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Syllabus

Syllabus Structure

A | Financial Markets and Institutions 30%
B |Financial Risk Management 25%
C | Security Analysis and Portfolio Management 20%
D |Investment Decisions 25%

ASSESSMENT STRATEGY
There will be written examination paper of three hours.
OBJECTIVES

To provide expert knowledge on setting financial objectives and goals, managing financial resources,
financial risk management, thorough understanding of investment portfolios and financial insfruments.

Learning Aims
The syllabus aims to fest the student’s ability fo :

. Evaluate the role of agents and instruments in financial markets

u Interpret the relevance of financial institutions

" Analyze the degree of risk for its effective management

L] Adyvise on investment opportunifies
Skill set required

Level C: Requiring skill levels of knowledge, comprehension, application, analysis, synthesis and evaluation.

Section A : Financial Markets and Institutions 30%
1. Agents in Financial Markets
2. Financial Market Instruments
3. Commodity Exchange
4. Infrastructure Financing
Section B : Financial Risk Management 25%
5. Capital Market Instruments
6. Types of Financial Risks
7. Financial Derivatives as a tool for Risk Management
8. Financial Risk Management in International Operations
Section C : Security Analysis and Portfolio Management 20%
9. Security Analysis & Portfolio Management
Section D : Investment Decisions 25%
10.(a)Investment Decisions under uncertainty
(b)Investments in advanced technological environment
(c)International Investments
SECTION A: FINANCIAL MARKETS AND INSTITUTIONS [30 MARKS]

1. Agentsin Financial Markets
(a) Reserve Bank of India; SEBI; Banking Institutions
(b) Non-Bank Financial Corporation’s (NBFCs)
(c) Insurance, Pension Plans and Mutual Funds




2. Financial Market Instruments
(a) Call money, Treasury Bills, Commercial Bills, Commercial Paper; Certificate of Deposits,
Government Securities and Bonds, Repo, Reverse Repo and Promissory Notes
(b) Futures, Options, other Derivatives
(c) Money Market Instruments & Mutual Funds
3. Commodity Exchange
(a) Regulatory Structure, Design of markets
(b) Issuesin Agricultural, Non-Agricultural Markets, product design, contract specifications, spot
price and present practices of commodities exchanges
(c) Intermediaries, Clearing house operations, risk management procedures and delivery related
issues
(d) Issues related to monitoring and surveillance by exchanges and regulator, Basic risk and its
importance in pricing
(e) Commodity options on futures and its mechanism
4.  Infrastructure Financing
(a) Financial objectives, policies on financing, investments and dividends. Financial forecasting,
planning and uncertainties, interest rates, inflation, capital gains and losses exchange control
regulation, government credit policies and incentives stafistics on production, price indices,
labour, capital market based on published statistical data
(b) Internal source, retained earnings, provisions etc, Issues in raising finance, legal form of
organisation, provisions of the companies Act, confrol of capital issues. Short ferm sources :
Trade credit, factoring, Bill of exchange, Bank Loan, Cash credit, overdraft, public deposit,
SEBI regulations, primary and secondary markets
(c) Securitization, Viability, GAP Funding
SECTION B: FINANCIAL RISK MANAGEMENT [25 MARKS]
5. Capital market instruments
(a) Primary and secondary markets and its instruments
(b) Optionally convertible debentures, Deep discount bonds
(c) Rolling seftlement, Clearing house operations
(d) Dematerialization, Re-materialization
(e) Depository system
(f)  Initial Public Offering (IPO)/ Follow on Public Offer (FPO); Book Building
(g) Auction, Insider trading
(h) Credit rating- objective, sources, process, credit rating agencies in India
6. Types of Financial Risks
(a) Asset based risk , Credit Risk, Liquidity Risk, Operational Risk
(b) Foreign investment risk, Market Risk
7.  Financial Derivatives as a tool for Risk Management
(a) Forward & Futures — meaning, risks associated, difference, features, stock futures, benefits
of future market, components of future price, index and index futures, margin, hedging,
hedging risks and portfolio refurns using index futures, hedge ratio, cross hedge, perfect and
imperfect hedge, stock lending scheme, forward rate interest, computation of appropriate
interest rate
(b) Options — meaning, types, call and put options, terms and timing of exercise in options

contract, determination of premium, intrinsic value and time value, strategy — spread, bull



(c)

(d)

spread, bear spread, butterfly spread, box spread, combination, straddle, strangle, strips
and straps, put-call parity, binomial tree approach, risk neutral valuation, Black-Scholes and
Merton, evaluation of option pricing — delta, gamma, vega/lambda, theta, rho.

Swaps and Swaption — meaning, types, features, benefits, role of financial infermediaries,
interest rate swaps, valuation of different swaps

Interest rate derivatives — meaning, interest rate caps, interest rate collars, forward rate
agreements, interest rate futures

8.  Financial Risk Management in International Operations

(a) Forexmarket, equilibrium exchange rate, exchange rate arrangements, bid-ask rate and bid-
ask rate spread, cross rate, currency arbitrage: two-point and three-point, parity conditions
in International Finance: Purchasing Power Parity — Unbiased Forward Rate Theorem — Interest
Rate Parity — Fisher Effect — International Fisher Effect, arbitrage operations, covered interest
arbitrage

(b) Exchange rate risk management — forex hedging tools, exposure netting, currency forward,
cross currency roll over, currency futures, options, money market hedge, asset-liability
management

(c) Foreign Investment Analysis: International Portfolio Investment — International Capital
Budgeting.

(d) Sources of Foreign currency, debt route, depository receipts, American Depository Receipts
(ADRs) — sponsored, unsponsored, Global Depository Receipts (GDRs), Warrants, Foreign
Currency Convertible Bonds (FCCBs), Euro Issues, Euro Commercial Paper, Euro Convertible
Bonds, Note Issuance Facility, Participating Notes

(e) Foreign Investment in India, Joint Ventures, Foreign Technology

(f) Toxation Issues in cross-border financing and investments,

(g) International Transfer Pricing — Objectives— Arm’s length pricing — techniques, advance pricing
agreements, Maximization of MNC's income through Transfer Pricing strategy

SECTION C: SECURITY ANALYSIS & PORTFOLIO MANAGEMENT [20 MARKS]

9.  Security Analysis & Portfolio Management

(a)  Security analysis, Fundamental analysis, Economic analysis, Industry analysis, Company analysis,
Technical analysis, Momentum analysis — arguments and criticisms

(o) Market indicators, Support and resistance level, Patterns in stock price

(c) Statistic models, Bollinger bands

(d) Portfolio Management — meaning, objectives and basic principles, discretionary and non-
discretionary portfolio managers

(e) Theories on stock market movements — Daw Jones Theory, Markowitz Model

(f)  Risk analysis — types, systematic and unsystematic risk, standard deviation and variance,
security beta, market model, alpha

