* 0 3) =Rs 2'60

D:= Rs'2 ( l+.03Y=P5'3 33

Dr: Rs.3.38 (1+0.08) =R"s.3.65

Present value of dividends for the first two years is:

Rs.2.60 Rs.3.38
+-: Rs.2.60 (PVIF2o%.r) + Rs.3.3 8(PVIFzoz".z)

(1+0;2) (1+0.2)'?

= Rs.2.60 (0.8333) +Rs.3.38 (0.6944) = Rs.4'52

Find P2:

Dr Rs.3.65

P2: 

- 

= Rs,30.42

r-g 0.2-0.08

?resent value of Rs.3 0.42 is:

Rs.30.42
: Rs.30.42 (PVlFzoz,z) = Rs.30.42(0.6944) = Rs.2i.12

(1+0:2),

Thus, Po = Rs.4.52.+ Rs.z1.12 : Rs.25.64

. Mulli-Period Vatuation Model: Since equity shares have no mafurity period, they

may be expected to bring a dividend stream of infinite duration. Therefore, the value

ofthe equify share may be put as:

D1 D2

P6= 
-:-- 

+ -.-..-..- +....+
(l+r) (l+r)'?

-D,

r=l (l+r)'

where,

(i +r)-

Po = current price ofthe equity share

D; : dividend expected a year hence

D.: dividend expected at the end of infinity
r = rate ofretum expected on the equity share

(2 ) Price-Earnings Ratio:
A common approach to valuation is the P/E ratio or the eamings multiplier

approach. It is a ratio of the current market price (P) to earning per share (E) of the

58

D-



company. It represents the investor's rvillingness to pay for per rupee of the share's

"u*ingr 
ot in other words, thc investor's confidence in the earning prospects of the

company.

Theie are many ways a stock or a ntarket can be considered/ judged expensive or

cheaper:
r P/E ralio of a company or a market index (SensexA{ifty) may be compared

with its lristorical P/E ratio. A positive trend will indicate slocks are

becoming expensive and a negative trend will nlean stocks ar€ cheaper if
there is little inrprovement in the growth rate.

. P/E ratio cf a stock may also be compared with that of a market index or

other stocks to gauge its relative performance.

r P/E ratio ofa stock may also be compared with the P/E ratio ofthe industry it

belongs to. If the company is doing good and have better future prospects,

and the P/E ratio is less than the industry P,/E ratio, it implies that stocks are

still cheaper.

. The inverse of prevailing interest rate may also indicate value of a stock For

example., interest rate in an economy is 20ol0, tlten the stock index wift P/E 5

(1/20%) or less may be considered cheaper.

. Lower P/E does not necessarily indicate that the stock is cheaper. In fact, in

many cases, it does indicate the weak performance of a company.

Exrmple: 'I'he market price per share of Beta compan-v stock lv'as Rs.20 on December

31, 2003 and Rs,22 on December 31,20A2, while the earnings per share are Rs.2.l3

and Rs.2.67 respectively as on that dates. Therefore, the P/E ratio in 2003 is:

Rs.20

- 

:9.39

Rs.2. i 3

The ratio in 2002 was 8.24 (Rs.22lRs 2.67 ) -The rise in the P/E multiple indicates

that the stock market has a thvorrrable opinion ofthe cornpany

Example: ABC Corporation's earnings per share is I(s 7 It is expected that the

company's stock should sell at eight times its earnings. The market price is therefore,

Market price per share

P/E -
Eamings per share

lvlarket price per share = PiE muJtiple x earnings per-share = 8 x Rs.7 : Rs.56

(3)Price to Book Value Ratio:
This is the ratio of price per share divided by book value per share. The book

value is determined by economic events as well as accounting conventions. The

market price ofthe share is mainly determincd by how the market assesses its earning

power. Some analysts viell' book value as a useful measure of valtte and therefore,

ireat the ratio of piice to book value as an indicator of horv aggressively th6 rnarket

values the firm.

(4)Price to Sales Ratio:
The PSR is calculated by dividing a company's current slock price by its

revenue per share for the most recent tlvelve months. It may also be obtained by

dividing the current market value of equity capital by arnual sales ofthe firrn PSR

essentially reflects what the market is rvilling to pay per rupee of sales
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(S)PEG Ratio:
The price-earnings gowth ratio considers the annualized rate of growth and

compares this with the current share price. Since it is future growth that makes a

company valuable to the investors in the market, the eamings growth is expected to
depict the valuation ofa company better than the historical eamings per shar€. The
PEG ratio is used to get some measure of comparabilitv for stocks growing at

different rates. It is a valuation benchmark that puts a stock's PE in a relevant growth
framework. It helps to gauge how much premium is appropriate to value the company

fairly and how much growth is already priced into a stock. Because ofthis advantage,

the PEG ratio is now extensively used by financial analysts in India.
Some growth stocks tend to get overvalued and subsequently underperform

other groMh stocks. Study shows that stocks with low PEG ten<l to outperform stocks
with high PEG and the market index. High PEG stock even underperforms the market

index. Hence they are generally ovewalued.
Ifa company has a P/E ratio of 15 and is expected to grow at l0olo ayear over

the next two years and has a cuffent P/E multiple of 15, the PEG will be computed as

i5l10=1.5. The interpretation ofPEG is that the market price is worth 0.5 times more

than what it really is worth; since the assumption is that the P/E multiplier ought 1o be

equal to the eamings growrh rate.

A..PEG ratio of 1.0 suggests t}tat a company is fairly valued.

(6) EV/EBITDA @nterprise Vatue Analysis):
By looking at the enterprise value(EV) to EBITDA ratio, most ol the

shortcomings of the traditional PE ratio can be avoided. Many companies artificially

improve the EPS by manipulating the depreciation policy, by capitalizing rheir

interest payments, and temporarily enjoying tax holidays etc. All these drawbacks

may be removed if EBIDTA is used, as use of the same will make the depreciation

policy irrelevant, lt does not mske companies capitalizing their interest payment

cheaper and also, treats tax paying and non-tax paying companies alike.

EV : Market capitalization + Debr -
Non-operating assets such as cash and liquid assets)

EBITDA : Sales- Cost ofgoods sold excluding depreciation -
selling & administration expenses

In general, low EV/EBITDA indicates cheap stock whereas a high ratio

implies expensive stock at the current market price. This ratio shall be compared to

the same of other companies in the industry (same sector)'

(7)Yield Ratio:
It is a valuation tool, especially when making investment in index' It is the

ratio of PLR (hime Lending Rate) to th€ Eamings yield (EPS/market rate)' A low

yield ratio means the stock is cheap while a high ratio implies the stock is expensive'

When the yield ratio is used for thi.market index, low yield ratio means the market is

cheap.

(E) Economic Value Addition @VA):
EVA is a way of measuring ieal corporate profits' It measures the value

creation for the shariholders by a company and is computed as the difference

between the net operating prof;ts after iax and the cost of capital employed 
.A

positive EVA lwhen return on capital exceeds the cost of capital) implies that the

company is enhancing shareholders' value and vice-versa

There are three determinarrts of EVA:

o Capital intensity i.e', the amount ofcapital used in the business'
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. Capital cost i.e., the vieighted average cost of debt and equity as calculated

using CAPM
. Capital efficiency i.e.,the effrciency with which the capital is employed in

the husiness.

EVA: INOPAT _ IC X WACC]

where,

NOPAT=EBIT (Earning before interest and taxesp interest income + other income -
income tax total- tax shield on interest expenses

IC: Invested Capital (Total capital employed) i.e., the sum of average debt and

average shareholders' equity.

Shareholders' equity excludes revaluation reserves and any goodwill write-offs so

that companies can be rnade more comparable.

WACC=The weighted average cost of capita[ is calculated using the CAPM and can

be defined as follows:

WACC=(DxRb)+(ExR{)
VV

Here,

D : total debt at year end

E = total equity (i.e., market capitalization)

V=D+E
Rs= bonowing rate (l - marginal tax rate)

R" = required rate ofretum on the company's shares
: risk-ftee rate + (beta x market risk premium)

A positive trend in EVA is likely to push up the prices of the stock in the furure and

vice-versa. There is evidence that the market price moves in tandem with the EVA

either concurently br in anticipation.

(9) Mrrket Value Addition (MVA)r
'Market value added'refers to the premium which the market is willing to

pay over the share holders' funds and the loan funds. MVA reveals the market's

assessment of the current performance as well as future prospects of the company. It
also reveals what the market is willing to pay for lhe business as a going concern.

MVA= Market value of equity and debt minus (equity +free reserves +debt)

Example:
Total debt: Rs.800 cr.

Equity capitat (Rs.l0 paid up share) Rs.200 cr.

Reserves: Rs. 1000 cr.

Market Price per'share: Rs.l00
Now , Market value = market capitaliz.ation+ debt=Rs.[(20 shares * 100)+E00]

= Rs.2800 cr.-----*--**(A)
Economic Book value = Equity capital + free reseNes + debt

= Rs.(200+ 1000+800)
: Rs.2000 cr. ------*-(B)

IvfVA= (A) - (B) = Rs.800

Suggested Questions and Problems:
I . Explain the concept of present value with examples

2. How would you estimate the intrinsic value of a share which is to be held for one

year?

3. Explain Gordon's share valuation model (constanl growth model) with suitable

illustration. What are the advantages ofthe model?

61



4. Illustrate the two-stage gro*h model of share valuation with an example

5. How would you determine the discount rate to be applied in the present value models

ofshare valuation?
6. Describe the multiplier approach to share valuation. What is P/E ratio ? How is it

used?

7. Explain the following methods of share valuation- PEG, Yield ratio, EVA, lvIVA,
EV/EBITDA

8. The share of a certain stock paid a dividend cf Rs.2.00 last year (D6= Rs.2.00). The

dividend is expected to grow at a const ant rate ol6Yo in the future. The required rate

of retum on this stock is considered to be lzolo,How much should this stock sell for
now? Assuming that the expected grolvth rate and required rate of retum remain the

same, at what price should the stock sell 2 years hence?

9. Mayfield Ltd.'s previous dividend was Rs.12.00. Earnings and dividends are

expected to grow at a rate of lO%.The required rate of retum on Mayfield's stock is

i5%. What should be the market price of the stocknow?

i0. The cunent dividend on an equity share of Azure Ltd. is Rs.2.00. Azure Ltd. is
expected to enjoy an above-normal growth rate of 18% for 6 years. Thereafter, the

groMh rat€ will fall and stabilize at lL%.Equily investors require a retum of 16%

from the stock. What is the intrinsie value of the equity share ofAzure Ltd.?
11. The equity'stock of XYZ Ltd. is cunently selling at Rs.32 per share. The dividend

expected next is Rs.2.00. The investors' required rate of retum on this stock is

l2%.Assume that the constant growth model applies to XYZ Lrd. What is the

expected growth rate of XYZ Ltd.?
12. A company recently paid. an annual dividend on its stock of Rs.3 per share. The

dividend is expected to grow at Re,l per share for the next four years. Thereafter, the

dividend is expected to grow at 6!o per year indefinitely. The required return on

stocks with simiiar risk is 15%. What is the intrinsic value of the stock?

13. Disha Ltd. paid a dividend of Rs.2 per share for the current year. A.constant gro*h
in dividend of l0% has been forecast for n indefinite future period. Investor's
required rate of return has been estimated to be l5%. The current market price of the

share is Rs.60. Would you buy the share?

14. XYZ Corporation's dividends have been. growing at a rate of 7 percent per year over
the last l0 years, and this rate is expected to continue in the firture. Current dividends
per share are Rs.3.85, and its required retum is 14.5%. Whar is the value of XYZ's
stock?

15. Amity Corporation has been experiencing rapid growth the last few years. Analysts
expect the 30 percent growth rate in dividends to continue for the next 4 years. After
the above normal growth period ends, dividends should grow ai a more no(nal rat€ of
6 percent thereafter. The company has a cunent dividend of Rs.2.60 per share. If the
company has a required rehrm of 17 p€rcent, what is the value of its stock?

16. The earnings of Wellington Ltd. have been growing at a rate of l0 percent per year
over the last 5 years, and analysts €xpect this rate of growth to continue for the ne*t 5

years. Current eamings per share are Rs.4.65..The company has a current dividend-
payout ratio of 60 percent, and this should continue in the future. If an investor is
interested in purchasing Wellington's stock, and holding it for 5 years, what is the
stock worth? Assume an ending PIE ratio of 17 and a required retum of 15 percent.

17. The stock of Shine Corporation has a required return of 16.5 percent. Shine's cur€nt
price is Rs.55, and its current dividend per share is Rs.1.80. Determine Shine's
dividend growth rate.

18. Blueberry Ltd. has cunent eamings per share of Rs.6. Assume a dividend- payout
ratio of 55 percent. Eamings grow at a rate of 8.5 percent per year. If Blueberry's
required rate ofreturn is l5 percent, what is its current value?
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UNIT VIII

FUNDAMENTAL ANALYSIS.ECONOMY, INDUSTRY&
COMPANY ANALYSIS

Learning Objectives: This unit aims to provide the students with an introduction to a

fundamental analysis ofa stock. After going through Unit Vlll, students will be able to learn

the I-ollowing concepts:

) Economic Analysis

) Industry Analysis

8.1 Fundamental Analysis
The purpose of the fundamental analysis is to assess the intrinsic/fundamental vaiue

ofthe stock. In general, the mark€t or fundamental value ofthe stock in the long run depends

on the fundamental strength of the company which in tum depends of the strength of the

industry and the economy as a whole. However, a surprising number of investors subscribe to

the "bigger fool" theory of investing, which argues that the value of an asset is irrelevant as

lorl! as there is a "bigger fool" around who is willing to buy the asset from them.

A fundamental analyst believes that analyzing the economy, strategy, management,

product, financial status, and other related information ,will help choose shares, that

underperforms the market and provide consistent gains to the invsstors.

Fundamental analysis is tle examination of the underlying forces that affect the

interests of the economy, industrial sector$, and companies, the presumption being that a

,thriving economy fosters industrial growth which in turn leads to development ofcompanies.

It tries to forecast the future movement of the capital market using signals from the economy,

indmtry, and company. Fundarnental analysis requires an examination of the market from a

broader perspectivd.

This analysis focuses on economic data to evaluale the present and future growti of
the economy and usually compares one economy with similar or superior national economies.

At the industry level, there js an examination of,Ihe market forces tbr the products, industry

cycles etc., while at the compani level, it examines flnancial data, managemetrt policies,

business strengths etc.

Fundamental analysis thqs combines these three analyses to derive a share's current

market share price ald forecast its future value from this information.. If the current lbir value

is not equal to the current share price and the luture estimates are favourable, fuodamental

analysts believe that the share is either overvalued or undervalued and the market prices will
ultimately approach expected fair value. Based on the assumption tlat market prices do not

accurately reflect all available information, t'undamentalists see an opportunily to invest and

capitalize on perceived price discrepancies.

The problem with fundamental analysis is the evaluation of indicators which requires

comparison over different periods of time (for economic analysis) or over various industry

groups (for industry analysis).