(g) Portfolio analysis— CAPM and assumption, Security and Capital market line, decision-making
based on valuation, risk return ratio, arbitfrage pricing model, portfolio return, portfolio risk
co-efficient of variance, co-variance, correlation coefficient, correlation and diversification,
minimum risk portfolio, hedging risks using risk free investments, project beta, levered and
unlevered firms and proxy beta

SECTION D: INVESTMENT DECISIONS [25 MARKS]

10. (a) Investment decisions under uncertainty

(i)
(ii)
i)

Estimation of project cash flow
Relevant cost analysis
Project reports — features and contents



(o)

(c)

(iv)
(v)
(Vi)

(vii)

(viii)
(i)
(x)
(xi)
(xii)
(i)

Project appraisal steps — general, inflationary and deflationary conditions
Technigques of project evaluation
Investment decisions under uncertainties

Difference in project life — EAC and LCM approaches, Capital Rationing, NPV vs. Pl, NPV vs.
IRR

Social Cost Benefit Analysis, Break-even Analysis
Inflation and Financial Management

Sensitivity Analysis, Certainty Equivalent Approach, Decision Tree Analysis, Standard Deviation
in Capital Budgeting

Hiller's Model, Hertz's Model
Discount Rate Component, Risk Adjusted Discount Rate
Option in Capital Budgeting

Investment in advanced technological environment

(1)
(il
(iii)
(iv)
(v)
(Vi)

(vii)

(viii)

Financial forecasting

Strategic management and Strategy levels

Interface of financial strategy with corporate strategic management

Completed financial plan, Corporate taxation and financing, Promoter’s contribution

Cost of capital — cost of different sources of capital, weighted average cost of capital,
marginal cost of capital, capital asset pricing model

Debt financing — margin money, refinancing, bridge finance, syndication of loan and
consortium, seed capital assistance, venture capital financing, deferred payment guarantee

Lease financing - finance and operating lease, lease rentals, sale and lease back, cross-
border leasing

Debt securitization - features, advantages, factoring, forfeiting, bill discounting

International Investments

(i)
(il
(ii)
(iv)
(v)

World financial markets

Foreign portfolio investments

Modern portfolio theory

Issues posed by portfolio investment

Foreign portfolio tfrends in India — emerging tfrends and policy developments
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Study Note - 1

AGENTS IN FINANCIAL MARKETS _ﬁ_

This Study Note includes

1.1 Financial System

1.2 Reserve Bank of India (RBI)

1.3 Banking Institutions

1.4 Securities and Exchange Board of India (SEBI)
1.5 Non-Banking Financial Company (NBFC)

1.6 Insurance

1.7 Pension Plans

1.8 Mutual Funds

1.1 FINANCIAL SYSTEM

The financial system plays the key role in the economy by stimulating economic growth, influencing
economic performance of the actors, affecting economic welfare. This is achieved by financial
infrastructure, in which entities with funds allocate those funds to those who have potentially more
productive ways to invest those funds. A financial system makes it possible a more efficient transfer
of funds. As one party of the transaction may possess superior information than the other party, it
can lead to the information asymmetry problem and inefficient allocation of financial resources. By
overcoming asymmetry problem the financial system facilitates balance between those with funds to
invest and those needing funds.

According to the structural approach, the financial system of an economy consists of three main
components:

1) Financial markets;

2)  Financial intermediaries (institutions); [ it may also be considered separately]
3) Financial regulators.

Each of the components plays a specific role in the economy.

According fo the functional approach, financial markets facilitate the flow of funds in order to finance
investments by corporations, governments and individuals. Financial institutions are the key players in
the financial markets as they perform the function of intermediation and thus determine the flow of
funds. The financial regulators perform the role of monitoring and regulating the participants in the
financial system.
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Agents in Financial Markets
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Figure: The Structure of financial system

Financial markets studies, based on capital market theory, focus on the financial system, the structure
of interest rates, and the pricing of financial assets.

An asset is any resource that is expected to provide future benefits, and thus possesses economic
value. Assets are divided into two categories: tangible assets with physical properties and intangible
assetfs. An intfangible asset represents a legal claim to some future economic benefits. The value of an
infangible asset bears no relation to the form, physical or otherwise, in which the claims are recorded.

Financial assets, often called financial instruments, are intangible assets, which are expected to provide
future benefits in the form of a claim to future cash. Some financial instruments are called securities and
generally include stocks and bonds.

Any fransaction related to financial instrument includes at least two parties:
1) the party that has agreed to make future cash payments and is called the issuer;

2) the party that owns the financial instrument, and therefore the right to receive the payments
made by the issuer, is called the investor.

Financial assets provide the following key economic functions.

< they allow the fransfer of funds from those entities, who have surplus funds to invest to those who
need funds to invest in tangible assefts;

<% they redistribute the unavoidable risk related to cash generation among deficit and surplus
economic unifs.

The claims held by the final wealth holders generally differ from the liabilities issued by those entities
who demand those funds. They role is performed by the specific entities operating in financial systems,
called financial intermediaries. The latter ones transform the final liabilities into different financial assets
preferred by the public.

1.1.1 Financial markets and their economic functions

A financial market is a market where financial instruments are exchanged or fraded. Financial markets
provide the following three major economic functions:

1)  Price discovery
2) Liquidity
3) Reduction of transaction costs

1) Pricediscovery functionmeansthattransactions between buyers and sellers of financialinstruments
in a financial market determine the price of the fraded asset. At the same time the required return
from the investment of funds is determined by the participants in a financial market. The motivation
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2)

3)

functions of financial markets that signal how the funds available from those who want to lend or
invest funds will be allocated among those needing funds and raise those funds by issuing financial
instruments.

Liquidity function provides an opportunity for investors to sell a financial instrument, since it is
referred to as a measure of the ability to sell an asset at its fair market value at any time. Without
liguidity, an investor would be forced to hold a financial instrument until conditions arise to sell it or
the issueris confractually obligated to pay it off. Debt instrument is liquidated when it matures, and
equity instrument is until the company is either voluntarily or involuntarily liquidated. All financiall
markets provide some form of liquidity. However, different financial markets are characterized by
the degree of liquidity.

The function of reduction of transaction costs is performed, when financial market participants
are charged and/or bear the costs of frading a financial instrument. In market economies the
economic ratfionale for the existence of institutions and instruments is related to fransaction costs,
thus the surviving institutions and instfruments are those that have the lowest fransaction costs.

The key attributes determining fransaction costs are

< Asset specificity,

7

< Uncertainty,

7

< Frequency of occurrence.

Asset specificity is related to the way transaction is organized and executed. It is lower when an
asset can be easily put to alternative use, can be deployed for different tasks without significant
costs.

Transactions are also related to uncertainty, which has (1) external sources (when events change
beyond control of the contracting parties), and (2) depends on opportunistic behavior of the
contracting parties. If changes in external events are readily verifiable, then it is possible to make
adaptations to original contracts, taking intfo account problems caused by external uncertainty.
In this case there is a possibility to confrol transaction costs. However, when circumstances are
not easily observable, opportunism creates incentives for contracting parties to review the initial
contract and creates moral hazard problems. The higher the uncertainty, the more opportunistic
behavior may be observed, and the higher transaction costs may be born.

Frequency of occurrence plays an important role in determining if a fransaction should take place
within the market or within the firm. A one-time transaction may reduce costs when it is executed
in the market. Conversely, frequent fransactions require detailed contracting and should take
place within a firm in order to reduce the costs.

When assets are specific, fransactions are frequent, and there are significant uncertainties intra-
firm fransactions may be the least costly. And, vice versq, if assets are non-specific, fransactions
are infrequent, and there are no significant uncertainties least costly may be market fransactions.

The mentioned attributes of transactions and the underlying incentive problems are related
to behavioural assumptions about the fransacting parties. The economists (Coase (1932, 1960,
1988), Williamson (1975, 1985), Akerlof (1971) and others) have contributed to fransactions costs
economics by analyzing behaviour of the human beings, assumed generally self-serving and
rational in their conduct, and also behaving opportunistically. Opportunistic behaviour was
understood as involving actions with incomplete and distorted information that may intentionally
mislead the other party. This type of behavior requires efforts of ex ante screening of transaction
parties, and ex post safeguards as well as mutual restraint among the parties, which leads to
specific transaction costs.
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Agents in Financial Markets

Transaction costs are classified into:

1)
2)
3)

costs of search and information,

costs of contracting and monitoring,

costs of incentive problems between buyers and sellers of financial assets.

0]

(ii)

(iii)

Costs of search and information are defined in the following way:
« Search costs fall info categories of explicit costs and implicit costs.

Explicit costs include expenses that may be needed to advertise one’s intention to sell or
purchase a financial instrument. Implicit costs include the value of fime spent in locating
counterparty to the transaction. The presence of an organized financial market reduces
search costs.

<% Information costs are associated with assessing a financial instrument’s investment
attributes. In a price efficient market, prices reflect the aggregate information collected
by all market participants.

Costs of contracting and monitoring are related to the costs necessary to resolve information
asymmetry problems, when the two parties entering info the transaction possess limited
information on each other and seek to ensure that the tfransaction obligations are fulfilled.

Costs of incentive problems between buyers and sellers arise, when there are conflicts of
interest between the two parties, having different incentives for the transactions involving
financial assefts.

The functions of a market are performed by its diverse participants. The participants in financial
markets can be also classified into various groups, according to their motive for trading:

7
0‘0

Public investors, who ultimately own the securities and who are motivated by the returns from
holding the securities. Public investors include private individuals and institutional investors,
such as pension funds and mutual funds.

Brokers, who act as agents for public investors and who are motivated by the remuneration
received (typically in the form of commission fees) for the services they provide. Brokers thus
trade for others and not on their own account.

Dealers, who do trade on their own account but whose primary motive is to profit from trading
rather than from holding securities. Typically, dealers obtain their return from the differences
between the prices at which they buy and sell the security over short intervals of fime.

Credit rating agencies (CRAs) that assess the credit risk of borrowers.

In reality three groups are not mutually exclusive. Some public investors may occasionally act on
behalf of others; brokers may act as dealers and hold securities on their own, while dealers often
hold securities in excess of the inventories needed to facilitate their frading activities. The role of
these three groups differs according to the trading mechanism adopted by a financial market.

1.1.2 Purpose of Finance

The fact that we all in our daily lives, are actively engaged in the business of finance in one form
or another, upholds the importance of financial services. However, just so that we build a shared
understanding on this, it is important to understand financial services and what role they play in
improving well-being as understood generally.

There are no definitive prescriptions for *making” natfions grow at a certain rate or to “lift” large numbers
of people out of poverty. These tasks, are best left to the decisions and choices that myriad firms and
individuals make and the task of policy makers is really an environmental one, i.e., fo identify and
build the various pieces of “institutional infrastructure” that can allow these individuals, households and

>1.4 | ADVANCED FINANCIAL MANAGEMENT



Sy
firms to make the best possible choices both from their personal points of view and in the
aggregate, from a national point of view. There is considerable debate on what constitutes a full
complement of high quality “institutional infrastructure” that does this. For example, in arecent debate
hosted on the World Bank's blog on whether democracy hinders or helps. It was a classic arm wrestling
match between supporters of China’s way of doing things and India’s. However, unlike perhaps on the
question of democracy, there is broad agreement that finance and well-functioning financial markets
are an essential part of the “institutional infrastructure” that enables growth to proceed smoothly and
at arapid pace.

1.1.3 Financial system - Process flow

Efficient and sound financial system of a counfry plays an important role in the nation’s economic
development. The economic development of a country depends upon the savings mobilization, credit
creation and the flow of these funds to the investors by raising funds through the capital market, or
borrowing from financial institutions. The savings of individuals, corporate sector and government should
be mobilized by the financial institution, through financial markets by creating financial instruments and
claims against themselves.

The flow chart of funds from savers to borrowers is given in the following figure. The funds of savers
mobilized by various financial institutions will flow to the borrowers (users) in the following way which is
depicted as follows:

Financial
Intermediaries
Borrowers

(Investible
Funds)

Financial
Markets

Flow of funds from savers to borrowers

The funds borrowed by the borrowers are invested in various productive activities which in turn increase
the GDP, natfional income, supports other sectors of an economy to increase overall development of
an economy besides generating employment.
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:> Commercial Banks <
:> Savings & Loan Associations <:

:> Mutual Funds <:
3::> Financial Intermediaries <::

> Pension Funds </
E— LC </
E— Investment Companies <

Ultimate Savers Ultimate Borrowers/Users
Financial Markets

, Money Markets ::>
—— | CopitalMarkets | C——— >

Flow of funds from savers to borrowers

Financial system comprises financial institutions, financial markets, financial instruments, financial
services and financial assets. A well developed country will have well organized financial institutions
which mobilize savings from sectors like household, business and government. They channelize these
savings (funds) collected in the form of deposits and also credit created by these institutions to different
sectors of an economy like industry, agriculture, services in the form of loans and advances. In the
process of deposit mobilization and advancing loans the financial system infroduces various instruments.
The development of more number of instruments for deposit raising and advances is a symptom of
development of an economy. It demands well developed financial markets of both primary and
secondary or money market and capital markets for converting the financial instruments into liquidity.
This increases the flow of funds from savings to investment, or from lending to investment or from
instrument to instrument and so on. In the process of flow of funds from deposits to loans and advances
through various instruments develops the capital and investment base of an economy and markets. In
this process, various financial services will develop to accommodate the aspirations and requirements
of entrepreneurs. These financial services are non-fund based organizations which help the fund based
organizations and also entrepreneurs to convert their business ideas info a viable business units. The
fund based institutions are those institutions which give funds to the entrepreneurs. The non-investable
fund based institutions are those institutions which render services to the institutions and entrepreneurs
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i.e. factoring, forfeiting, credit rating, etc. All those in furn contribute to the development of entire

financial system, which improves the gross domestic product, national income, export and imports,
research and development, balance of payments, and an all round development of an economy.