The models used in valuation may be quantitative but there are inputs for subjective

judgments. Even at the cnd of most czreful and detailed valuation, there will be uncertainry

about the final numbers, as the assumplions aboLrt the future of the economy and companv

may be subjective.
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Figure 8.1 - EIC analysis framework

The analysis ofeconomy, industry and company fundamentals constitute the main activity in

the fundamental approach to security analysis, These can be viewed as different stages in the

investment decision-making process and can be depicted graphically with three concentric

circles as shown in Figure 8.1. In this era cf globalization we may add one more circle to the

diagram to represent the internaticnal economy

8.2 Economic Analysis
Economic analysis aims at determining if the economic climat€ is conducive and

capable of encouraging the growth of business sector, especially the capital market. It is

important to predict the direction of the national economy because economic activity affects

corporate profits; no growth or a slow growth rat€ oithe economy can lead Io lower business

profits, a prospect that can endaqger investor outlook and lower share price.

When the economic gxpands, most industry groups and companies are expected to

benefit and gro*. When the economy declines, many sectors and companies usually face

survival problems. Hence, to predict share prices, an investor has to spend time exploring the

forces operating in the overall economy. Exploring the global economy is essential in an

intemational investment setting. Selection of a country for.investment has to focus itself on

the examination of a national economic scenario.

Variables used for Economic Analysis
The most used variables tbr perform ing economic analysis are:

l) Gross Donrestic Product

2) Monetary Policy and Liquidrty
3) Innarion

4) intcresr Raies

5) lnternational lnfluences

6) Consumer Sentiment

7) l.'iscal Policy

8) Long-Tep Croxth Expectations

9) Influences on Short-Term Expectations

10) Savings and Investment

I l) Agriculture and Monsoon

1?) I.oreign investment (FII and FDI)
13) Clobal Econgmy 
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1) Gross Dor4estic Product (GDP): lt is computed by aclding the market values o[ all thc

iin^f g,*a* *i services protluced in a year' The lnajor componeirts of GDP arc:

-Consumption sPending

-Investment spending

-Goyetrrment expenditure

-Gooils and serv-ices produced domesticaliy for export

Pr;;;il; of gooa', and s",ui"*s consumed in the process of clistributing inpons to thc

domestic consumer-"..--..a'"n,]]ponentanalysisisusefultoinvestorssinccothereconomicindicatorssuclras

interest rates and erchange rates lrave clil'ferent-ial effects on the components of GllP-

;ffiil;il"v'"ii ilq"rarrv: A sood monerary policl' and liquidit_v is irnpoftanl lbr

ifi. g."*i lf tfre Lcqnomy.'Horv"u"t' 
'"*"t" 

-oney iuppLy car result in inflation' high

ini"i*t ,ot". etc,, which in tum leads to costly sources of capital ald also slows down

economic growth,

3) Inflatio"n: '1'his phenomenon ofrising prices takes piace when demand excee<ls supply The

"i"""ri" 
effects of *inor inflationari' movements can be positive and can generally be

interpreted as signs of an expanding econotny'

+1 iirt*.""t ,atis: G"n"roily inciease in inrerest rales result in reduced borrowing and

c6nsequently, an ecotromic slowdoln. There are many kinds of inte'est rate: bank prime

i"rriin!.ut", fr"usury bill rate etc. Movements in long-term interest rates plovide information

on *"" p.ufuUt" changes in the level of activity in the interest-sensitive seclors of the

ecollollly.

S1 iriteinationat Influences: ln case of a liberalized economy' any major fluctration in the

iit"-urionut scenario may have a major impact on the local market An iruportallt yardstick

for measure of influence of intemational economies is the exchange rate: a rising exchange

rale stimulates the demand for securilies in the shal'e market'

6)ConsumerSentiment:Variationsin.:onsumersentimentollenresultsinalternating

i'hase, of sales gro\\'th and decline for cc!'lsufier'oriented industries Consunrer senlimetrt is

lruuirv 
"*pr"rri 

in tenns of future expenditures planned and the. general 
.f'eeling 

aioilt 
:lT

fulure'eco;omy. For instance, a favourable savings envil'onment with high interesl rates n]ay

persuade custolners !o defer current purchases for future spending'

Z1 niscat Policy: It ref'ers to efforti of the goven]ment to slimulate the econonly drrectly'

through spending. Gov"r,r*"nt a""isions peitaining to taxalion and government 
-spending'

*i* ir. iouf. oi price stability, full ernployment and econorric gro*th' lcad to favourable

antl unfavourable outlook toward the share market'

8) Long-term Growth Expectations: Long-lerm ccononrlc gro*'th is mostly determined b'v

supply fictors. The growth has direct impact on share prices'

9) Influenccs on Sbort-terni Expectaiions; Short-term economic expectatiorrs are 
-mostl)'

a.ir"n t y demand faclors. Shon-t#r economic forecasti,g focuses ou tlre sourccs .f detaand

to predict lulure trends in economic variables'

l0) Savings and investment- The demand lbr corporate securities has an impotant bearing

o^'rto"t pii"" movements..Hence, it is important 1o know lvhat the level of invesitlent irr,lhe

;;;;;;"i;;"J;;;i proibrtion'of thar investment is rtirected rowards the capital rnarket.

Domestic savings are one ofthe significant sources of f'und for investment in the cconomy

ll) Agriculturi aud Monsoon-igriculture accounts for about 209lo of our GNP and has

irnpo,tilt linkages directly 
",tJ 

indfr""tly with industry' Hence, the increasc or decrease of

agiicultural pro'duction has a significant bearing on industrial production Id ::tl"l:]:
pirfor*unce, A spell of good monsoo,ts irnparls dynamism to the indusrrial scctor arld

buoyancy to the stock market.

12) Foreign investment (FIl and FDf)- Foreign investmenis ir India oonsist of foreign

direct investment (for setting r',p' n"*' projects; and foreign portfolio.. inveslmcnt. (tbr

investment in securities). Foreiln hstiiutional Investors who tnake fbreigll poft{olro

inv€stment has emerged 
". " 

p..!tirii.t"e on the lndian Capital Market and is driving the

market sentiment 
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13) Global economy-The global econorny has a bearing on the expofi prospects of the
domestic companies, and also the profitability oftheir overseas investmints and operations.
A summary of the economic situation and the resultant inlpact on the share market is
summarizcd below:

ECONOMIC
INDICATOR

SITUATION IMPACT ON THE
SHARE MARKET

I )Gross domestic

market
Crorvth

Decline
Positive(Bullish Market)
Nesative(Bearish Market)

2)lnflation Constant Prices

loflationary/
Deflationan, prices

Positive(Bullish Market)

Negative(Bearish l\,larket)

3)Uttemp{o}.rnent Itrcrease I wegarivefBeJish Marker)
Decline I Posirj,"e(Bu ish Marker)

4)Individual Savings lncrease

Decline
P(Eitive(Bullish Market)
Nesati'/e(Bearish Market)

5)lnterest Rate Fliglr

Low
Negative(Bearish Market)
Positive(Bullish Market)

6)Exchange Rate Favourable(strong againsi
foreign currency)

Unfavourable(Weak against
foreign cunency)

Pos itive(Builish Market)

Negative(Bearish Market)

7)Domestic Corporate
Tax rate

Negative(Bearish Market)
PosilivelErilliqh M,rL.rr

High

Low
8)Balance of 1'rade Positive rrade batance 

J 
toJril(eu GtM"""rt

(exponprmports) 
|

Negarivc rrade balance I N egativd(B ear ish Marker)(rmports>exports) 
I

9)Forex Reserves High
Low

Positive(Bullish Market)
lJeortiwr'lttP^r;.h M""^i

l0)lndusrial
Production

Positive(Bullish Marker)
N.trrlivplEtdari.h n,{..L-+

Cood

Poor
I l)Monsoon and

jgricultural production
Good

Poor
Positive{Bullish Markct}

_N9g4ii ve(Bearish Ivf arket
l2 )Budgetary deficir HiSh

Low
Negative(Bearish Marliet
Positive (Bullish Market)

r Jrruollc uebt HiCh

Low
Negative (Bearish Markeli
Poritive (E!ullish Market)l4)Spending on

infrastructure
High

Lorv
Positive(Bullish Market)

IeSuttf "GE4.!-l4urkStPositive(Bullish Market)
Nesativc/ B eari sh Merkcr

l5)Polirical
situation/stabiliry

IIigh Stability
Low Stabilirv

l6)FDI inv€stment Higlr
Low

Pos jtive(Bullish Market)
Nega!ive(Bearisli Markerl7)lll acdvilies fl)gh

Low
Positive(Bullisb Marker)
Neg4Jive(Ilearish N,iarkcrl8)Money supply fllgn

Low
Negative (llearish Maf ket)
Positive (Bullish Market)l9)lvloney flow to

rapital market
nrgh
Low

lositivc(Bullish Market)
N.H!r<!ssrE!U4q!sr
Negativc (Bcarish Markei)

]ositive (Bullish Market)

20)cRR H igh

Low

8.3 Industry Analysis
Industry analysis demands an insight into ttre segments/sectors/subdivisions ofoveralleconomic activity rhat influence particulaiindr.tri;;,;;i"t-h";lative srrerrgth or weakness of

: flrticul:ir 
i.<iu.stry, witirin an economic environment. Iu;;;;., pertbrm industry analysisbecause lhcy believe it herps tJrcrn irotor. ptoriLoti"'i"""ri*"r, oi*)onuniries. rnvestrrent
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analysis is more relevant than economic analysis since the tinal investment decisictn is to

identif investment opportunities. This helps in the next process that of focusing on

compani", *ith sustainable coinpetitive advantage in their respective industries. The ability to

compute the growth rate of an industr,v assists in better pricing of specific

companies/secuJties. Two very irnportan! reasons to do an-industry analysis are:

-tt piouiU", an awareness ofthe market performance and ability to anticipate the future ofthe

ind ustry.

-It is an important part of any conpany's business plan'

Dara needs for an industrial 
"n"ly.i*t 

Inclustriai analysis requires a variety of quantitative

and qualitative data. Though one iingle source for all the data needs might not be found'

industry associations, busiiess publiiations and the Depaftment of Econornic Analysis

perform a comprehensive industry analysis.

tooh for industry analysis: Industry analysis examines the performanee in terms of certain

established u""ounting parameters and qualitative grading. In other u'ords, industry analysis

involves the analysis of data in terms ofi

l) Cross-sectional industry performance

3) Differences in industry risk

2) Industry perfotmance over tiute

4) Predicrion about market behaviour

5) Competilion over the industry life-cycle

Tools used are SWOT Analysis, cross sectional industry scrutiny, evaluation of risk

measures, and quantitative industry analysis in terms of employment potential' location

advantages, growth rates, input-output analysis and industry earnings potential'

l) Cross-sectional industry periormanie: This analysis is made to assess if the rates of

,aturn u*ong different industriis varied during a given time period' industry performance is

usnilly meas'ured in terms of growth in sales, profits, market cap;talization and the dividelrd

ofvarious industries.

2) Industry perforrnance over time: This detailed analysis of industry pertbrmance over a

period of tirne identifies tle stage of the product life-cycle that the industry is expected to be

in, in subsequent time periods. .{.successiul tbrecast of firture performance ofthe industry is a

difficult task in certain economies.

3) Differences in Industry Risk: This risk specifically anaiyses the issues ofwhether risk

uaries across industries in i given time period and if industry risk measures are stable over

time. Industry risk,,measured in terms of market performance of shares belonging to a

particular industry $oup, seeks to identifu malket perception about industry risk'

41 Prediction a-bout market behavioui: SWOT analysis, the assessment of an industries'

strength, (intemal), weakncsses (internal), oppo*unities (external) and threats (extemal),

helpJto evaluate an industry's position to exploil its competitive advantages or defend against

its weaknesses. An effective inveslment ittut gy it one which takes advanlage of the

industry's opportunities by using its strenglhs and wards off threats by avoidirrg them or by

.o*p"n.uting fot its weaknesses. SWOT analysis strategies can be described as belou:

Thrcats (T) Conliont Avoid

Exploit Search
EXTERNAL ENVTRONMENT

Opportunities (O)

Strengths(S) Weaknesses(W)

INTERNAL ENVTRONMENT

Figure 8.2 - SWOT Analysis
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5) Industry life cycle analysis: Every industry may be analysed in tertns ofa life cycle with

four u'ell-defi ned stages:

(a)Pion€ering stagc:

-The prnducl or technology is relatively new

-Entry ofmany entr€preneurs due to prornising prospects

-Existence ofkeen competition: only a few entrants ma)i survive this stage

(b)Rapid growth stag€

-Ordcrly growth
-Firms that survived the first stage, experience significant expansion in sales and profits

(c)lf{aturity nnd stabilization stage

-lnduslry leaders are established by competitir e dominancc
'-Many consolidations and mergers take place.

-Crowth rate is comparabte to that of the economy as a whole
(d)Dccline staBe

-Crucial stage fbr business houses

-industry may grow slightly during prosperous periods, stagnate during normal periods, and

decline during recessionary periods

There are consiCerable variat,ons in terms of the relative duration of the various
stages and the rates of growth during these stages. For evaluation of industry pertbrmance. it
is essentia! to be aware ofthe business cycies and how they may impact investment analyses-
6) Quantitalivc Industry Analysis: A complete analysis and interpretation of indtstry
performance involves both quantitative and qualitative analysb. Quantitative data analysis
may include emplovment data analysis, input-output analysis.and earnings data analysis, and
is undeftaken to identifu the right industry for investment opportulities.

8.4 Company Analysis
Analysis of a company consists of measuring its performance and:ascertaining the

caus€ of this performance. When sorhr companies do well irrespective of economy or
industry failures, this irnplies tlat rere are certain unique characteristics tiat had made it a
success. The identification of these characteristics, u,hether quantitative or qualitatitive, is
relerred to as company analysis,

Quantitative indicators of comparry aralysis are the financiai indicators and
operationai efliciency indicators. Financial indicators are rhe profitability indicatcrs and
financial position indicators analyzed through tire incorne and balince-sheet statements of the
company. Operational efJiciency indicators are capacity utilization and.cost versus sales
efficiency of the conrpany, r,vhich includes the marketing edge of the company. The sources
for such informatio' are the published statemerrt5 of the corrpany besides other financial
magazines, newslettefs and $'ebsites supply consotidated reports ofthe compani€s.

Thr: key {inancials examined in historical financ{al analysis are;
(l) Earnings and Dividend Level: Assessment 

'r' 
Lhe earnings and dividcnd ieve.l include

examination ol financials iike return on equity, book val'e pei share, Eps, ciividend payout
ratio and dividend per share.
(a) Relurn on equiry* -Equitv earnings/Equiry
(b) Book value per share: (Paid-up equity capital + Resenes & surplus) i I.Jo. ofoursran<ii'g
equ ity shares

!:) llTingr per share= Equity earnings,/ No. of ourstanding sirares
(d) Dividend Payout Ratio= Equity tJividen<is/ Equi4, earni-ngs
(e)Dividend per share: It is simply the divide'd tleclared-per share. [n India, divirjentl is
stated as a percentage ofthe par r.alue.
(2) Grolvth Performance: To measure the historical grolylh. the compornd ann,al growth
rate {CAGR) in variables like salL.s, net profit, EpS and-DpS is calculated.
(3) Risk Expostre: Company analysis involves not only an e stinatiorr of future re(ums, bur,
also an assessmellt of ihe variability in returns called iisk. 11]6 v;11i3bility in rerums arises
prinrarily because of variability ir sales, The sensitivity of profits to changes in the levels of
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sales is measured by a ratio called degree of toal leverage (DTL)- 'l'his ratio is used as a

measure ofrisk. It is calsulated as follows:

Contribution (sales-the variable costs)

Profit before tar (PBT)

DTL may be subdivided into two components: (a) the degree of operating leverage

(DOL) arising from the cost structure ofthe company, and (b) the degree offinancial leverage

(DFL) arising from the capital structure of the company'

DOL measures the percentage change in EBIT fot a one percent change in sales and

is computed as:

Contribution

EBIT
DFL measures the percentage changes in PBT for a one percent change in EBIT and

is computed as:

EBIT
DFL =

PBT
The degree of the total leverage is the product of DOL and DFL and measures the

percentage changes in PBT for a one percent change in sales.