Financial System is a set of complex and closely connected or interlinked financial institutions, or
organized and unorganized financial markets, financial instruments and services which facilitate the
transfer and allocation of funds effectively and efficiently.

It means that the financial system has a number of complex and closely connected or interlinked
institutions like banking institutions, public, private, new generation banks, foreign banks, co-operative
banks, RRB’s, besides many non-banking financial institfutions like LIC,GIC, Mutual Funds, Investment
Trusts, Finance Corporations, Finance Companies which are complex to classify and interrelated.

A financial system plays a vital role in the economic growth of a country. It infermediates between the
flow of funds belonging to those who save a part of theirincome and those who invest in productive
assets. It mobilises and usefully allocates scarce resources of a country.

Similarly, the financial markets are also for movement of funds from savers to infermediaries and from
infermediaries to investors. In the meanwhile, they are also assisted by financial services like leasing,
factoring, credit rating, etc. All these will help the fransfer of funds in an economy from savers to
investors.

1.1.4 Functions of a Financial System
The following are the functions of a Financial System:

()  Mobilise and allocate savings —linking the savers and investors fo mobilise and allocate the savings
efficiently and effectively.

(i)  Monitorcorporate performance —apart from selection of projects to be funded, through an efficient
financial system, the operators are motivated to monitor the performance of the investment.

(i) Provide payment and settlement systems — for exchange of gods and services and transfer of
economic resources through time and across geographic regions and industries. The clearing and
settlement mechanism of the stock markets is done through depositories and clearing operations.

(iv) Optimum allocation of risk-bearing and reduction - by framing rules to reduce risk by laying down
the rules governing the operation of the system. This is also achieved through holding of diversified
portfolios.

(v) Disseminate price-related information — which acts as an important tool for taking economic and
financial decisions and take an informed opinion about investment, disinvestment, reinvestment
or holding of any particular asset.

(vi) Offer portfolio adjustment facility — which includes services of providing quick, cheap and reliable
way of buying and selling a wide variety of financial assets.

(vii) Lower the cost of fransactions — when operations are through and within the financial structure.

(viii) Promote the process of financial deepening and broadening — through a well-functional financial
system. Financial deepening refers to an increase of financial assets as a percentage of GDP.
Financial depth is an important measure of financial system development as it measures the size
of the financial intermediary sector. Financial broadening refers to building an increasing number
of varieties of participants and instruments.

Key elements of a well-functioning Financial System
The basic elements of a well-functional financial system are:
(i) astronglegal and regulatory environment;

(i) stable money;
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(i) sound public finances and public debt management;

(iv) a central bank;

(v) asound banking system;

(vi) aninformation system; and

(vii) well functioning securities market.

1.1.5 Designing a Financial System

A well-functioning financial system allows individuals, households, firms and entire nations to:

1. Think long-term and make investments both personal (e.g. advanced education) and financial
(e.g. municipal finance) that have long horizons.

2. Assume risks that they are in the best position to beneficially manage (e.g. building hydro-electric
power plants in the Himalayas) and shed the risks that they are unable to (e.g. credit exposure to
vendors, wholesale price index).

3. Focus their attention on a few skill sets and activities (e.g. bio-medical engineering) and not be
required to over-diversify physical skills to protect themselves against adverse shocks (e.g. shifts in
the fortunes of the pharmaceutical industry).

4. To get resources at a “reasonable” price to build and grow high quality businesses (e.g. steel
plants), should they have the skills and the desire to do so. If not, fo have the ability to invest their
resources in other businesses or in the larger economy at a level of risk that they are comfortable
taking (e.g. participations in shipping insurance).

5. Ensure that day-to-day lives of individuals are smooth and risk free so that children can go to
school, mothers can live lives without stress and the entire family can sit together and plan for
a better future without being beset by unexpected shocks (e.g. cost of a home or a medical
education).

6. Receive good guidance on how they might best live their financial lives from well-trained specialists
who have the patience to understand their particular circumstances and their plans, dreams, and
fears and have the competence to provide them with a sound set of financial tools that modern
financial systems have the ability to provide and to be protected from deliberate or accidental
mis-selling by their financial product providers and advisors (e.g. inappropriate sale of interest rate
derivate products to companies).

7. Grow as far as their capacities and human and fechnological resources would allow them to
without being bound by the limitafions and size of financial systems (e.g. power plants, mining
companies).

1.1.6 Indian Financial System

The Indian Financial System before independence closely resembled the model given by RL Benne in
his theory of financial organization in a fraditional economy. According to himin a fraditional economy
the per capita output is low and constant. Some principal features of the Indian Financial system
before independence were: closed-circle character of industrial entrepreneurship; a narrow industrial
securities market, absence of issuing institutions and no intermediaries in the long-term financing of
the industry. Outside savings could not be invested in industry. That is, the savings of the financial
system could not be channeled to investment opportunitfies in industrial sector. Indian Financial System
fo supply finance and credit was greatly strengthened in the post-1950. Significant diversification
and innovations in the structure of the financial institutions, have accompanied the growth of Indian
Financial System.

In the past 50 years the Indian financial system has shown fremendous growth in ferms of quantity,
diversity, sophistication, innovations and complexity of operation. Indicators like money supply,
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deposits and credit of banks, primary and secondary issues, and so on, have increased rapidly. India
has witnessed all types of financial innovations like diversification, disinfermediation, securitization,
liberalization, and globalization etc. As a result, foday the financial institutions and a large number of
new financial instruments lead a fairly diversified portfolio of financial claims.

Regulatory Structure of Indian Financial System

The Indian financial system consists of formal and informal financial system. Based on the financial
system financial market, financial instruments and financial intermediation can be categorized

depending upon functionality.
Indian Financial
System

Formal Informal (Unorganised
(Organised Financial System) Financial System)
I

Regulators
MoF,
SEBI, RBI, IRDA

Financial
Institutions
(Infermediaries)

Financial Financial Financial

Money Lenders, Local Bankers,

Market Instruments Services Traders

1.1.7 Structure of Indian Financial System

The financial structure refers to the shape, constituents and their order in the financial system. The
financial system consists of specialized and unspecialized financial institutions, organized and
unorganized financial markets, financial insfruments and services which facilitate transfer of funds.
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A financial system consists of financial institutions, financial markets, financial instruments and financial
services which are all regulatory by regulators like Ministry of Finance, the Company Law Board, RBI,
SEBI, IRDA, Department of Economic Affairs, Department of Company Affairs, etc., which facilitate the
process of smooth and efficient transfer of funds.

I Structure Indian financial System

Financial Financial Financial

Financial

Markets Services

I
[ | [
l : I : l Money Capital
Bank Non-Bank
anking on-banking Market Market
J J

Instruments

Institutions

Government
Securities

Corporate
Securities

Derivatives

J J

Structure of Indian Financial System

Each of the elements of financial system is detailed hereunder. The financial institutions may be business
organizations or non-business organizations.

(A) Financial Institutions

Financial Institutions are the business organizations that act as mobilisers of savings, and as purveyors
of credit or finance. They also provide various financial services to the community. These financial
business organizations deal in financial assets such as deposits, loans, securities and so on. These assets
can be seen on the asset side of the balance sheet of banks or any other financial institutions.

The non-financial institutions are those business organizations, which deal in real assets such as
machinery, equipment, stock of goods, real assets, efc. These assets can be seen on the asset side of
the balance sheet of the manufacturing companies.

The financial institutions are classified into banking institutions and non-banking institutions.
()  Banking Financial Institutions

Banking institutions are those institutions, which participate in the economy’s payment system, i.e.
they provide transaction services. Their deposits liabilities constitute a major part of the national
money supply and they can, as a whole, create deposits or credit, which is money.

(i) Non-Banking Financial Institutions

Non-banking financial institutions are those institutions which act as mere purveyors of credit and
they will not create credit, e.g., LIC,UTI, IDBI.
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Difference between banking institutions and non-banking institutions:-
Basis Banking Institutions Non-Banking Institutions
Participation in payment | The Banks partficipate in the | Non-banking institutions do not
mechanism economy's payments mechanism. |participate in the payments
mechanism of an economy.
Transaction Services Banks provide tfransaction services | The non-banking institutions do not

like providing overdraft facility, issue | provide any transaction services
of cheque books, fraveler’'s cheque,
demand draft, fransfer of funds, etc

Deposits as a part of | Bank deposits (are the liabilities fo the | The money supply of the non-
National Money supply banks) constitute a major part of the | banking institutions is small
national money supply.

Credit creation banks create credit Non-banking institutions do not
create credit
Compliance Banks are subjected to fulfilment | Non-banking institutions are

of some legal requirements like |not subjected to these legal
Cash Reserve Ratio (CRR), Capital | requirements.
Adequacy Ratio (CAR).

Advance credit banks can advance credit by |Non-banking institutions cannot
creating claims against themselves | do so.

According to Sayers, banking institutions are ‘creators’ of credit and NBFIs are mere “purveyors” of
credit.

The financial institutions are also classified into financial intermediaries and non-financial intermediaries.
(a) Financial Intermediaries

Financial intermediaries are those institutions which are intermediate between savers and investors;
they lend money as well as mobilize savings, their liabilities are fowards the ultimate savers, while their
assets are from the investors or borrowers.

(b) Non-financial Intermediaries

Non-financial intermediaries are those institutions which do the loan business but their resources are not
directly obtained from the savers. Many non-banking institutions also act as intermediaries and when
they do so they are known as non-banking financial intermediaries, e.g. LIC, GIC, IDBI, IFC, NABARD.

(B) Financial Markets

Efficient financial markets are a sine qua non for speedy economic development. The vibrant financial
market enhances the efficiency of capital formation. This market facilitates the flow of savings into
investment against capital formation. The role of financial markets in the financial system is quite unique.
The financial markets bridge one set of financial intermediaries with another set of players.

Financialmarkets are the centres or arrangements that provide facilities for buying and selling of financiall
claims and services. The participants in the financial markets are corporations, financial institutions,
individual and the government. These participants trade in financial products in these markets. They
frade either directly or through brokers and dealers in organized exchanges or off-exchanges. They are
classified info money market and capital market, primary market and secondary markets, organized
markets and unorganized markets.

Classification of Financial Markets

There are different ways of classifying financial markets. One way of classifying the financial markets
is by the type of financial claim intfo the debt market and the equity market. The debt market is the
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financial market for fixed claims like debt insfruments. The equity market is the financial market for
residual claims i.e. equity instruments.

A second way of classifying the financial markets info money market and capital market is on the basis
of maturity of claims.

(C) Financial Instruments

Financial instruments are those instruments which are used for raising resources for corporate
entities. The financial instruments may be capital market instruments or money market instruments.
The financial instruments that are used for raising capital through the capital market as known as
‘capital market instruments’. They are preference shares, equity shares, warrants, debentures and
bonds. The financial instruments which are used for raising and supplying money in a short period
not exceeding one year through various securities are called ‘money market instruments’.

For example, Treasury bill, gild-edged securities, state government and public sector insfruments,
commercial paper, commercial bills, etc.

(D) Financial Services

Financial services are an important component of financial system. Financial services cater to the
needs of the financial institutions, financial markets and financial instruments. Financial institutions
serve individuals and institutional investors. The financial institutions and financial markets help
the financial system through financial instruments. They require a number of services of financial
nature in order to fulfill the tasks assigned. The functioning of financial system very much depends
on the range of financial services provided by the providers, and their efficiency.

Functions of Financial Service Institutions:

1. These firms not only help to raise the required funds but also assure the efficient deployment of
funds.

They assist in deciding the financial mix.

They extend their services upto the stage of servicing of lenders.
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money market, e-commerce, securitization of debts, and so on to ensure an efficient management
of funds.

5. These firms provide some specialized services like credit rating, mutual funds, venture capital
financing, lease financing, factoring, mutual funds, merchant banking, stock lending, depository,
credit cards, housing finance and merchant banking and so on. These services are generally
provided by banking companies, insurance companies, stock exchanges and non-banking
finance companies.

1.2 RESERVE BANK OF INDIA (RBI)

The Reserve Bank of India (RBI) is the nation’s central bank. Since 1935, RBI began operations, and
stood at the centre of India’s financial system, with a fundamental commitment to maintaining the
natfion’s monetary and financial stability.

From ensuring stability of interest and exchange rates to providing liquidity and an adequate supply
of currency and credit for the real sector; from ensuring bank penetration and safety of depositors’
funds to promoting and developing financial institutions and markets, and maintaining the stability of
the financial system through continued macro-financial surveillance, the Reserve Bank plays a crucial
role in the economy. Decisions adopted by RBI touch the daily life of all Indians and help chart the
country’s current and future economic and financial course.

The origin of the Reserve Bank can be fraced to 1926, when the Royal Commission on Indian Currency
and Finance—also known as the Hilton-Young Commission— recommended the creatfion of a central
bank to separate the control of currency and credit from the government and to augment banking
facilities throughout the country. The Reserve Bank of India Act of 1934 established the Reserve Bank
as the banker to the central government and set in motion a series of actions culminating in the start
of operations in 1935. Since then, the Reserve Bank’s role and functions have undergone numerous
changes—as the nature of the Indian economy has changed.

Today's RBI bears some resemblance to the original institution, but the mission has expanded along
with the deepened, broadened and increasingly globalised economy.