Measures like beta and volatility of return on equity may also be used to assess the

risk. According to the Capital Asset Pricing Model (CAPM), the risk of a stock is denoted by

its beta rvhich measures how sensitive are the retum on the stock to variations in the market

return.

Volatility of return on equity nav be stated as:Range of return on eqttity over n

years/Average return on equity over n years

(4) Valuation Multiples: The most ccmnronly used valuation multiples are:

-Price to Earnings Ratio: The PE ratio indicates ihe price that investors are willirrg b pay for

every rupee of eamings per share.

-Price to llook Value Ratio: 'Ihis ratio indicates the price investors are rvilling to pay for

every rupee of book value per share.

A qualitative analysis ofthe company would include evalualion ofthe tbllol\'ing aspeclsl

( I ) Presenl si{uation and future prospects: Issues regarding availability and cost ol inputs,

regulatory framework, technological and production capabilities, marketing and distribution'

finance and accounting human resources etc. are examined while analysing the current

position and future prospects of the company. The future prospects of a company rvould also

depends upon a nunrber ofother f'actors some of*'hich are: company's market share, capaciq*

utilization, modemization and expansion plans, order book position etc. OIle of these

information may tre available in the directors' repof and the Chaimrzm's speech at the annual

genelal meeting of thc company.

(2) Evalrration of l{anagement: lv'lanagemettt quaii! is a key factor that shapes tllc

profitability of a firm and suhsequent returns to shareholders. Impoftant points to bc

considered in this regard are management objectives, plalts and progral mes, organizational

structure, nlanagement systems, research and development programmes, corporate

governance, managem€nt commitment and competence, professiot-ralism, future orientation'

image building, investor tiiendliness e1c.

Illustrations
The following examples illustrate horv financial analysis ofa company may be carried out

DO

I
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Example: The financials of XYZ Ltd.are given belorv:

crores

2003 2004 2005 2006 2fiO1

Net Sales 1020 r 090 12l0 t 350 1520

Cost ofGoods sold '7 34 807 883 959 1095

Gross Protit 286 327 3gr 425

0peraling Expenses '12 74 85 l05 120

ODeratins Prolit 214 209 242 286 305

Nqn-operatiog
surplus/ delicit

1l t4 l8 -12 -5

PBIT 225 221 260 274 300

lnterest 40 45 60 66 55

Profit before tax 185 t?8 200 208 245

Tax 35 38 40 52 50

Prolit after tax 150 140 160 156 t95

Dividends 60 60 65 65 70

Retained Earninss 90 80 95 9t r25

Equity Share Capital
(Rs.l0na r')

200 200 200 2s0'r 250

Reserves & SurDluses 400 4E0 sl5 616 't 4l

Shareholders'funds 600 680 7-15 866 991

Loan funds 400 450 550 600 615

CaDital employed 1000 r 130 't325 r466 t606

Net fixed asselc 600 650 710 850 900

Investm€nts 50 55 60 10 80

Net current assets 350 425 555 s46 626

TotaI asselr 1000 ' 1130 1325 1466 1606

Mark€t price per share
(end of vear)

60 55 65 57 75

(a)Calculate the. following for the last five years: return on equity, book value per share; EPSI

PE ratos: MB ratios
(b) Calculate the CAGR of sales and EPS

(c ) Estimate the EPS based on past growih rate for the year 200E

(d) Comment on the market pric€ ofthe share in the year 2008

Solution
Return on equity : profit after tax / shareholder"s fund

Book Value per share=shareholders' funds/number of sharcs

f,p$= pleiit after tar:/number of shares

P/E ratio (prospective) = (price per share at the beginning ofthe year )/ Earnings per sharc for

the year

MB ratios (rctrospective) : (price per share at the end oi the year)/ (Book valtte per share at

the end ofthe year)

CAGR in sales = (sales for 2007/sales fo.2003) %- I

CAGR in EPS : (EPS tbr 2007iEPS for 2003)rra-1

Book value 600/20

(a)

Return on equjty

2003

r50/600

=25 %

=Rs30 =R-s34

2006 2007

1s61866 t9s/991
:18,0% =l9.7Yo

866125 991/25 Per

=Rs34.6 =Rs39.6

t56125 195i25

=Rs6.24:Rs7.8
571 ',l .8
:7 .3

5'7 t34.6 75/39.6

-1.6 =1.9

7004
r401680

=20.6%
680/20

2005

160/775

20.6Yo

'175/20

=Rs38.8

t60/20

=Rs 8

6516.24
:10.4

65/38.8

=t;7

share

EPS

P/E Iatio

150/20

=Rs 7.5

60/7

=8.6

140t20

=Rs 7

s5/8
:6.9

55/34
:1.6
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(b) CAGR in lates = (1520/1020) /'- 1=0.105=i0.5%
CAGR in gp5 = 11.75l7.5)1''- I= 0.068=O.SX

(c) Estimated EPS for the year 2008 : 7.8 * (l+0.068) = Rs 8.33
(d) Estimated market price ofthe share in the year 2008

= Estimated EPS * PE ratio
= Rs 8.33 * (7Sl7.8i =Itr g0

The share price is likely to go up.

Example Civing below are the financial data relating to two scrips in the phannaceutical
industry with a paid-up value of Rs. l0 per share. Based on rhe data presented, identi& the
scrip you would select, giving reasons. The required rate of return is 20%, the

MPo : Rs, 120

MP" : Rs.500

Solution
llased on above analysis rve would select the scrip of Cr:. A for investment as:

(0 It is less risky
(ii) lt yield stable and consistelrt returns
(iii) It pay more average DPS
(iu) DPS paid by Co. A is increasing.

Suggested Questions
I . What is fundamental Analysis?
2. Describe the key economic variables that investors must rnonitor as pan of

his fundamental analysis.
3. Explain the impact of the foltowing economic variables on the perfon:rance

ofthe economy and share prices

a) interest rate b) inflation c) GDP growth rat€ d) Fiscal policy
4. What is industry analysis?
5. Explain the concept ofindustry life cycle. Describe the different stages iu the

industry lit'e cycle.

6. "The first step in industry analysis is to determine rhe stage of gro*th
through which the industry is passing." Explain

7. Describc th€ varioils characteristics of an industry that an analyst musl
considered while doing industry anal_vsis

8. What is cornpany anal,vsis'? Explain how flnancial ratios can be uscd to
determine the strengths and rveaknesses of a company.

i

Year 1992

Company
1993

ComDany

1994

Company

1995

Companv

1996

Companv
A B A B A B A B A B
Rs Rs Rs Rs Rs

FV IO 10 l0 l0 10 10 10 l0 l0 l0
BV 15.12 26.29 i 7.60 28.99 19.98 36.7 3 23.26 41.05 25.04 47.18
EPS 2.78 2.26 5.48 2.96 5.87 8.9',1 8.06 6,90 6.28 9,13
DPS 2,40 1.00 3.00 2.00 3.5 0 3.00 4.00 L50 4.50 3.00
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I.'NIT-IX

TECIINICAL AI\ALYSIS AI\[D EFFICIENT MARKET THEORY

Learningobjectives:,fhisunitaimstoplovidet]lestudents^withanintroductiontoan
;;;!," of ire various techniques of technical analysis. After goi g through U it IX,

students will be able to leam the following concepts:

F Dow Theory

F Principles of Technical Analysis

F Share price and volume indicators

F Charts of Price Patterns

F Irlathematical indicators of future price

P MarkeVtechnical indicators of future price

F Efficient market theory

9.1 Technical AnalYsis (TA)
The Concept : pricei of 

-securities 
in the stock market fluctuate daily on account of

"orrtinoou, 
iuying and selling. Stock prices move in trends and cycles and are never stabl€'

An investor is int-erested in buying securities at a low price and selling them at high price so

o" to g"t ftigft profit. He, therefori, i'ies to analyse thi movement of the share prices in the

markJ. two approaches are commonly used foi this purpose-Fundamental and technical

analysis. Through fundamental analysis, he tries to detirmine the worth or intrinsic value of

the stock based on the cunent and future earnings ofthe company. He generally looks into. the

Ji.t"rt i"t.*. Through technical analysis, G tries to study the stock price behaviour

preferably in the short-ruin.' 
Technical analysls believe that intportant information about futur€ stock price

moroments can be obtained by studying the historical price movement of stock prices. Prices

move in trends or waves which may be upward or downward The present trends- 2re

influenced by the past trends and that tie p.,'r.lection of future fi€nds is possible by an analysis

of the past price irends. A technical unulytt *ulyt.t the price and volume movements of

individual securities as well as the market index. ihus, he studies the past price and. volume

Lehaviour so as to.predict the future price behaviour of the securities and the market index A

technical analyst attempts precisely at two basic questions (i) is there a discernible trend in tlre

prices? (ii) if there is, tlenthere aie indications that the trend would reverse?- 
The methods used to answer these questions are visual and statistical' The visual

methods are exarnination oi a variety of charts to make out patterns, rvhile. the statistical

procedure analyse price and retum data to make decisions' Thus, the technlcal analysls only

irelps to improve'the knowledge of the 
, 

probabilities of price behaviour (upswing or

downswing) and belp the inveshnent process'

Inleneral, the pricegr'and voirrme dota are recoided on graph paper and the data are

scrutinized in search of r€petitive pattems. Technical analysts base their buy and sell

decisions on the charts they prepare.

Principles of Technical Analysis (TA)

The principles involved in technicat analysis and in particular in the Dow Theory Analysis'

can be summarized as follows:
l.
1

t.

Principle of wave motion and trends leads to different tlpes ofprice trends'

Actiori and reaction resulting from buying and selling pressures lead to corrections and

rallies to the major up trends and downtrends respectively'

The prices .ovi -itirin a band of resistance and support lines, and the trends involve up

and dorvn movements in a more or less horimntal paih, until the prices are driven up and

down.

Basic Tenets of Technical Analysis:

l. 'lA assumes ttrat *t funaameiiat factors are discounted by the market and are reflected in

prices. TA is not concemed with intrinsic worth ofa share' A true technical analyst is not
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lvorried about a company's assets, tumover, profits, dividends. The TA analyst only looks

at its price chart in order to decide whether to invest in it.
2" These prices move in uends or waves which can be both upward and downlvard depending on thc

sentiment, psychology of operatorvinvestors. Supply and demand of shares are govemed by many

rational and irrational factors.

3. The present trends are inlluenced by tbe past trends, arrd the projection of firture bends is possible

by an analysis of past price trends.

4. Inespective of minor fluctuations in the Stock market; share prices tend to moYe in trends which

persist for an appreciable length of time.

5. Shift in supply and demand, no matter why they occur, can be detected sooner or later in the charts

ofmarket aclion.

6. Some chart patterns tend to repeat tlemselves.

Framework for Tecbnical Analysis
Technical imalysis can be applied to both an aggregate of price (example- market index) and

individual stocks. Technical amiysis includes the use of graphs/charts ard tech[ical trading rules and

indicators. Tools and techniques available for technical analysis can be classified into thtee categories-

r Stock price and volume indicators/techliques

" Mathematicalindicators
o TechnicaVmarketindicators

Stock price and volume indicatorr/t€chniquer
Price and volum€ are the primary tools of the Pllre technical analyst, and chad is the most

important mechanism for displaying this information. Volume data are used to gaug€ the generai

condition in the market and to help assess ils a€nds. Some ofthe indicators are:

l. Dow Theory
" Technical analysis has its roots in the Dow Theory. The theory was postulated b1'Charles H

Dow during t 900-1902. The Dow Theory views the movement of market prices as occurring in three

calegories:

Primary movemeDb: Thes€ are called bull and bear markets. Bull markets are where prices move in

an upward manner for several yea$. Bear markets, on the other hand, are where prices move in a

downward manner for seveml monlhs or a few years. It is the long term trend jn the marker.

Secondery movemerts: These arb up and dorryn movements ofthe stock prices that last for a ferv

monthg and are called conections.
Daily movements: These are the minor movement and meaningless randorn daily fluctuations- These

movements are not significant and have no analytical value.

According to Dow Theory. the price moYement in the market can be i<lentihed by means of a

line chart. In this ctlart, the closing prices of the shares or market index may be pJorted against the

conesponding trading days. The charts would help identi$ring the primary and secondary movements

Time

-Figure:9.1
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2. Charts of price patterns
Charts have the strength of condensing information into a pattern that is easy to

urrderstand and grasp rather than numtrers or statements. Chart patterns put all buying and

selling that takes place in the capital market into perspective by consolidating thc forces of
supply and demand into an overall picture. As a complete pictorial record of all trading, chart

pattems provide a framevr'ork to analyze the position ofthe market in temts ofa single share

or a consolidation ofthe market position.

Technical analysts use three types of charts:

(i)Line Chart,
(ii) Bar Chart. and

(iii) Point & Figure Chart
Line Chart:

In a line chart, the closing price for each period is plotted as a point. These points ars
joined by a line to form the chart. Hence the name line charts- The period may be a day, a

week or a montl. When the share is not traded on a day, the chart displays a gap in the line.

Chart pattern can last from a few days to many months or even years.

Figure:9 '2
Bar Chart:

The bar chart is also comnronly used by technical analysts. The horizontal scale on

the bottom of the chart indicates time. The time scale can be daily, $'eekly or montlly
depending on trading frequency in the market. The daily bal chart indicates the range of
prices for one day's trade, on the vertical scale of the chart. The bar is the range ofprice for a

specific time period. For a daily bar chart, the top of the bar repr€sehts the highesi value for
the day while the botlom of the bar represents the lowest value for the day. A short horizontal
line protruding from the bar represents the closing price for the period. Since volume and

price data are often interpreted together, it is a common praotice to plot the volume traded,

immediately below the line and the bar charts.