Over the years, RBI's specific roles and functions have evolved. However, there have been certain
constants, such as the integrity and professionalism with which the Reserve Bank discharges its mandate.
RBI at a Glance

»  Managed by Central Board of Directors

% India’s monetary authority

<% Supervisor of financial system

% Issuer of currency

% Manager of foreign exchange reserves

% Banker and debt manager to government

% Supervisor of payment system

% Banker to banks

% Maintaining financial stability

s Developmental functions

% Research, data and knowledge sharing
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The journey of RBI

1935 Operations begin on April 1

1949 Nationalisation of Reserve Bank; Banking Regulation Act enacted

1950 India embarks on planned economic development. The Reserve Bank becomes ac-
tive agent and participant

1966 Co-operative banks come under RBI regulation

1969 Nationalisation of 14 major commercial banks (six more were nationalized in 1980)

1973 RBI strengthens exchange controls by amending Foreign Exchange Regulation Act
(FERA)

1974 Infroduction of priority sector lending targets

1975 Regional Rural Banks sef up

1985 Financial market reforms begin with Sukhamoy Chakravarty and Vaghul Committee
Reports

1991 India faces balance of payment crisis, pledges gold to shore up reserves. Rupee
devalued

1993 Exchange rate becomes market determined

1994 Board for Financial supervision set up

1997 Ad hoc treasury bills phased out ending automatic monetization

1997 Regulation of Non-Banking Finance Companies strengthened

1998 Multiple indicator approach for monetary policy adopted

2000 Foreign Exchange Management Act (FEMA) replaces FERA

2002 Clearing Corporation of India Limited (CCIL) commences clearing and settlement in
government securities

2003 Fiscal Responsibility and Budget Management Act enacted

2004 Transition to a full-fledged daily liquidity adjustment facility (LAF) completed. Market
Stabilisation Scheme (MSS) introduced sterilize capital flows

2004 Real Time Gross Settlement System Commences.

2005 Focus on financial inclusion and increasing outreach of the banking sector

2006 RBI empowered to regulate money , forex, G-sec and gold related securities market

2007 RBI empowered to regulate Payment System

2008/9 Pro-active efforts to minimize impact of global financial crisis

2010 Year-long Platinum Jubilee Celebrations.

2011 Positioning RBI as a knowledge institution.

1.2.1 Structure, Organization and Governance

The Reserve Bank is wholly owned by the Government of India. The Central Board of Directors oversees
the Reserve Bank’s business.

The Central Board has primary authority for the oversight of the Reserve Bank. It delegates specific
functions through its committees and sub-committees

Central Board includes the Governor, Deputy Governors and a few Directors (of relevant local boards).
The Cenftral Board of Directors includes:
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%  Official Directors
v 1 Governor
v 4 Deputy Governors at a maximum
% Non-official Directors
v' 4 Directors — nominated by the Central Government to represent each local board

v" 10 Directors nominated by the Central Government with expertise in various segments of the
economy

v 1representative of the Central Government
% Holding of Meetings of the Board

v' 6 meetings — at a minimum - each year

v' 1 meeting — at a minimum - each quarter

Committee of Central Board: Oversees the current business of the central bank and typically meets
every week, on Wednesdays. The agenda focuses on current operations, including approval of the
weekly statement of accounts related to the issue of Banking Departments.

Board of Financial Supervision:

Regulates and supervises commercial banks, Non-Banking Finance Companies (NBFCs), development
finance institutions, urban co-operative banks and primary dealers.

Board of Payment and Settlement Systems:
Regulates and supervises the payment and settlement systems.
Sub-Committees of the Central Board:

Includes those on Inspection and Audit; Staff; and Building. Focus of each sub-committee is on specific
areas of operations.

Local Boards: In Chennai, Kolkata, Mumbai and New Delhi, representing the country’s four regions.
Local Board members, appointed by the Central Government for four year terms, represent regionall
and economic interests and the interests of co-operative and indigenous banks.

1.2.2 Management and Structure

The Governor is the Reserve Bank’s Chief Executive. The Governor supervises and directs the affairs and
business of the Reserve Bank. The management team also includes Deputy Governors and Executive
Directors.

Departments

IE—

Regulation,
Supervistion
and Financial

Stability

Markets Research Services Support
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The Departments has the following sub-departments:

¢ Internal Debt Management Department
¢ Department of External Investments and Operations
Markets ¢ Monetary Policy Department
¢ Financial Markets Department
¢ Department of Economic and Policy Research
Research ¢ Department of Stafistics and Information Management

¢ Department of Banking Supervision
¢ Department of Banking Operations and Development

Regulation Supervision and ¢ Department of Non-Banking Supervision
Financial Stability

¢ Urban Banks Department

¢ Rural Planning and Credit Department
¢ Foreign Exchange Department

¢ Financial Stability Unit

¢ Department of Government and Bank Accounts
. ¢ Department of Currency Management

Services ¢ Department of Payment and Settlement System

e Customer Service Department

¢ Human Resource Management Department

e Department of Communication

¢ Department of Expenditure and Budgetary Control

¢ Department of Information Technology
Support * Permises Department

e Secretary's Department

¢ Rajbhasha Department

¢ Legal Department

¢ Inspection Department

1.2.3 Main Activities of RBI

The Reserve Bank is the umbrella network for numerous activities, all related to the nation’s financial
sector, encompassing and extending beyond the functions of a typical central bank. This section
provides an overview of our primary activities:

% Monetary Authority

% Issuer of Currency

s Banker and Debt Manager to Government

% Banker to Banks

% Regulator of the Banking System

<% Manager of Foreign Exchange

% Maintaining Financial Stability

% Regulator and Supervisor of the Payment and Settlement Systems
< Developmental Role
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(i) Monetary Authority

Monetary policy refers to the use of instruments under the conftrol of the central bank to regulate the
availability, cost and use of money and credit. The goal: achieving specific economic objectives, such
as low and stable inflation and promoting growth.

“The basic functions of the Reserve Bank of India are to regulate the issue of Bank notes and the
keeping of reserves with a view to securing monetary stability in India and generally to operate the
currency and credit system of the country to its advantage” — From the Preamble of the Reserve Bank
of India Act,1934.

The main objectives of monetary policy in India are:

< Maintaining price stability

o

< Ensuring adequate flow of credit to the productive sectors of the economy to support economic
growth

% Financial stability

The relative emphasis among the objectives varies from fime to fime, depending on evolving
macroeconomic developments.

Approach

The operating framework is based on a multiple indicator approach. This means that there is a close
monitoring and analysis of the movement of a number of indicators including interest rates, inflation
rate, money supply, credit, exchange rate, trade, capital lows and fiscal position, along with frends in
oufput as we develop our policy perspectives.

Tools

The Reserve Bank's Monetary Policy Department (MPD) formulates monetary policy. The Financial
Markets Department (FMD) handles day-to-day liquidity management operations. There are several
direct and indirect instruments that are used in the formulation and implementation of monetary policy.

' Instruments '

Direct Instruments Indirect Instruments

Cash Statutory Ligiudity
Reserve Liquidity Refinance Adjustment
Ratio Ratio Facilities Facility

(CRR) (SLR) (LAF)

Marginal Market
Standing Bank Stabilisation
Facility Rate Scheme

(MSF) (MSS)

Open

Market
Operations

The instruments are discussed in details hereunder:
(A) Direct Instruments

(a) Cash Reserve Ratio (CRR): The share of net demand and time liabilities that banks must maintain
as cash balance with the Reserve Bank. The Reserve Bank requires banks to maintain a certain
amount of cashin reserve as percentage of their deposits to ensure that banks have sufficient cash
to cover customer withdrawals. The adjustment of this ratio, is done as an instrument of monetary
policy, depending on prevailing conditions. Our centralized and computerized system allows for
efficient and accurate monitoring of the balances maintained by banks with the Reserve Bank of
India.
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(b) Statutory Liquidity Ratio (SLR): The share of net demand and fime liabilities that banks must maintain
in safe and liquid assets, such as government securities, cash and gold.