Figure:9.3
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Point and Figure (P&F) Charts
pAf cnarts are based on the avetage prices or closing prices of slrares They are one-

dimensional; they only indicate price ctran-ges Si"o€ !ry-p:inis 
on the $aph are marked rvith

th" figu."., i.e. the shore prices, these charts are called P&F charts'

3. Chart Patterns
Support and Resistance Levels:
- -" -- 

i;ning a tfend line for price changes on daily basis is the first step in the analysis of

charts. These;hanges may be pointing upiards or downwardsor stable over d horizontal one'

When the inau*liric" goes dJ*n ftom a peak' tie peak hecomes the resistance level'

Wtren tt e inJex/pri"" reUounas oft"' reaching a trough subjequently' the lowe-st value reached

b;;;;;t 
" 

suppirt level. The price is then 
"expected 

be to move between these two levels'

wlt;;"; td;.ice approachei the resistance'level, there is a selling pressure because all

investor who failed to sell at the high would like to liquidate, while whenever tle-:pfce

aonroaches thc suDDort level, there isi buying pressure ai all those investors wbo failed to

;";;;;l;;i;i;"" -outi tike to purchase-theshare. A breach of these levels indicares a

diitinct deparnrre, and an attempt to set newer levels'

Reversal patterns
Price inovements exhibit up-trends and down-trends The trcnds reverse direction after a

p".iod of tir". These reversalsian be identified with the help ofcertain charts formations that

typically occur during these trend reversals, Thus, reversalpaftems are chart formations that

i'*J io'rlgnut a charige in direction of the earlier trend Revetsal piltt"t ilditit"-,ll1ll1

important rev€rsal in fi'end is taking place. Examples of. these are the head and shoLtlder

formations, double tops and bottoms, saucer formations and sQ on'

Continuation patterns
There ie certain patterns which tend to provide a breathing space to the earlier sharp

rise or fall and after the completion of these pattems, the price tends to move along the

original trend. These patterns are formed during side way movements of share prices and

calLd continuation patterns because they iirdicate a contlnuation of the trend prevailing befbre

the formation of the pattem. Examples- Triangles,, Flags and Pennants'

Mathem*tical Indicators
Share prices do not rise or fall in straight lines' The movements are erratic This

makes it diffic;lt for the analysts to gauge the unlerlying tend' He carl use the nratheinatical

tools to smoothen out thg uppur"ni eliatic movements of share prices and highlight the

underlying 1rend. Some ofmatlenlatical lools are

1. Moving Averages

Mloving aierages are used to help identifl the trend of prices By creating an average

ofpdces that "irou"" iith th" addition of new data, th€ price movement on the s€curtO' bcrng

analyzed is "smoothed". In other words, by calculating the average value oi a sharb or

indicator, day to day fluctuations are reduced in importalrce and uhat remairis is a stronger

indicarion oftn" t 
"nd 

of prices over the period beirig analyzed- The term "tnoving" refers to

the method oi calculation of the average while dropping the first period of tlre-calculation'

This ensures that the average sontinuei to be calcuiated by the same number of periods but

moves with each new perioi of data occur. Thus, the average "moves" along u'ith price and

changes in value as price data is lenerated. An t 8 clay moving overage represents the trend in

pricei over a period of I 8 days. i long 50 day moving uverag" is smoolhed nlore tllan an l8

iay moving average, with 
"n"h 

n"t div" aiu makirfu less irnpact on tlre calculation oithe

rnoning uuJrag" uJue than a shorter temr moving average such as the 18 day moving average

A lonfterm ,itot ing average such as the 200 clay moving 4verage is plotted to identi! long-

term trends in price-

Example- Given the follorving closing prices for the Maruel Corporatiou' calculate a 4-day

moving average for its stock priccs. 
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Day Closing Prices(Rs.)

l0. r 2s

2 10.500

J I l 250

4 1t.750
5 12.000

6 I 1.500

7 I 1.125

I 13.2s0

9 13.750

l0 14.250

Solution: We will start with day 4 and go through day 10 dropping and adding a price each
day as we move forward one day at a tirhe:

Day Computations Moving ayerage Price
4 ( 10.125+10.50+l I .25+11.7 5)/4 = Rs. 10.90625
5 (10.50*1 1.25+l 1 .75+12.00)14 = Rs- I 1.375
6 (1 1.25+1 1.7 5+12.00+1 L50y4 : Rs.l 1.625
7 (l l.7J+12.00+1 t.5O+1t.t25)t4 = Rs.1 i.593?5
E ( 12.00+i L50+l Ll25+13.250)/4 = Rs.l l 96875
9 (1 1.50+1 1.125+t 3 .25+t3.75)/4 = Rs.12.40625
l0 (l 1.125+13.25+l 3.7 5+14.251/4 = Rs.13.09375

2. Relative Strength Index:

. Relative strength index (RSI) was iirst introduced by welles wilder in an article in
lhe commodities (now known as Futures) rnagazine in June, i97g. subsequently, ca.lculations
and interpretations ofthe RSI were provided in his book, jvew concepts in Teciuical rrading
Esten s.

. The RSI is a price following oscillator that ranges between 0 and 100. It measures the
intemal strength ofa share by monitoring changes in it, closing prices. The RSI usually tops
above 70 and bottoms below 30. lt usually fonns these tops andbottoms before price chart. A
popular method 

- 

of analyzi'g the RSI is to look for a diveigence in which the secnrity is

T+hq u new high, but the RSI is falling to surpass its previous high. This divergence ii an
indication of an impending reversal. when the RSI then turns down and falls below its most
recenl trougl\ it is said to have completed a "t'ailure swing". The failpre swing is considered a
confirmation of the impending reversal.

Divergences occur when the price is at new high (or low), but, this is not confirmed
by a new high (or low) in the RSI. Prices u$ually correci zurd move in the direction ofthe RSI.
The most_ signit'icanl signal is generated on "bullish" or "bearish" divergences between the
RSI and the price ofthe share. The RSI is a simple formula numerous variations of the same
formula have been used in the computation ofth; RSI..The basic formula is:

100

RSI = 100 -
Average ofn-period price gains

, RS=
(l+RS) Average ofn-period price loss

Most widely used period (n) is i4 days
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f,xampler

Dav Closins Price(Rs,) Price Gain Price Loss

43

2 45 2

J 44 I

4 46 2

5 45 1

6 43 ?-

7 4t 4

Total 8 4

8/7
RS=- = 2

4 /.1

100

RSI=100- = 66-6'7

(l+2)

when wilder introduced the RSI, he recommended using a l4-day RSl. since then, the 9-day

and 25-day RSIs have also been used. When less number of days is used to calculate the RSI,

the indicator is subject to more volatility.

The other variation of computing RSI is Bs follows:

RSI:100 * (1-

D 100

-]
ID

) RSr=1oo- {
I.D+U +U

where-

D = an average of downward price change;

U = an average of upward piice change.

RSI fluctuales belween 0 and 100. RSI peaks indicate overbought level and suggest

price tops, while RSI troughs denote oversold levels and share piice bottoms. Absolute levels

vary in meaning from shire to share and in different market enviromnents. Two horizontal

reference lines ire normally placed at 30 (indicating an oversold area) and 70 (indicating.an

overbought area). These riference.. lines can be adjusted depending on the market

environment, Sometimes these lines can be moved to 40 and 80 in bull m rkel and lower

them to 20 and 60 in bear market. The RSI can stay overbougbt in bull rnarkets and oversold

in bear markets for prolonged periods.

Example; Charles, a technical analyst, is doing a relative strength assessment of World

Chem Ltd. with tbe following data:

Year Pric{P*) Of
Wgrld Chem Ltd.

Price(P.) Of
lndex

Price(P;) Of Index

Chemical Industry

l9x4 Rs.40 Rs.250 Rs.20

19X5 Rs.45 Rs.270 Rs.2z

l9x6 Rs.65 Rs.300 Rs.25
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The relative strength c.alculations are as fbllows:

1 4

YEAR Ll{
PI

-B!t
PM

-lL
PM

t9x4
Rs.40

Rs.20

Rs.40
:.i60

Rs.250

Rs.20

Rs.250

t9x5
Rs.45

- 

= 2.05

Rs-22

Rs.45
_ = .167

Rs.270

Rs.22

Rs.270

l9x6

Rs.65

- 

= 2.60

Rs.25

Rs.65

-:.21.7
Rs.300

Rs.25

Rs.300

As column(2) indicates, World Chem Ltd. showed some relative strength in its industry

during 19X5, but considerable industry strengtlt was shown in 19X6 as the ratio went from

2.05 to 2,60. Sinilar ntarke! relative strength was exhibited in column (3). Column (4)

indicates that the average firm in the chemical irrdustry in 19X5 had relative rnarket strength.

However, comparing column (3) and column (4) shows that in 19X6, World Chem had

significanlly more relative market strengJh than the t)?ical chemical company.

3. Stochastic Oscillator (yoK and %D)
The stochastic process has an infinite progression of jointl-v distributed random

variables. The Stochastic Oscillator compar€s where a share's price closed, relative to its
trading range over the n-time periods.

Basically, this is an overbought oversold tecbnical indicator. If a sharc or index

identified as "over-sold", there exists ihe possibility that buyers will enter the malket, driving

the price upward. On the other hand, if a share is "overbought". the sellers wiii overpower

buyers to drive the price lower.

The stochastic indicator is plotted as two lines: the 'Percent D'% D line and the

'Percent K' %K line. The %K is the more sensitive of the two oscillators, but it is the %i)
line, that carries grater weight and give major signals. Both these values rangb fiorn zero tr.r

I00. Values above 80 are considered strong and suggest prices are closing near their highs.

Values below 20 indicate prices are closing near their lows and are indicative ofweakness.

It is usually estimated that %K will change before oAD. However, rvhen the o/oD line

changes directions prior to the faster %K line, a slolv and steady reversal is often indicated.

When both YoK and YoD lines charige direction, and the faster %K changes direction to retest

a crossing of the %D line, but does not cross it, a conformation of the stability of the prior

reversal is made.

The formula for %oK parameter of the stochastic or "raw stochastic" is:

Closing price-Iowest low yoK periodr

7"K Parameter =

(Highest high %K periods) - (lowest low %K perio.ds)

This formula can be restated as follows:

7K - r 00*(cL-L"y0{,,,L")l

where CL : the current day's close
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l. = the lowest point over the past n days

$: the highest point over the past n days

n : the number of days, typically five or more

A moving average Of o/oK is then calculated using the turnber of time periods (n days)

used in the o/oK computations. This moving average is called %D. o/ol) represents a smoothing

of %K and is a n-day moving average of o/oK.

The formula for o/oD sometimes can be computed as follows:
%D = t 00* (H,/L,)
Where L = the lowest low for t}le n-day period

H : the highest high for the same n-day period

The fast stochastic (%K) and (%D) are plotted on the same chart.

The slow stochastic, a less sensitive indicator, goes a step further in the smoothing

process. The %D of the fast stochastic becomes the new o/oK, which is then smootired once

again using a n-day moving average to obtain the new "slow" %D. I'hc siow stochastic is

preferred for filtering out market noise and is less prone to violent price movements-

The calculation of %K and o/oD stochastic (from the following infomation considering 5-days

period) is illustrated below:

+ %D is the 3 days moving dverage of %K
When o%D scores above 70o/t, it indicates an overbought situation and therefore, a sell strategy

is recommended.

When % D scores belor'30o/o, it indicates an oversold situation and therefore, a buy strateg)

is recommended.

4. Rate of Change (ROC)
Rate of change displays a share's price performancs as a percentage. ROC displays in

percentage the increase/decrease in the price over a specilied time pcriod. For exanple, if
ROC is 10, it means that the share"price has increased I0 percent since the pricr period.

Similarly, a value of -10 percent means that, the share's price has fallen by l0 percent since

tIe prior period.

ROC measures the rate of change of the c[rrent price as comp'arcrl to the price a
certain number of days ot rveek back. To calculate a 7 day rate ofchange. eaclr day's price is

divided by rhe price which prgvailed 7 days agc and then I is subtracted from this pricc ratio

Current price
ROC=

Price 'n' period ago

DAY HICH LOW CLOSE (c-L.) (H-L') %K o/"D*

I 650 570 620
'700 600 650

3 670 580 630

4 650 550 580

5 680 620 650 650-550 ,700-550 66.6i

6 '150 680 ?00 700-550 ?50-550 75

7 800 700 '7 5A 750-550 800-550 80 73,89

8 830 "180 780 780-550 830-550 '19.05
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The calculation of 7 day ROC is illusnated lrelow:

Davs closing price closing price

7 d y 
^go

price ratio ROC

=ratio-1

70

72

73

70
'14

16

75

78

80

79

78

76

I
7

3

4

5

6

1

o

9
10

1t

t2
l3

70

72

73

70

76

1.0'7

1.08

1.1

L13
I .05

1.0

0.07

0.08

0.i0
0.i3
0.05

0.00

Mnrket Indicators
All the technical analysis charts discussed earlier were analysed using a share data.

There is another group of technical tools designed to help an investor gauge changes in all
shares within a specific market. These indicate are usually referred to as niarket/technical

indicators because they gauge an entire market, notjust an individual share. Ivlarket indicators

typically analyse the stock market, although they can be used for other markets (eg, {lltures,
and commodities).

L Advancc Decline @readth) lndicator
The advance-decline line measures,. on * cumulative daily basis, the net difference

between the number of stocks advancing in prioe and those declining in price for a group of
stocks. Subtracting the number of declines from the number of advances produces the net
advance for a given day (which clm also be negative). 'lhis measure may include thousands of
stocks

The calculation of advance-decline line is shown below

Day Advances Declines Dilferences Cumulative
350 300 t50 +50

z 1',t( 320 +5 *55

3 tt< 375 -100 -45

4 i00 350 -50 -95

5 310 340 -30 -12J

The advance-decline line often referred to as the breadth of the market, resuiis fronr
plottiug a running total of these numbers across lime. The line can be based on dail-v or
weekly figures. The advance-decline line is compared to a market index in order to arialyze
any divergence and tliis divergsnce can signal that the trend is likely to change. If botir are

rising (declining). the overall market is said to be lechnically strong (weak). lf the advance-
decline line is rising while the market index is declining, the decline in rhe market index
should reverse itself.

Tlre breadth (advance-decline; ofthe market analysis is based on the number of stock
rnarket cycles. Ihus the turning point for a bull phase is at that where a iarge nurnber ot'
stocks afe lalling when the market index is still rising. In a bull phase, if the breadth linc:

d€clines to successive new low, while the market index is going up, it means thaf a large
number of scrips are declining although blue chips included in tbe nrarket ind€x conthues to
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rise, but the suggestion is that they is an approaching peak and a uajor downtrend is in the

offing later.

2. Volume indicators
Another indicator of the breadth of the market is the volume of transactions. When

interpreted in conjunction with the index or price, it can provide useful clues on how the

market would behave in the near ftrture. (A rising index/price with increasing volume *'ould

signal a buy because the situation reflects an unsatisfied demand in the market, similarly, a

falling market with increasing volume signals a bear market and the prices would be expected

to fall further. A rising market with decreasing volurne indicates a bull rnarket that is running

out of steam, while a failing market with drvindling volume indicates a bear market that is

becoming breathless. Thus, by combining the index/price and the volume data, a suitable

shates/ can be formed for trading. Nowadays as volume data is regularly supplied by the

stock exchanges, it is possible to analyse the index/price and volume data for the market as a

whole and for individual securities listed in the specilied category.

9.2 Efficient IVIarket Theory
Introduction

The efficient market hypothesis otherwise known as the Random Walk Model is the

logical extension of the fundamental and technical analysis for equity investment decisions.
'Ihe Efficient Market Hypotheses (EMH) considers that individuals cannot out perform the

market for the simple reascn that, there are numerous knowledgeable anaiysts and investors

who would not allow the market price to deviate from the intrinsic value due to their active

buying and selling. It is also observed that the current market price will reflect the intrinsic

value and therefore, there is no need for fundamental or techriical analysis.