(c) Refinance facilities: Sector-specific refinance facilities (e.g., against lending to export sector)
provided to banks exchange or other commercial papers. It also signals the medium-term stance
of monetary policy.

(B) Indirect Instruments

(a) Liquidity Adjustment Facility (LAF): Consists of daily infusion or absorption of liquidity on arepurchase
basis, through repo (liquidity injection) and reverse repo (liquidity absorption) auction operations,
using government securities as collateral.

(o) Repo/Reverse Repo Rate: These rates under the Liquidity Adjustment Facility (LAF) determine the
corridor for short-term money market interest rates. In turn, this is expected to trigger movementin
other segments of the financial market and the real economy.

(c) Open Market Operations (OMO): Outright sales/purchases of government securities, in addition to
LAF, as a tool to determine the level of liquidity over the medium term.

(d) Marginal Standing Facility (MSF): was instituted under which scheduled commercial banks can
borrow over night at their discretion up to one per cent of their respective NDTL at 100 basis points
above the repo rate to provide a safety value against unanticipated liquidity shocks.

(d) Bank Rate: It is the rate at which the Reserve Bank is ready to buy or rediscount bills of exchange
or other commercial papers. It also signals the medium-term stance of monetary policy.

(e) Market Stabilisation Scheme (MSS): This instrument for monetary management was infroduced in
2004. Liquidity of a more enduring nature arising from large capital flows is absorbed through sale
of short-dated government securities and treasury bills. The mobilized cash is held in a separate
government account with the Reserve Bank.

(i) Issuer of Currency

The Reserve Bank is the nation’s sole note issuing authority. Along with the Government of India, RBI
is responsible for the design and production and overall management of the nation’s currency, with
the goal of ensuring an adequate supply of clean and genuine notes. The Reserve Bank also makes
sure there is an adequate supply of coins, produced by the government. In consultation with the
government, RBI routinely addresses security issues and target ways to enhance security features to
reduce the risk of counterfeiting or forgery.

Approach

<% The Department of Currency Management in Mumbai, in co-operation with the Issue Departments
in the Reserve Bank’s regional offices, oversees the production and manages the distribution of
currency.

s Currency chests at more than 4,000 bank branches — typically commercial banks — contain
adequate quantity of notes and coins so that the currency is accessible to the public in all parts
of the country.

< The Reserve Bank has the authority to issue notes upto the value of Rupees Ten Thousand.
Tools

Four printing presses actively print notes: Dewas in Madhya Pradesh, Nasik in Maharashtra, Mysore in
Karnataka, and Salboni in West Bengal.

The presses in Madhya Pradesh and Maharashtra are owned by the Security Printing and Minting
Corporation of India (SPMCIL), a wholly owned company of the Government of India. The presses
in Karnataka and West Bengal are set up by Bharatiya Reserve Bank Note Mudran Private Limited
(BRBNMPL), a wholly owned subsidiary of the Reserve Bank.
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Coins are minted by the Government of India. RBI is the agent of the Government for distribution,
issue and handling of coins. Four mints are in operation: Mumbai, Noida in Uttar Pradesh, Kolkata, and
Hyderabad.

RBI’s Anti-counterfeiting Measures
% Continual upgrades of bank note security features

% Public awareness campaigns to educate citizens to help prevent circulation of forget or counterfeit
notes

% Installation of note sorting machines
(iii) Banker and Debt Manager to Government

Managing the government’s banking transactions is a key RBI role. Like individuals, businesses and
banks, governments need a banker to carry out their financial fransactions in an efficient and effective
manner, including the raising of resources from the public. As a banker to the central government, the
Reserve Bank maintains its accounts, receives money into and makes payments out of these accounts
and facilitates the tfransfer of government funds. RBI also act as the banker to those state governments
that has entered into an agreement.

Approach
The role as banker and debt manager to government includes several distinct functions:

% Undertaking banking tfransactions for the central and state governments to facilitate receipts and
payments and maintaining their accounts.

% Managing the governments’ domestic debt with the objective of raising the required amount of
public debt in a cost-effective and timely manner.

<% Developing the market for government securities to enable the government to raise debt at
a reasonable cost, provide benchmarks for raising resources by other entities and facilitate
fransmission of monetary policy actions.

Tools

At the end of each day, RBI's electronic system automatically consolidates all of the government’s
fransactions to determine the net final position. If the balance in the government’s account shows
a negative position, RBI extends a short-term, interest-bearing advance, called a Ways and Means
Advance-WMA-the limit or amount for which is set at the beginning of each financial year in April.

The RBI's Government Finance Operating Structure

The Reserve Bank's Department of Government and Bank Accounts oversees governments’ banking
related activities. This department encompasses:

<% Public accounts departments: manage the day-to-day aspects of Government's banking
operations. The Reserve Bank also appoints commercial banks as its agents and uses their branches
for greater access to the government’s customers.

< Public debt offices: provide depository services for government securities for banks, institutions and
service government loans.

% Central Accounts Section at Nagpur: consolidates the government’s banking transactions.

The Internal Debt Management Department based in Mumbai raises the government’s domestic debt
and regulates and develops the government securities market. RBI plays a critical role managing the
issuance of public debt. Part of this role includes informing potential investors about upcoming debt
auctions through notices.
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RBI as the Governments’ Debt Manager

In this role, we set policies, in consultation with the government and determine the operational aspects
of raising money to help the government finance its requirements:

<% Determine the size, tenure and nature (fixed or floating rate) of the loan
< Define the issuing process including holding of auctions
< Inform the public and potential investors about upcoming government loan auctions

The Reserve Bank also undertakes market development efforts, including enhanced secondary market
frading and settlement mechanisms, authorisation of primary dealers and improved transparency of
issuing process to increase investor confidence, with the objective of broadening and deepening the
government securities market.

(iv) Banker to Banks

Like individual consumers, businesses and organisations of all kinds, banks need their own mechanism to
fransfer funds and settle inter-bank transactions—such as borrowing from and lending to other banks—
and customer transactions. As the banker to banks, the Reserve Bank fulfills this role. In effect, all banks
operating in the country have accounts with the Reserve Bank, just as individuals and businesses have
accounts with their banks.

Approach

As the banker to banks, RBI focus on:

<% Enabling smooth, swift and seamless clearing and settlement of inter-bank obligations.
% Providing an efficient means of funds transfer for banks.

¥ Enabling banks to maintain their accounts with us for purpose of statutory reserve requirements
and maintain fransaction balances.