The information known to the public is immediately discounted by all investors and

will be reflected in share prices in the stock market. All hrvestors klow the all-possible

intbrmation and behave rationatly. The price changes will be influenced by new inlormalion
and stock prices will automatically adust accordingly. The securities markets are said to be

efficient if the tbllowing conditions are satisfi€d:

(a) 'I'ransaction costs are ignored.
(b) Every investor is freely allowed tolonow or lend at the same rate,

Delinition of Market Efficiency
Eugene Fama states that "An efficient capital market is a market that is efficient in

processing informatibn. The prices of securities observed aI any time are based on correct

evaluation of all information available at that time in efficient market prices lirlly reflecting

all available information".
William Sharpe stated that "A perfectly efficient market is otte in r"4rich every

security price equals its market value all times".
The Random Walk Theory points out that the financial markets are so competitive

that there is immediate price adjustment. 'Ihis is because of great qommunication system

through which information can be distributed. Tlrc speed at which infbrmation spreads wiii
determine the efTiciency of the market. Accr:rding to the theory, the chauges in prices ol
stocks in different period show independent behaviour and are dependent on the rrerv piece of
information that are received but with in themselves are independent oleach other.

The basic essential fact of random walk theory is that the information on stock prices

is immediately and fully spread so that other investors have full knowledge of infbrmation.

Forms of Efficient Market Thcory
The information available to the public can be categorised into three forms. The past

price information, other public information and inside information. These facton may tre used

to make average retums on investment. Based on the information available, the market

efficiency can be classified as follows:
(a) Weak form (past price information)
(b) Scmi strong fonn (other public information)
(c) Strong tbrm (Inside information) 
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A. Weak Form
Weak Form is the oldest technique of tle efficient market theory. .A market is said to

be weakly efficient market ifthe curent price rellects all the past market data (stock price and
volurne data). According to this theory, the past history ofprice information is ofno value in
assessing future changes in price. The stock market price reflects all knolln information with
reference to past stock prices, trends and volumes. This theory reveals that past data cannot be

used to predict future stock price.

This theory is also popularly known as Random Walk Theory. It rcveals that the
successive price changes are independent, The prices of the stock market at any time will on
the average reflect the intrinsic value of the security, thus, the trends provide no basis for
forecasting the fulure.
B, Semi Strong Form

A market can be said to be 'efficient in the semi-strong fbrm' if current prices reflect
all available information. According to the Semi.Strong Form Theory, the market absorbs
quickly and efficiently not only the price information but also all publicly available
information. The public information is found in the form offinancial reports such as balance
sheet, profit and loss accounts, and earning and financial results. The other financial elements
like financial structure, Iiquidity, solvency effeets, and the profirabilit-v of the company also
form a part of public information. The businesq related information would also fiorv in as
news affecting the market. The market will disccunf some events even before its
announcement is made" The events such as eamings bonus issue, rights issue wr:uld affect the
market even before the formal announcement by the companv.
C. Strong Form

This represents the highest level of market efficiency, which asserts that the curent
market prices of a stock fully reflect.all information including inside information. If the
market is strong-form efficient, no group of investors should. br able to earn abnormal rates of
retum by using any information' because ttris information heis already been discounted in the
current market price.

The research studies found that the strong fo.m of efficient market does not exist in
developed markels.

Challenges to th€ Securities Analysis

- _. 
The efficient market hypothesis challenges the lraditional security analysis in the

following manner:
(a) Challenge to the chartists.
(b) Challenge to the fundamental analyst.

- A technical analyst/chartist mainiains that history repeat itself. Hence he tries to predict
future movement in share prices by studying the historicai patrerns in share price nrovements.
The weak-fbrm of market efficiency directly contradicts iecirnical analysis by maintaining
that past price and price change cannot be used to forecast future price changes becausi
successive price changes are independent of each gther. Hence. past prices or* uo"l"r..

Fundamental analysis believe that by anaiyzing key econornic and finarrcial variables they
can estimate the intrinsic value of a security and then detemine ra,hat invest ent action to
take. 

. 
Fundamental analysis seeks to identifo untrer-priced securities and over-priced

securities. Their investment strategy consists oi'buying under-priced securities and selling
over-priced. securities, thereby eaming s'perior retums- The simi-str-ong riom corrtradicti
fundamcnul analysis to some extenr by craiming that the markcr i! eificient i' thc
dissemination of information and hence publicly 

-available 
information c.{not be used

consistently to earn superior investment retums.
The strong-form of market efficie'cy craims that all inlorrtration including inside

information is useless. Hence, lundamental 
'nalysts' 

atrempt to identity under-priied and
over-priced securities is futile_
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Suggested questions

1. What is technical analysis? How is it conducted?

Explain the basic principles and hypotheses of Dorv Theory?

What are price chartsi Describe the different types of price charts used by

technical analysts.

How are moving averages calculated? How are moving averages useful in studying

trends? Explain with an examPle

What is RSt? Explain its calculation and interpretation.

Describe the important market indicators that are useful in studying the tlend of tle

market.

What is breadth of market? How is it used?

Explain the following indicators' Stochastic oscillator, support and resistance

level, volume indicator.

9. What is random walk theory?

10. Explain the weak-form and strong -form.of the efficient market hypothesis?

11. compare and contrast efficient market hypothesis with fundamental and technical

analysis.

12. Compute the ROC of l0 day period from the following TATA Steel share price

data:

4.

2.

J.

5.

6.

7.

8.

Days I 2 3 4 5 6 7 I 9 l0

Price tL) 121 122 124 126 1?9 133 1?6 123 125

Days 11 12 t3 14 l5 l6 17 l8 19 20

Price 120 1',I9 112 lll 111 109 117 113 ll5 ll3
Days LI 22 24 t{ 26

.t1
28 2S 30

Price 112 116 r17 118 ll4 Il4 .118 116 n7 120
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UnitX

Portfolio Analysis and portfolio Construction

Learning Objectives: This unit aims to provide the students with an introduction to

overv'iew of Portfolio Analysis and portfolio Construction. After going through Unit

students will be able to leam the following concepts:

! Basic concept of portfolio construction

) Expected risk and retum ofa lodividual security

F Expected risk and return of a portfolio
) Reduction ofrisk through diversification

F PortfolioConstruction
ts Capital Market theory

I0.l Basic concept
Individual securities have risk return characteristics of their own. The future retum

expected from a security is variable and this variability of returns is term as risk, Lt is rare to

find investors investing their entire wealth in a single security. This is so because most

investors have an aversion to risk. It is hoped that if noney is invested in several secririties

simultaneously, the loss in one will be compensated by thb gain in others. Hence, most

investors tend to invest in a group of securities rather than a single security in order to spread

and minimise risk. Such a group of securities held together as an investrnent is what is known

as portfolio. The process oicreiting such a portfolio is called diversification. This is sought to

be achieved by holding different types of securities across different industry groups.

For a given set of securities, any number of portfolios can be constructed. A rational

investor atternpts to find the most efficisnt ofthese portfolios. 'I'he efficiency ofeach portfolio

can be evaluated only in terms of the expected retum and risk of the portfolio. Thus,

determining the expected return and risk of different portfolios is a primary step in portfolio

management. This step is designated as portfolio analysis.

10.2 Expected risk and return of a Individual security
Risk Risk (or uncertainty) refers tc the iariability of expected returns associated with a

given iflvestment. Risk, alcng with th€ concept of retum is a key consideration in investment

and finaneial decisions and therefore, it is essential to discuss procedures for measuring risk

and invesiigate the relationshii beween risk, returns and security valuation.

Probsbility Distributions: Probabilities are used to evaluate the risk involved in a security

The probability ofan event taking place is defined as the chance that the event will oocur and

may b€ ioterpreted as the percentage chance,of a given outcome.

Example l: A weather forecast€r may state, " There is a 30 percent chance of rain tomotrow

and a 70 percent chanc6 of no rain." Then we could.set up the following probability

distribution:

an

Y

Oulcome

Rain
No rain

Probability

30% = 0^3

70% = 0.7

100% - 1.00

Erpected Rate of return: Expected Rate ofretum ( r ) is the weigbted average ofpossible

retums fiom a given investmenl, weights be ing probabilities. Mathematically.
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n

T :r''P'
i=l

where,

11=im possible return

p, =probabiliE of the ie return

n= number of possible retums

Example2: Consider the possible mtes of retum that you might earn next year on a Rs.50,000

investment in stock A or on a Rs.50,000 investsnent in stock B, depending upon the states of
tbe economy: recession, normal and prosperity.

For Stock A:
Stateofeconomy Return (4) Probability(p)
RecessiQn -5o/. 4.2

Norma[ ZV/o 0-6

Prosperity 40t/o 0,2

For Stock B:

State of €conomy Return (r) Probability(pr)
, Recession l0% 0.2

Normal 15% 0.6

Prosperity 20%

Then the expected rate of return Ii for srock e is computed as follows:

n.
T - I ., p, = G5%X0.2) :(20%X0.6) l(40%X0.2) = 190/

i=l
Stock B's expected rate of retum is:

T : (r oxxo.z)+ (t s%Jq.6)+(20%)(o.z) : t9%

Measuring Risk: The Standard Deviation

' The'standanl deviation (Irl), which is a measure, of dispersion of the probahility

. distribution, is commonly used to measure risk. The smaller the standard deviation, the tighter
t 

is the probability distribution and thus, the lower is the risk ofthe investment.

Mathematically,

n

N= { CC (ri_D 2 pi )
i- I

Example 3: Using the data given in example 2, compute the standard deviation for each stock

and set up the tables as lollows for stocl A:

Stepl Step2 Step3

Return (rJ (%) Probability (p) ri p(?o) (rr-7 X%) (rr; ): (r;if p1("/')

-5 0-2 -l -24 576 115.2

2A 0.6 i2 l i 0.6

40 o.2 _q T 44r 88.2

; = t9 rP.-:os
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Ikowing I'f :204, we proceed w*t'Kr:iltX 
= A.2B%

f'or stock B:
Stepl SteP2 SteP3

Return (r)(%) Probability (pJ rr P(%) (rt- r X%) (ri.O' (r;T)'z g (%)

100.22-s255
150.69000
20 oz 

;1rs 
3 2' 

*: io

Knowing I.i = 10, we take step 4 and

N=.ilo =3:16%

Statistically, if the probability distribution is normal, 68% of the retums will lie in + 1

standard deviation ,95Yo of all observations will lie between +2 standard deviations, and 99%

of all observations will lie between t3 standard deviations ofthe expected value.

10,3 Expected risk and return of a portfolio
Portfolio Return:

As a first step in portfolio analysis, an investor needs to specif the list of securities

eligible for selection or inclusion in the portfolio. Next he has to generate the risk-return

exp€ctations for these securities; These are typically expressed as the expected rale of return

(mean) and the variance or standard deviation ofthe return.

The expected retum ofa portfolio is a weighted average ofthe expected returns ofthe

individuat securities hetd in the portfolic. The weight apptied to each retum is the fraction of
the porffolio invested ;n that security.

f,xample: A portfolio consists ofassets A and B. Asset A makes up one-third ofthe portfolio

and has an expected return of 18 percent. Asset B makes up the other two-thirds of the

portfolio and is efpected to earn 9 percent. What is the expected r€tum on the portfolio?

Asset Retum(rr) Fraction(wi)

A
B

tE%
9%

1/3

2t3

ll3xllYo=6Y"
2/3 v. 9%-- 6%

rP = l2To

The formula for the calculation ofportfolio retum is expressed as

n

6' =I *,r,
i=1

Where w;= proportion ofportfolio invested in security i &
r I = individual retum of security i

Portfolio risk
Just as the risk of an individual security is measured by the variance or standard

deviation of its retum, the risk of a portfolio too is measured by the variance or standard

deviation. But portfolio risk is not the weighted average of the risks of the individual

securities in the portfolio.
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For calculating portfolio risk we need information on weighted individual security

risks and tveighted co-movemeDls between the returns of securities included in the portfolio.

Co-movements betu.een the rcturns of securities are mcasuretl by covariance and cocfficient

of correlation. Two estimates are needed: the sta dard deviation of each individual assct

under cOnstruction and co-variance or correlation coefficient of each asset with each other

assets,

The risk ofa portfolio consisting of two securities is given by the ibllowing formula:

N p= J(wa? I\' r *"t l$'-2 w,rwu. \u)
:!(wA2 

11n-. 
?+ 

wB, N2+2 wa.rvs.>6 lrla\)

No= risk of a portfolio

\= standard deviation/risk of security A

l* - standard deviation /risk of securif B
wA = proportion of investment in security A
wB = proportion of investtnent in security B

l.{qs= Covaflance between sec.urity A and security ts

>os = correlation between security A and security B

Example: Assume the follo*-ing:
Asset

A

B

N
20% U3

2/310%

The porrfolio risk rhen is:

No- u'iwo2 ].{nr+ *s'IS2*2 wlws.>.s lrl.\, )

=./ (rlr)10.2)' + (2/3jj {;.112 + 2 >*(l/3x2l3X0.2X0. 1 )

= i(o.oo8q+o ooEg .'*)

(a) Now assume that the correlalion cocriicierrt bet*eett A and B is -l(a perfectll positir'e

conelation).This means that rvhen the value of assct A increases in response to market

conditions, so does the ralue ol asset Il, and it does so at cxactly the same rate as A The

portiblio fisk when > = +l then becomes:

N u = 
.,/1o.oo8l+0.0089 >*;: l'1o.ooto+o.oosl1l ) = r'o,olzs = 0.1334=IL349/o

(b) lf>-0, tlre assets lack correlation and thc porrfolit-r risk is srntply the'risk ofthc uxpected

returns on the assets, i.e., the weighted average of the staudard deliations of the individual

assets in the porrfolio. Therefore. when >as = 0, the portfolio risk lor tiris ex;.rmplc is:

Np ./(0.008e+0,008e >os) = {(o.ooco -o.oorq(0, - \r0.0089 - 0.0q41=9.1:i%

(c) If > - I (a perfectly negative correlation coefficient), lhen as the plice of A rises, the price

of B declines at the very same rate. In suclr a case, risk would be completely eliminated.

Therefore. when >ae - - 1, tJre ponfolio risk is:

No= J(0.0089+0.008e >*y :ri19.0089+0.0089(-r) : r/o.ooas-o.oosq- o

When we compare the results of (a), (b) and (c), we see that a positive correlation

between assets increases a portfolio's risk above thc levcl found at zero corelatiorr, while a

perf'ectly negative correlation eliminates that risk.

10.4 Reduction of risk through diversifieation
A asset's total risk can bb divided into systematic plus unsystematic risk, as shown

below.
Systematic risk (undiver-sified risk) + unsystematic risk (diversiliablc risk) = total risk = var (r)
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unsystematic risk is that portion of the risk that is unique to the firm ( for example,

risk due to strikes and managem€nt errors). Unsystemalic risk can be reduced to zero by

simple diversification
Simple diversification is the random selection of securities that ars to be added to a

portfolio. Ai the number of randomly selected securities added to a po*foiio is increased, the

ievel of unsystematic risk approaches to zero. However, narket-related systematic risk cannot

be reduced ty simple diveisification. This risk is common to all securities' The Figure 10.1

illustrates how totil risk approaches systematic risk as the number of securities in a portfolio

increases.

Ponfolio Risk

r$

.15

1?.

.10

.05

Unsvstematic Risk

'Iotal Risk. N

Systematic Risk

Figure 10.1: Systematic and unsystematic risk

f-Nurnber of

-- | randomly
? selected

I securities in

llhe portfolios

Diversifi{ration will usually decrease the unsyst€matic portion Qf total risk becattse

unsystematic risk is uncorrelated with the market, Diversification ig a technique of reducing

the risk in investment and in Portfolio Management.

Traditional approaches of diversification emphasis on the need for adequate

diversification. This involves as mady industries and companies as possible to get the best'

Simple diversification implies thit a portfolio made up of200 different securities is 10 tirnes

more diversified than a portfolio made up of 20 different seiurities. Ho*ever according to J.

H. Evans and S. H. Archer, as the number of securities added to a simply diversified portfilio

increases to l0 or 15,^the portfolio's risk will usually decrease toward the systematic levei of

risk in the market.

10.5 Portfolio Consauction
The objective of every rational investor is to maximize his retums and rninimize the

risk. Diversjfication is the merhod adopted for reducing risk, lt essentially results in the

construction of portfolios. The proper goal of portfolio constxuclion *'ould be to genelate a

portfolio that piovides the highesi retums and the lowest risk. Such a portfolio would be

knowr as the optimal portfolio. The process of findirrg the optimal portf,olio is described as

portfolio selection.

The conceptual framework and analltical tools for determining the optimal pottfolio

in disciplined and objective malner have been provided by Harry Markowitz in pioneering
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work on porcfolio analysis in 1952. Harry Markowitz opened the door to modem portfolio theory when

his article "Portfolio Selections" rvas published in the Joumal of Finance in.March 1952. This was the

first major publication indicating the impofiance of security return correlation in the construction of
stock ponfolio.

The dominance principle states that - (l ) among all invesnnelts with any given expected rate

of raurn, the one with the least risk is the most desirable or (2) among all thd assets in a given risk-
class, rhe one with the highest expeoted mte ofretum is dre most desirable.

Application of dominance pr,inciple reveals that FTR is dominated by ATW because they

have same risk but ATW has higher expected retum. ATW dominates GAC; their expected

returns iue same but ATW has less risk. So GAC is dominated and can be ignored.

Dominated securities are considered to be inferior investment. Although HTC is a

non-dominated ass€t, its relative risk and return opportuniti€s are somewhat not as appealing

as those ofATW and FTC. The dashed line from ATW to FTC represents the risk and return

ofall possible portfolios that can be formed from various proportions of ATW and FTC. HTC
is a dominated asset if portfolios are considered as possible assets.

The concept of dominant assets should be extended to include portfolios. Dominant assets

u'ill be ealled eificient portfolios whether they contain on€ o. many assets.

Portfolios that are not domirated lie on the efficient frontier. (ATW to FTC).

Convexity of the Efficient Frontier:
If the risk and return of all individual ass€ts on all security exchanges were plotted in

risk-retum spaae, they would be dorninated lry portfolios. The Figrue 10.2 contains individual

assets (stock and bonds) represented by dots in the lower right-hand side of the opportunity

set. The ef'ficient fiontier is represented by the heavy dark curve from E to F. Only dominant
portfolios will lie aiong the efficient frorttier.
Portfolios will always dominate individual assets because of the risk-reducing benefits of
diversification thzit portfolios enjoy. Only the highest-return portfolio F is likely to be a one-

asset effi ci€nt portfolio.

Expected risk (Ro)

Figure 10.2 : Opporturity set and eflcient llontier
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10.6 Capital Asset Pricing Model (CAPM)
The Capital Asset Pricing Model has its base in the portfblio theory of Markowitz.

H.M. Sharpe W F, Lintner J, and Mossin J have given the CAPM its present structure.

CAPM asserts that the selection of a portfolio will depend upon the risk free rate and the

market return.

The Capital Asset Model consists of a Capital Market Line (CML) and a Security

Market Line (SML). The Capital Market Line relates the expected return and risk for a

portfolio of securities. The Security Market Line relates the expected return ald risk of
individual securities.

Capital Market Line
The Capital Market Line states that there is a risk free rate that is provided by a

security. The risk free security has, in other words,. zero risk. This is also the rate available to

all investors in the market, at which they can borrow or letrd any amount in the market. Given

this return at zero risk, and the opportunity to lend or borrow, investors will desire a mix of
securities with a specific risk and risk free return at zero risk. The possibility ofthis risk free

retum modifies thi efficient frontier into a siraight line that begins with a risk free rate and

touches t}re efficient front as a tangential line" This is the Capital Market Line and gives all

combinations of risk llee assets and risky security portfolios to the investor. The CML is

shown in the Figure 10.3

Risk free

Expected risk

Figure 10.3- Capital Markettine ,,1

Any investor can achieve the point along the straight line (CML) try combining the proportion

of risky security portfolio and the risk free rate of retum. Any point on the CML is optimal

since the investor can always opt for a highet point of return for the same level of risk on the

Capital Market Line.

Security Market Line (SML)
The security market line (SML) is the CAPM specification of how risk and required

rate of retum are related and is the graphical depiction of the CIAPM' The CAPM theory

posits a linear relationship between an asset's risk and its required rate of retum This linear

relationship is called the Securify Market Line (as shown in Figure 10.4). Required rate of
return is on the vertical axis and beta, the measure ofrisk, is on the horizontal axis. fhe slope

ofthe line is the difference between the rate of return on the market index and risk fiee rate of
return 
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It is worthwhile to note that the sML shows the required return and risk at a pafticular

point in time. The SML can, and does change over time as a result of :

l. Changes in the risk free rate

2. Changes in the risk premium, which reflects investor beliefs'

Risk ( Beta )

Figure 10.4 The Security Market Line (SML)

More rbout CAPM
Thus, the cAPM establishes a linear relationship between the required rate of return

of a security and its systemic or undiversifiable risk /beta. In CAPM, the expected rate of

return can also te thought of as a required rate of retum becausb the market is assumed to be

in equilibrium. First of;ll, investors ian eanr a risk less rate of return by investing in risk less

ur."i lik" treasury bills. This risk free rate'of retum is designated & and the minimum retum

expect€d by the investors, In addition tD this, because investors are risk-averse, they will

exp€ct a ri;k premium to compensate them for {he additional risk assumed in investing in a.

risLy asset. Therefore,

Required rate of Return = Risk free Rate + Risk premium

Mathematically

\:R+Bj (Rn-Rr)

Thus the cAPM provide many useful in sights lbr *te finance manager to maximize

the value ofthe firm
e The CAPM provides an explieit measure ofthe risk premium. lt is the Product of the

Beta for a particular security j and the market risk premium (R' - R)
. It shows the type of risk for which shareholders require compensation in the foim ofa

higher risk piernium, and hence, a higher retum. Finance manager must keep sight of

the return sharoholders expect foi taking higher risk-

r lfthe market i3 efficient then the market discounts only the market risk. The required
' 

ratb of return of the investor is proportionate to the market risk i.e. Beta'

o With the held of this equation one know the required rate of return of other investors

. thereby their willingness to pay value for the share.

o The elegance ofthis formula is that, to known the expected rate of return, you have to

only prJdict the market movement i.e. market retum and beta for the individual stock.

r This cAPM has enabled us to know the required rate of other investors without doing

a survey.

&
o
!.1

4
lD

cr

1.50.5
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Example: Assuming that the risk-free rate (R) is 8%, and ihe expected return for the market

(R-) is 12%, then if
For b- 0(risk-free security)

b= 0.5

b= 1.0(market portfolio)

b= 2.0

10

Rt=S%+A02%-S%)=8%

&= 87o+0.5(12% - 8%7=19'/"

Rj= E%+1,0(t2% - 8%) = 12%

k!= 8%+L0(12% - 8%) = t6%

Example : Assuming the CAPM applies, if the market's expected retum is l3%,

the risk-free rate is 870, and stock A's tequired rate of return is 16%, what is the stock's beta

coefficient?

Solution: R, = R6tB, (R. - Rr)

t6%:8% + B(13%-8%)

0.16 = 0.08+8,(0.05)

0.0s = B(0.05)

Bi= 1.6

Example: Assume the following: the risk-fiee rate is 8 percent, and the market portfolio

expected return is 12 percent.

Portfolio Beta
A
B
C,

(a) Calculate for each of the three portfolios the expected return consistent with the capital

asset pricing model.

(b) Show graphically the expected portfolio retums in (a).

(c) Indicate what would happen to the capital market line if the expected retum on the market

portfolio were 10%.

Solution:
(a) Portfolio A : R : 8% +0.6(12% . tw1= 19.4"/"

Poftfblio B : R = 8% +1.0(12% - 8%) = 12.00/

Portfolio C : R = 8% +1.4{12o/o - 8o/o) = lJ.6yo

R(%
13.6

12

0.6

1.0

1.4

(b)

R r= E

6

4

0.6 l.q t^4

AB.CPortfolio
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(c) A lower expected return for the market portfolio would change the slope ofthe market line

downward, as is shown below:

8%+B( 12%-8%)

8o/o+B( t0%-8%)

Example 4: The risk-free rate is 6 percent, the required rate of return on the market is 12

percent and stock A has a beta coefficient of 1.2. Ifthe dividend expected during the coming
year is Rs.2 and the grorvth rate of dividends and eamings is 7 percent, at what price should

stock A sell?

Solution:

& = R+q G'" - Rr): 60/0 + 1.2(l7yo - 6Vo1 = 6o7o + 7 .2Y,' = 13'2%

Therefore, Dr

&-e 13.2% - 7%

Significance of Bera
Beta is a measure of the systematic/market risk of a security that cannot be avoided

through diversification, Beta is a relative measure of risk{he risk of an individual stock

relative to the market portfolio ofall stocks. If the security's retums move more {less) than

the market's returns as the latter changes, the security's returns have more (less) volatility
(fluctuations in price) than those of the market. For example, a security whose returns rise or
fall on average'15 percent when the market return rises or falls i0 percent is said to be an

aggressive or volatile security.
Securities with different slopes have different sensitivities to the returns ofthe market

index. If the slope of this relationship for a particular security is a 45 degree angle, as shown
for security B in figure-I0.5, the beta is 1.0. This means that for every I percent change in the
market's retum, on an average this seburity's retums change 1 percent. The market portfolio
has a beta of I .0.The rnarket portfolio represents the most diversified porrfolio of risky assets

an investor could buy since it includes all risky assets. A beta of 1.0 indicates an asset of
average risk. A beta coefficient greater than 1.0 indicates an asset of above - average risk.

Rs.2
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q)

o
d)a

L
B:0.6

Ivlarket Return

l'igure 10.5 Illustrative betas of 1.5 (A), 1.0(B), and 0 6 (C)

In Figure 10.5 security A's beta of 1.5 indicates that, on average, securlty retums are

1.5 times as rilatile as market retums, both up and down. A security whose retums rise or fall

on average 15 percent when the market return rises or falls 10 percent is said to be an

aggressive or volatile. security.

If the line is less steep than the 45-cl:gree line, beta is less than 1.0; this indicates that,

on average, a stock's retums have less votatiielity than the market as a whole' For example'

securiry as beta of 0.6 indicates that stoct returns move up or down, on average, only 60

percent as much as the market as a whol€.

Insummary'theaggregatem4rkethasalbetaofl.0.Morevolatile(risky)stocksha.ve
betas larger than 1.0 and leis volatile (rislry) stocks have betas smaller than I .0. As a relative

,,,aurur"-of .irh beta is very convenient. deta is useful for comparing the relativ€ systematic

risk of differeni stocks ani, in practice, is used by investors. to judge a stock's riskiness'

Stocks can be ranked by tlreir betas- Because the variance of the market is a constant across

all securities for a particuiar perioq ranking stocks by beta is tlre same as ranking them by

their absolute systematic risk. StocL witl ligir (iow) betas are said to be high (low) risk

securities.

Measurernent of Bets
The systernatic relationship b€t$r'een the retum on a security or a portfolio and that

on the markei can be described using a simple,lineai regression, taking the return on- a

securi$' or portfolio as the dependeni variabie and the retum on market portfolio as the

independent variable. The regression equation is

Ri = RrrE (R* - Rt

Bj represents the slope of the above regression model and measures the

responsi;nes; of the security/portfolio to the general markel and indicates how extensively

rhiretrun of the security/portfolio will vary with changes in the market retum'

Beta of a portfblio is nothing but ihe *eighted average of the betas of the securities

that consritute the portfoli". the weigits being the proportions of investments in the respective

secu ties.
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Suggested Questions & Problems

f" Illurtrite the 
"alculation 

ofthe expected return ofa portfolio with an example

2. Exptain the significance ofcovariance in the estimation ofthe risk ofa portlolio.

3. Diicuss the iripact of covariance or correlation between securities in a portfolio o. the

portfolio risk.

+- wtrat happens to the risk of a portfolio as more and more securities are added to the

portfolio? Explain the concept of iisk reduction through the portfolio diversification.

5. ilow is expe;ted retum for one securify determined? for a portiolio?

6. Define diversifiable and non-diversifiable risk?

7. "CAPM postulates the nature of the relationship betrveen the expect€d retum and the

systematic risk of a security." Explain.

8. Iiow can CAPM be used to assess the required rate of retum of a security?

9. Compare and contrast CML and SML.

10. Security Ir4 has a beta of 0.75 while security N has a beta of 1.45. calculate the

expected retum for these securities, assuming that the risk free rate is 5 percent and the

expected return of the market is I 4 percent'

I L Use the CApM to asc€rtain the seiurity retum if the market return is l8 % and the

risk-free rate is 5olo.The security has a beta of 0.75 with the market

12. use the following data.to calculate the variance and standard deviation f,or a portfolio

containing stock A and stock B
>as (co(elation) = 0.60 ;]rL= i2 ; lr[= 24 i w*= 0'6 i we:0'4

l3. Calculate ihe expected retum of a portfolio composed of the following securities :

Security expected return

(percent)

propofiion
(percent)

I
1

3

l(a

l5
20

20

30

50

What would be the expected return if the proportion of each security in the porrfolio

were 20 , 20 and 60 percerit resp€ctiv5ly ?

95



Unit Xl

Mutual Fund and Portfolio Perf,ormance

Learning Objectives: This unit aims to provide the students r.vith an introduction to an

overview of mutual fund operations and assessment of portfolio performance. Affer going

through Unit XI, shrdents will be able to learn the following concepts:

)> Advantages of Mutual Fund

F Types of mutual funds
F Calculation of NAV
) Open and closed-ended mutual fund

F Poftfolioperformancemeasurement

F Risk retum trade off
! Treynor, Sharpe and Jensen's measures ofportfolio performance

11,1 Mutual Fund

Mutual Funds (MFs) are undoubtedly an important product innovation in the financial
field, as an insfiument of raising capital from the wider public for corporate enterprise growth.

Historically, MFs, originally called Unit Trusts in the United Kingdom, were invented for the

mass of relalively small investors. Investors are issued 'units', thus, for an investor,
inveslments in MF imply buying shares (or portions) of the MF and becoming the

shareholders of the fund.

ln India, the Unir Trust of India (UTI), created in 1964 was the first MF. It enjoyed

complete monopoly of MF business up to 1988. The MF business was progrcssively op€ned

to competition post I988. This move gathered momenlum after the adoption of economic

liberalization in 1991,and the creation of SEBI in 1992. As of end March 2006, 38 MFs are

registered with SEBI rvith an asset base ofRs. 2,318,620 million
In recent years, the MF schemes have diversified considerably thus expanding the

basket of investment opportunities to suit the different needs of the investors. There are

schemes that invest only in equities, in debt instruments or in both, in real estates, gold units

etc. The objectives of the MFs have also widened, with the MFs investing in growth stocks, in
stocks of a particular sector. The MI?s are managed aggressively as well as passively. Thus

investors have a variety of options such as income funds, balanced funds, liquid frrnds, gilt
funds, index funds, exchange traded funds, secoral funds to deploy their savings
Definition

N4utual funds are associations or trust of public members (investors) rvho wish to
make investments in the {inancial instruments or assets of the business sector or coeorate
sector for the mutual benefits of its members. lt is an investment vehicle that pool togethcr
funds from investors to purchase stocks, bonds or other securities. Ihe fund collccts moneys
of the members from their savings and invests them in a diversified porlfolio of financial
assets with a vierv to reduce risks and to maximize their income and capital appreciation for
distribution to its members on a pro-rata basis. The members enjoy collectively't-he benefits of
expertise in investment by specialists in the trust, economies of scale lvhich no single
individuai by himself could enjoy. Mutual fund is rhus a concept of mutual help by
subscribers for portfolio irvestments by experts in the field. The first rnutual fund was set by
UTI in the year 1964, i.e. Unit 64

Advanlages of Mutual Fund
The followings are the advantages to the investors in the mutual funds

l) Professional management- Experienced l'und nanagers supported by a research team,

scan the ma"rket environmelt and select the appropriate securities. and then rebaiance

the porttblios as and rvhen needed.
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2) Diversification- Mutual funds invest in a diverse range of securities and over many

industries and sectors. Hence, funds are not placed in one basket. Normally an investor

has to have large sum of money to achieve this objective, if he invests directly in the

stock market. ihrough mutual funds, he can achieve diversification of portfolio at a

fraction of the cost.

Convenient administration- For the investors there is reduction in paper works and

saving in timg problems related to bad deliveries of securities etc.

Retuin potential- Medium and long term mutual funds have.the potential to 
_provide

high retums, The retum ofcourse depends on the securities included in the portfolio

Low costs- The fund handles the inYestments of a large number of people and huge

amount, they are in a position to pass on relatively low brokerage and other costs

because ofeconomies of scale

6) Liquitlity- Mutual funds provide liquidity in two ways. In open-ended schemes., the
' 

investors can get back his money at iny time by selling back the units to the fund at a

price linked r; irs NAV. In the cloSed-en<i scheme, he has the option to sell the units

ihrough stock exchange. Thus, under both categories, the liquidity is high

7) Traniparency-Mutu;l funds provide information on each scheme about the speci{ic

investments made tlere-under and so on

8) Flexibility- currently most funds have regular investm€nt plans, regular withdrawal' 
plans aad dividend riinvestnnent schemes. A great deal of flexibility is assured in the

process.

9) 
-Choice 

of scheme- Mutual funds offers a variety of schemes to suit varying needs of

the investors. Above 500 schemes are in operation in India.

10) well -regulated - The funds are register€d .yvith the sEBl and their operations are

continuously monitored. Hence risk of fiaud is limited.

Types of Mutual Funds
There are various types of mutual firnds in a financial market. The mutual funds can

be classified into many categories depending on the chaxacteristic of the funds" inl,estment

objectives and pattern of, investments.

a) Based on characteristics, the funds may be

-closed ended scheme

- Open ended scheme

The key differences between the closed-ended and open-ended schemes are as follows

3)

4)

5)

Closed-ended scheme opgn-ended scheme

l) The subscription to a closed ended fund is kept

open only for a limited period

2) Does not allow investors,to withdraw firnds as

and when they like

3) has a fxed maturity period (usually 5 to 15

years)

4) listed on the secondary rnarket

5) size of the fund is more or less stable for the

entire period

6) In the secondary market, investors get value at

a discount (varying from l0 % to 30 o/o ) over

their net asset valueCNAV)

t) S.h.t"" 
"*tpts 

funds Aom investors by 
I

offering its units on a continuing basis 
I
I

2) permits investors to withdraw lunds on a

continuing basis under a re-purchase arrangemert

3) has no maturity

4) ordinarily not listed

5) size varies widelyl it is not constant

6) Investor gets value close to the NAV

b) Based on the objectives, the firnds may be classified into-

-Growth funds
- Income funds

-Balanced fund 
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Growth funds specialize in securing capital appreciation, and hence, mainly invest in the

equity market. Riik and return possibility are very high in the case of growth fund

Income funls aim at the maximization of income by investing mainly in the fixed income

securities, and hence risk and retum are low to moderate

Bslauced Funds aim at troth and in ajudicious mix of investment

c) Based on the pattern ofinvestments, the funds may also be classified into various types

r Equity schemes- invest the bulk of their fund in equity shares

o Inierfundslschemee: It is equity scheme that invests its corpus in a basket of equity

stocks that comprises a given stock market index such as the Sensex or Nifty index;

Example-UTl Master Index

. Sectoral Schemes- invest its corpus in the equity stocks ofa given sector such as lT,

Automobile, pfiarma, real estate and so on. Example- UTI petro and Franklin Infotech

o Gilt Schemes- invest mainly in Government bonds

r Cash/liquid Schemes- invest primarily in the mo=pey market instruments

r Fund offund schemes-invests in different mutual fund schemes

. Real estate schemes-invest in real estate (eithsr Own and Operate or lend money to

real estate ovr'ners)

. Municipali8 bond funds-invest in a portfolio consisting entirely of tax-€xempt

bonds

Open-ended mutual funds
In an open ended mutual fund scheme lhe units are available for sale throughout the

year. There is no ceiling on the units for sale. The units, which axe a[lotted to investors, are

called unit holders. The fund can redeem the outstanding units at an)"time. There is no

opening and closing time for these schemes. The open-ended scheme provides liquidity for

the unit holders. Unit holders can sale his units whenever he wants. The purchase and sale

pric€ of the units is frated by the mutual fund on tlre basis of NAV (Net Asset Value) of the

units. Therefore, fhe NAV is the most impofiant factor in the mutual fund sector. The NAV is

calculated by the fund and is published at least once in a week. The number of units of the

open€nd€d fund varies from day to day basis. Open-ended funds are managed, issued and

oporated by the fund managers as per the regulations of the SEBI- 'fhe NAV of the open-

ended fund changes every day.

The open-ended funds are very popular among the investors. These schemes ensure

the investors dividends, capital appreciation, safety, and liquidity. The funds are legally bound

to repurchase the units. The value ofthe units is influenced by the NAV.

Close Ended Mutual Funds
The close-ended funds are fixed in size as regards the corpus of the funds and the

number of shares. iJo fresh units are created in these funds after tlre origin of the scheme

expires, The close ended fund schemes sell the units at a fixed time. The units are offered to

public when the issue is open for subscription. lt has t'ixed time duration for the operation of
the scheme. They do not sell additional units, after the sale ofa fixed number of units at the

initial stage. The scheme corpus fund remains hxed till their redemption. The schemes havc a

lock-in-period of3 to 5 years. They may offer a guaranteed dividend. The units ofthe close-

ended are not redeemed by mutual funds before the termination ofthe period of the scheme.

The units ar€ listed on tihe stock market and can be traded by the investors. Thus, scheme

offers liquidity and transparency to the investors.

Money Flarket Mutual Funds (MMMF)
The RBI permitted the money matket mutual fund scheme in April i992' [t provides

additional avenues to the individual investors. The private sector mutual funds antl banks are

aliowed to set up those funds. The schemes are offered to the individual investors and

oorporate. Now, the scheme is liberalized and the lock-in- period is brought down to 15 days.

The scheme provides better liquidity and ready market to th€ investors. The invpstmettt
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should be confined to call money, certificate of deposits' commercial papers, comrr'ercial

Lili; ;**"t bills, and darcd lovernment securities. The MMMF schemes offer high

tiquidity andietter ieturns than bink deposits. Th9 retl1n 
9n 

th9 money market mutual funds

*ly U" in the form of bonus or capital appreciation. The low.liquidity an! high relu.rTr are

uuuitott" from commercial bills, company Deposit schemes (cDS) and commercial Paper

i"fr"rn". (CPS). The other financial inttru*"nts have high liquidity bur lorv- retums' The

popularity of these funds with tlre common investors is yet to gain SEBI is the-regulatory

luilorityto grant the permission to operate the MMMF'- Ihe sponsor of MMF. should be a

*gi*t".fo 
"oitp-y 

or scheduled banli or all India level financial institution with good track

i"I"rJ. Sp""r"ii"j 
"o-p*y 

should have at least 40% of equity in the paid up equity of the

MMMF.
Growth-Oricnted Funds

Mutualfundsoffergrowth.oriented.sche$estotheinvestors'Theseschemesare
offered to meet the investorJ need to make money for long term purpose' These funds are

aimed at achieving capital appreciation. These funds do not offer fixed regular r€turns but

provide substantii caiitat appreciation in the long nrn. The pattem of investment is general

oriented towards shari of higil growth companies' The grcwth scheme is more useful to the

tng-term objectives of the iiveitors. The imount of money collected by these schemes..will

be i'nvested iin the growth-oriented securities. Generally 80% ofthe collected amount will be

deployed in their s-egnrent. These schemes are useful to the investors to meet the purpose of

th;ir children's *niiugt or education or social customs. This scheme does not Provide

liquidity.
rt" gro*tr, funds invest primarily in equities and speculative investments. The following are

the examples of gtowth schemes.

(1) Primary eiluity fund (UTI)
(2) Grand master (UTI)
(3) Master gain (UTI)
(4) UGS-5000 (UTI)
(5) Master Share (UTI)
(6) Magnum Triple Plus Scheme (SBl,MF)

(7) Can stock, can growth can share (Can Bank MF)

(8) Equity growth tund (PNB MF)
(9) Growth plus (GIC MF)
(10) Morgan Stanley gro*th fund (Kothaxi MF)

Income Funds
Income funds are targeted towards high current income and sreate low risk to the

inv€stors. It offers regular lncome to investors. These funds offer a r€turn much higher than

the bank deposits bui with loss capital appreciation. The empha5is being on regular returns'

the partern of investment is also oriented towards fixed income yielding securities_such as

convertible debentures of consist€ntly good dividend companies' They pay the funds return

on the monthly basis. The pensionerj, rural irrcome groups and urban average groups are- the

major investors in these funds. These kinds of people depend on the income to meet their

regular expenditure. The following are the examples of incomc-oriented funds.

(1) U.S.64 (UTl)
(2) Magnum Monthly Income Plan (SBI MF)
(3) Dhana Shree (LIC MF)
(4) GIC Safe (GIC MF)

Balanced Funds
Balanced funds combine ttre income and growth- These offer a blend of immediate average

retums and reasonable capital appreciation in the long run. The investment portfolio of these

funds is evenly distribudd among fixed income bearing corporate securities Tg "otT.ol
stock with grtwth potential. Frinds investment pordolio consists of securities, uhich

facilitates to generatelncome as well as capital appreciation' The balanced ftrnd is also known



as "Income cum grorth funds". The aim ofthe fund is to provide a regular income and capital
apprer;iation to the investors. The following are the examples ofbalanced funds.

( l) Regular Income Plus (PNB MF)
(2) Balanced Fund (GIC MF)

Specialized Funds
Presently the market is flooded with a number of variety schemes. The mutual funds

offer different schemes to investors in order to attract them. Therefore they started some

specialized funds in the market. These funds are invested in a particular industry like cement,
steel, jute power, tsxtiles. These funds carry high risks because the fund is-exposed to a

parlicular industry. The specialized funds coliect money from the investors and invest
exclusively in specialized securities. The fund operates rvithin the following special
environment.

(a) Investment in only equity.
(b) Investment in blue clip company shares.

(c) Investment in money market operations.
(d) Investment in listed securities.
(e) Investment in bonds.
(f) Investment in foreign securities.
(g) Investment in new issues.

The mutual funds state the investment objectives in the prospectus at th€ time of issue. The
fund should invest in stated t-inancial instruments.
Off-shore Funds

Off'-shore funds are also called as "International Funds". These kinds of schemes are
introduced to attract the foreign capitel. These funds are registered in abroad and thus are
regulated from abroad, Tlrese schemes are meant for NRIs. These schemes faciulate some ta\
relief to the non-residents. The RBI permits these schernes and'the Ministry ofFinance states
required conditions. lhe non'residents sirail invest mouey in the fund out of Non-resident
extemal account. The irrcome generat€d out of such fund will not be taxable. These schemes
are more useful to the'Non-residents.
Tax Free Funds

The tax-free lirnds are introduced ta avail tax exemptions as per the Income Tax Act
1961' This scherne is useful to high-income eamers. l'ax-fiee firnd consists of the portfolio
with tax-free securities. A low rate of tax-free fund is equal to a high rate oflaxable fund.
lndex Funds

lndex funds are associated with the stock rnarket index. Tlie value of index fund
depends upon the stock market index. Ifthe stock market index rises its value will increase. If
it falls, the value deciines. These schemes are based on sensex. UTI has launched an index
fund by considering the index value bf25 scrips listed in BSE.
Area Funds

The area fund is a newly launched scheme in the market. The fund is a vehicle to
facilitate thetollection ofmoney from the public and invests in a particular area. These funds
are raised in other countries for providing access ro foreign invesiors. The india growth fund
and the India Fund raised in the US and UK respectivery ie examples of area funis.
Customers Group Funds

These mutual funds mobilize savings of the public from the market by offering
various schemes. They collect the money from the market by fulfi ing the needs of tirl
investors.-The funds are designed to rneer ihe growing needs of the investors. These funds are
designed for the betefit ofa particular group ii socie[, such as wolnen, girl, and children,

Sector Funds
Sector funds will invest the mobilised amounts into a specific sector. It is the new and

popular scheme available in the market. They invest the amount in a ehosen sector onry. l'he
entire amount collected by way of this scheme will be deployed in a particular industry. For
ex: steel, pharma, chemical etc. The funds investnent portiolio consisti of securities issued by
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any sector of the market. Its portfolio has high risk bearing capacity. lherefore, it is nr:t

advisable to the small investors.

Benefits of Mutual Funds
Investment is an activity involving in buying and selling of the financial assets or fixed

assets with a hope of receiving future benefits. The investor is rewarded with a return. All

rational investori prefer return but most invcstors dre risk averse. The investor always desires

to minimise the riik and maximise the retum. Some investors prefer regular retum and others

prefer capital appreciation. The different people will have different commitments. The

p"n.ion"ri and employees are interested in regular retuln. The wealthy investors seck

minirnization of taies through making investments. The mutual funds are encouraging

investors to save and invest in innovative need based various schemes in sush schemes.

Mutuai funds offer the following benefits to the investing public:

1. Encourage saving habits in the society'

2. Develop the capital market by investing the pooled money.

3. Provide tax shelter.

4. Create safety to the investment.

5. Render the portfolio management services to the investors.

6. Provide expert portfolio management services to the investors,

7. Facilitate capital appreciation to the investors'

8. Provide tax exemption from capital gains.

9. Provide various schemes at a reduced risk.

10. Create opportunity to the small investors to enjoy the benefit ofcapital marke'

I l. Facilitati automatic reinvesffnent facilities ofdividends and capital appreciation.

Regulation of Mutual Funds
Leaving aside UTI, which has been existing since 1964, two financial Institutions,

mainly GIC an.l LIC hur ser up their mutual funds in 1989 and 1990 respectively. Since 1987,

sturting with SBI, a number of Public ssctor banks has set up Mutual Fund, rvhich has been

regulateil by the RBL The Mutual Funds of LIC and GIC were regulated by the Investment

Division.

After SEBI got legal status ill 1992, all murual Funds have been brought under its

supervision, except, the money market mutual filnds 
"and 

off shore mutual funds, rvhich are

also bounded by the guidelines ofRBI and the Ministry ofFinance

The investments of mutual funds are subjected to a set of regulations prescribed by

the SEBI.

Restrictions on luutual ['und Invsstments

Generally the mutual funds are allowed to invest the funds in transferable securities

eitlrer in the money market or capita| market. They include privately placed debentures or

securitized debt. The RBI and the SEBI have issued guidelines by imposing the following

restrictions on the investment decisions ofthe mutual funds.

(a) The growth fund portfolios must oonsist of debentures, securitized debt and 
_other

unquot"d de'bt instruments. These debt instrutnents shall not exceed 10% and 40% in

case of iltcome funds ofthe total funds.

(b) The mutual funds shall purchase all debt insrruments, which have been rated by credit

rating agencies.

MFs arJnot allowed to gant the term loans to the industries.

The MFs are not allowed to invest more than 57o of its corpus fund in any one

conpany's shares.

the MFs should not hold 5olo of any company's paid up capital carrying voting rights'

The MFs should not investment more than 10% of its funds in the shares or debentures

or other securities in a singlo company.

(c)

(d)

(e)

(0

(g) The MFs are not allowed to enter into transactions of the same Asset Management

Company.

(ir) The MFs are not allorved to invest more than 15% of its funds in the shales and

debenfures of any specific industry.
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The MFs are not allowed to involve in short selling or carry forward transactions or bad

finances.

The MFs should take physical delivery of shares for purchases and deliver the scrips on

sale ofshares.
Transfers from one scheme to another scheme are allowed subject to tle same

conditions.

Recelt Developments in Mutual Funds
Ons of the important features of the mutual firnd is that most of them are alrcady in

leasing and hire purchase business. All the mutual funds do not get tax benefits like UTI,
hence they are entering into leasing business as a tax shield. Most of these mutual funds Bre

investing in the equities of fast growing conipanies. This ambition for growth may prove

trouble to some funds. t'he mutual funds have been. getting the expert services from banking,

finance and academic ftelili with a view to introduce the professio'nalism. Another important

development in this are6 is the organization of mutual funds by the reputed industrial houses

like, Tata's, Birla's, Reliance etc. in collaboration of foreign banks to Xap non resident

investments, These funds would be utilized for investrnent in shares of llrdiaLn companies, for
setting new projects involving high technolog.

Alother important set up ofthe public sector mutual funds is the splitting ofthe UTI
into two organizations such UTI-I and UTI-[. The UTI-I vrill be the public sector, where as

UTI-II will be slowly privatized. On account of this development the private seotor mutual

funds will gain prominence in the mutual firnd business.

The future prospects of .mutual funds are considerably very, bright in view of
expanding investors support aod initiation of the novel. proposals by tlie governnlent of India

and mutual funds. The recent developments in the mutual funds business are listed belowi
(D Launching of several new varieties of schemes offsring triple benefits of income,

liqrridity and growth.
(ii) Introduction of tax beriefit schemes to attract the taxpayers to r€duce the tax liability

under section 88 of Indian Income Tax Act-I961
(iiD The budget for 1992-93 has giien tax exemption for lhe mutual ftrnd ilcorne under

inoome fax.act. This will encourage the setting up of new mutual funds in India both in

(i,) 
.}fi:t;J**:l*t;::'i:'; 

encouraging the private sector ro set up mutuar funds as per

the guidelines of SEBI.

Key Firancial Terminologr related fo Mutual Funds
Net Asset Value (NAV)-

Net Asset Value is the actual value of 4 $hare/unit on any business day. It is'comput€d
as follows:

Market value of invested fund+ Receivables+ Accrued Income-liabilities-
expenses

NAV=
Number of shares or units outstanding

The calculation of NAV inay be illustrated with the help of a simple example, as follows
Size ofthe scheme= Rs 200 crores

Face value ofthe uniis= Rs l0
Number of Units outstanding = 20 crores
Market value of invested funds= Rs 300 crores
Receivables: Rs 30 cores

Accrued Income= 10 crores

Liabilities- Rs l5 crores

Accrued expenses= Rs 5 crores

NAV= (300+30+10-15-5y20 : Rs 16
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Rite of Return
The periodic rate of retum on a mutual fund scheme is calculated ds follows:

Rate of Return

for the period =

Example:

NAV at the end- NAV at the beginning+ Dividend paid

NAV at the beginning oflhe period

NAV (beginning)= Rs 20

NAV (at the end): Rs 25

Dividend Paid= Re I

Rate of Retum : {(25-20)+l}t 20: 3A %

Market price, repurchase price, and reissne price

A closed-ended scheme has to be listed on recognized stock exchanges to gnsure that

its investors enjoy liquidity. Generally, the market price ofa closed-ended scheme tends to be

lower than its NAV. If the market price is lower than the NAV, the scheme is said to be

selling at discount. If it is higher, the scheme is said to be selling at a premium. In addition to

listing, the mutual fund may also offer the facilities of repurchase. The repurchase price is

usually linked to the NAV.
Unlike a closed-ended scheme, an open ended scheme is not listed on the stock

exchanges. In general, the mutual fund repurchases or issues its units or shares on a

continuing basis, The repurchase and reissue prices are closely linked to the NAV'

11.2 ilortfoliolNlutual fund Performance
Importance

One important issue that remains is the 'bottom line' of the investing process:

evaluating the performance of a portfolio. The question to answer is: Is the return on a

portfolio, less all expenses, adequate to compensate for the risk that was taken? Every

investor should be concemed with this issue because, after all, the objective of investing is to

increase or at least protect financial wealth. Unsatisfactory results must be delected so that

changes can be made.

Evaluating portfolio performance is important regardless of whether individual

investors manages his own funds or invests indireclly through mutual furtds. Direct investing

can be time consuming and has high opportunity costs. If the results are not encouraging why

do it. On the other hand if professionally portfolio managers are emplpyed, it is necessary to

know how well they perform. The perfornance has to be evaluated before intelligent

decisions can be made about existing portfolio.

Key dimensions of portfolio perforrnance evaluation
One ofthe most popular ways ofmeasuring management's/ portlolio performance is

by comparing the return of the portfolio with the market or with a random portfolio. The

portfolio with the highest retum is by this criterion deemed the better portfolio. However,

merely measuring and comparing the returns on a managed and unmanaged portfolio is not

enough. The investor must determine the relative riSkiness ofthe podfolio under analysis. It is

entirely possible that the managed portfolio has achieved higher returns than the market or the

unmanaged portfolio by taking on considerably more risky investments. It is not surprising

under such circumstances for higher retums to occur, for higher retums should go along with

higher risk. Only after the relative risks of the portfolio is considered, the comparison of
returns is meaningfi.rl.

Thus, in assessing the performance of a portfolio, it is necessary to consider both risk

and return. If the skill with which management minimizes risk is not considered in the

ranking of porffolios' average return, rank will be an oversimplified performance measures.

Therefore, the real need is for an index of portfolio performance that is determined by both
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the return and the risk of a portfolio. Therefore, the key dimensions of porrfolio performance

evaluation are rate of return and risk.
Rate of return
The rate ofretum from a portfolio for a given period is measured as follows:

T'erminal value + Dividend income-lnitial value

Initial value

To illustrate the calculation ofthe rate ofreturn, let us look at the following data:

-Initial market value ofthe portfolio
-Dividend and interest income received toward the end oithe year
- Terminal market value ofthe portfolio
The rate ofreturn on this portfolio is simply

10,000 +( I05,000- t 00,000)

= 0.15 or l5 %
1,00,000

Risk
The risk of a portfblio can be measured in various ways. Two most commonly used

meastues of risk arc: variability and beta (both of them were discussed at lengt,\ in the
prcvious unit)

Risk adjusted measure of performance
Based on the concepts of capital market theory and recognizing the necessity to

inoorporate retum and risk into the analysis, three researchers -William Sharpe, Jack Treynor,
and Michael Jensen- developed measures of porfolio performance. Thus, there are three
"single-parameter portfolio performance index " that calculates its index number from both the
-risk and relurn statistics.

l. Sharpe's portfolio pe.rfbrmance measure

2. Treynor's portfolio perfdrmance measure

3. Jensen's portfblio performance measure

Sharpe's Portfolio Performance Measure
William Sharpe has devised an index of ponfolio performance, denoted Si. rvhich is defined in
the following equatiorl for ith portfolio

Toial risk
Where,

S;. : Sharpe lndex

\ = Average retum on portlolio i

& = risk-free rate of interest

N : standard deviation ( risk) ofthe returns for portfolir: i

The numerator R;R1 is called the risk-premium for portfolio. The risk-premium is that return
over and above the risk-less rlrte that is paid to induce investors to take risk. T hus, the Sharpe

Index measures the risk premium of the portfolio relative to the total amount of risk in the
portfolio.
For example, assume that portfolio A has an average return of l0 % wirh a sundard deviatiorl
of ZYo and portfolio B has an average retum of 12 Yo and a standard deviation of 4o4.

Further, assun)e that risk free rate is 5 %. fhen the Sharpe Index for A equals

104

: Rs 1,00,000

: Rs 10,000

: Rs 105,000

N



I

0. I -0.5

0.02

For B,

0.12-0.5

------- = I .75

. 0.04

Thus, A ranked as the better portfolio because its index is higher (2.5>l'75), despite

the fact that the portfolio B had a higher retum (12'/'> l0%').

Treynor's Portfolio Performance Meagure

Mr Jack Treynor conceived an index of portfolio performance that is based on

systematic risk, as measured by porfolio's beta co-efficien{ rather than on total risk like

Sharpe measure. Treynor's single parameter investrnent performance index number for

ranking purposes is defined in the following equation

Risk-premium &-F.r
T.:,

Systematic risk index Bi

where,

Ti, : Treynor lndex

Ri = Average retum bn Portfolio i

& = risk-free rate of interest

IJ;= beta co'eflicient for portfolio i

Thus, Treynor lndex measures the risk premium'of the portfolio, where risk premium equals

the diflerence between the retum of the portfolio and the riskless rate. For example, if we

assume the same two hlpothetical portfolios, A and B from the previous section, and

furthermore assume that the beta co-e{ficients are 0,5 and 1.0, then the Treynor lndex for A

equals

0.1-0.05

= 0.10

and for B,

0.5

0.12-0.05
:0.07

0.1

Again, portfolio A performed better than B. Both the Sharpe and Treynor indexes ranked A

higher than B despite B's higher return.

Jensen's Portfolio Performance Measure
The Treynor and Sharpe Iudex models provide measures for ranking the relative

performance of various portfolios, on a risk-adjusted basis. Jensen attempts to construct a

measure of absolute performance on a risk-adjusted basis-that is, a definite standard against

which performances of the various funds can be measured. This standard is based on

measuring the portfolio nianager's predictive abitity that is, his abilitli to eam returns tkough

successful prediction of security prices which are higher than those which we would expect,

given the livel of riskiness of iris portfolio, In otheiwords, he is attempting to determine if
more than expected returns are being eamed for the portfolio's riskiness'
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Linear equation for calculating Jensen lndex

Rr-Rr- K+Br (R__ Rr)

.or K=R{RrF0iG'"-R )

where,

. I(1, = Jensen alpha

& = Average return on portfolio i

& = risk-free rate of interest

0 i= beta co-efficient for portfolio i

R. : Average retum on a market portfolio

Example
Information regarding two mutual funds and a market index are given below:

Fund Return (%) standard deviation (%) Beta

Gold
Platinum
Market index

7

t6
10

0.72

1.33

1.0

r5
35

24

Assuming the risk-*ee return as 5 percant, calculate Jensen alpha for the f*'o ftrnds.

Solution:

Jensen alpha-- l( = &-(Rd R i G*- Rr))

Gold fi'"rnd--- K = Rr(Rr+ lJ r (R,.- Rr))

= 7-(5+0-72( l0-s))

=-l.6Vo

Platinum lund--- 6 = &-(Rf+ B, (R*..Rf))

: 16-(5+1.33( l0-s'

= 4.35 Yo

Platinum fund is perfoqning betrer thal the Gold fund

A Comparison of the Three Composite Measures

The Sharpe msasure, which uses the stanilard deviation, evaluates portfolio
performanqo on the basis of both the po{folio's retum and its diversification, Treynor's
measure considers only the systematic risk of the portfolio and, like the Sharpe nreasure, can

be used to rank portfolios on the trasis of realiz,ed performance, Although th€ Sharpe and

Treynor mdasures rank portfolios, they do not tell us in percentage terms how much a fund

outperform (or underperformed) some benchmarli,

Like the Treynor measure, Jensen's plpha uses beta as the m,easure of dsk. Jensen's

measure is not suitable for ranking portfolio performance. but it can be modified to do so. The

Jensen and the Treynor measures can producg with proper ad-iusrments, identicai relative
rankings of poffolio performance.
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If a ponfolio is completely diversified, all three measures will agree on a ranking of
portfolios. The reason for this is that with complete diversification, total variance is equal to

systematic variance. When portfolios are not completely diversified, the Treynor and Jensen

measures can rank relatively undiversified portfolio much higher than the Sharpe measure

does. Because the Sharpe measure uses total risk, both systematic and nonsystematic

components are included.

Another difference in the measures is that the Sharpe and Treynor measures use

ar€rag€ returns over the measurement period, including the average risk-free rate. The Jensen

measure uses the period -by-period retums and risk -free rate.

Suggested Questions and Probtems

1) What are the key differences between closed-ended and open-ended schemes?

Z) Describe the characteristics of the following broad categories of mutual fund

schemes: equity scheme, index fund, money market mutual funds etc.

Describe the key regulations applicable to investments of a mutual fund.
\\'hat are risk- adjusted return measures? Explain the various measures of portfolio
performance evaluation?

Consider the follou'ing information for three mutual funds A,B and C and the market.

Mean Retum(%) Standard

Deviation(%)
Beta

t2 l8 l.l
B l0 1.5 09
C l3 70 t.2

Market index ll t1 1.00

The mean risk-free rate was 6010. Calculate the Trc.vnor measure, Sharpe rneasure and
Jensen measure for the three nutual funds and the market index.

The information for Growth Fund A and Grouth Fund B is given belorv:

GROWTH FUND A
End ofYear Ending NAV Capital Gains

Distribution
Cash Dividend

l)istribution
l9x3 Rs.45 Rs. 1.25 Rs.0.25
l9x? Rs.40 Rs. i.50 Rs.o.15
l9xl Rs,38 Rs.1. l0 Rs.0.l0

w'tH B
End ofYear Ending NAV Capital Cails

Distribution
Cash Dividend

Distribution
l9x3 Rs.50 Rs.1.00 tu.0.45
19 X2 Rs.42 Rs.2.50 Rs.0 40
19Xl Rs.40 Rs. L75 Rs.0.3 5

Which fund had the higher rate of retum in year l9X3,l
7) The rate of retum and risk for three groMh-oriented mutual funds q,ere calculated

ovet the most recent 5 years and are listed below:

Growth Fund

Return Risk(Std.Dev.)

Axle t5% 16%
Joseph 139/o 18%
Sharp 1lY b tl/o
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Rank each fund by Sharpe's index of portfolio petformance ifthe risk-free rate is '19/0.

8) Use the Sharpe Index Model to select the best combination of securities

portfolio. The risk free rate is 5olo and market standard deviation is 20%

Security S1 S2 S3 S4 S5

Risk(Beta) r.5 1.2 1.3 1.4 0.85

Retum l2Y. 7 5o/c' 10% l60/o 8i'o

Error 2OYo 15V, t2% 24% 22%

ata

for a
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