% Acting as lender of the last resort.
Tools

The Reserve Bank provides products and services for the nation’s banks similar to what banks offer their
own customers. Here's a look at how RBI help:

Non-interest earning current accounts: Banks hold accounts with the Reserve Bank based on certain
terms and conditions, such as, maintenance of minimum balances. They can hold accounts at each
of our regional offices. Banks draw on these accounts to settle their obligations arising from inter-bank
settflement systems. Banks can electronically fransfer payments to other banks from this account, using
the Real Time Gross Settlement System (RTGS).

Deposit Accounts Department: This department’s computerized central monitoring system helps banks
manage their funds position in real time to maintain the optimum balance between surplus and deficit
centers.

Remittance facilities: Banks and government departments can use these facilities to fransfer funds.

Lender of the last resort: The Reserve Bank provides liquidity to banks unable to raise short-term liquid
resources from the inter-bank market. Like other central banks, the Reserve Bank considers this a critical
function because it protects the interests of depositors, which in tfurn, has a stabilizing impact on the
financial system and on the economy as a whole.

Loans and advances: The Reserve Bank provides short-term loans and advances to banks/ financial
institutions, when necessary, to facilitate lending for specified purposes.
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(v) Regulator of the Banking System

Banks are fundamental fo the nation’s financial system. The central bank has a critical role to play in
ensuring the safety and soundness of the banking system—and in maintaining financial stability and
public confidence in this system. As the regulator and supervisor of the banking system, the Reserve
Bank protects the interests of depositors, ensures a framework for orderly development and conduct
of banking operations conducive to customer interests and maintains overall financial stability through
preventive and corrective measures.

Approach

The Reserve Bank regulates and supervises the nation’s financial system. Different departments of the
Reserve Bank oversee the various entities that comprise India’s financial infrastructure. RBI oversee:

% Commercial banks and all-India development financial institutions: Regulated by the Department
of Banking Operations and Development, supervised by the Department of Banking Supervision

< Urban co-operative banks: Regulated and supervised by the Urban Banks Department

% Regional Rural Banks (RRB), District Central Cooperative Banks and State Co-operative Banks:
Regulated by the Rural Planning and Credit Department and supervised by NABARD

% Non-Banking Financial Companies (NBFC): Regulated and supervised by the Department of Non-
Banking Supervision

Tools
The Reserve Bank makes use of several supervisory tools:
<% On-site inspections

7

%  Off-site surveillance, making use of required reporting by the regulated entities.

7

% Thematic inspections, scrutiny and periodic meetings

The Board for FinancialSupervision overseesthe Reserve Bank’sregulatory and supervisory responsibilities.
Consumer confidence and frust are fundamental to the proper functioning of the banking system. RBI's
supervision and regulation helps ensure that banks are stable and that the system functions smoothly.

The RBI's Regulatory Role
As the nation’s financial regulator, the Reserve Bank handles a range of activities, including:
Licensing

X3
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Prescribing capital requirements

>

7
*

Monitoring governance

*,

®,
0.0

Setting prudential regulations to ensure solvency and liquidity of the banks

7
°

Prescribing lending to certain priority sectors of the economy

7
0’0

Regulating interest rates in specific areas

X3

o

Sefting appropriate regulatory norms related to income recognition, asset classification,
provisioning, investment valuation, exposure limits and the like

7

< Initiating new regulation
Looking Ahead
In the regulatory and supervisory arena, there are several challenges going forward.

% Forcommercial banks: Focus is on implementing Basel Il norms, which will require improved capital
planning and risk management skills.

% For urban cooperative banks: Focus is on profitability, professional management and technology
enhancement.
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% For NBFCs: Focus is on identifying the inferconnections and the roles these institutions should play
as the financial system deepens.

%  For regional rural banks: Focus is on enhancing capability through IT and HR for serving the rural
areas.

% For rural cooperative banks: Focus is on ensuring that they meet minimum prudential standards.
(vi) Manager of Foreign Exchange

With the transition to a market-based system for determining the external value of the Indian rupee,
the foreign exchange market in India gained importance in the early reform period. In recent years,
with increasing integration of the Indian economy with the global economy arising from greater frade
and capital flows, the foreign exchange market has evolved as a key segment of the Indian financial
market.

Approach

The Reserve Bank plays a key role in the regulation and development of the foreign exchange market
and assumes three broad roles relating to foreign exchange:

% Regulating tfransactions related to the external sector and facilitating the development of the
foreign exchange market

7
°

Ensuring smooth conduct and orderly conditions in the domestic foreign exchange market

4

*,

»  Managing the foreign currency assets and gold reserves of the country

*,

Tools

The Reserve Bank is responsible for administration of the Foreign Exchange Management Act, 1999
and regulates the market by issuing licences to banks and other select institutions to act as Authorised
Dealers in foreign exchange. The Foreign Exchange Department (FED) is responsible for the regulation
and development of the market.

On a given day, the foreign exchange rate reflects the demand for and supply of foreign exchange
arising from trade and capital fransactions. The RBI's Financial Markets Department (FMD) participates
in the foreign exchange market by undertaking sales / purchases of foreign currency to ease volatility
in periods of excess demand for/supply of foreign currency.

The Department of External Investments and Operations (DEIO) invests the country’s foreign exchange
reserves built up by purchase of foreign currency from the market. In investing ifs foreign assets, the
Reserve Bank is guided by three principles: safety, liquidity and return.

Looking Ahead

The challenge now is to liberalise and develop the foreign exchange market, with an eye toward
ushering in greater market efficiency while ensuring financial stability in an increasingly global financial
market environment. With current account convertibility achieved in 1994, the key focus is now on
capital account management.

(vii) Regulator and Supervisor of Payment and Settlement Systems

Payment and settlement systems play an important role in improving overall economic efficiency. They
consist of all the diverse arrangements that we use to systematically transfer money - currency, paper
instruments such as cheques, and various electronic channels.

Approach

The Payment and Seftlement Systems Act of 2007 (PSS Act) gives the Reserve Bank oversight authority,
including regulation and supervision, for the payment and settlement systems in the country. In this role,
RBI focus on the development and functioning of safe, secure and efficient payment and settlement
mechanisms.
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Tools

The Reserve Bank has a two-tiered structure. The first tier provides the basic framework for our payment
systems. The second tier focusses on supervision of this framework. As part of the basic framework, the
Reserve Bank's network of secure systems handles various types of payment and settlement activities.
Most operate on the security platform of the Indian Financial Network (INFINET), using digital signatures
for further security of transactions. The various systems used are as follows:

% Retail payment systems: Facilitating cheque clearing, electronic funds fransfer, through National
Electronic Funds Transfer (NEFT), settlement of card payments and bulk payments, such as
electronic clearing services. Operated through local clearing houses throughout the country.

% Large value systems: Facilitating settlement of inter-bank transactions from financial markets.
These include:

v Real Time Gross Settlement System (RTGS): for funds fransfers
v' Securities Settlement System: for the government securities market
v' Foreign Exchange Clearing: for transactions involving foreign currency

% Department of Payment and Settlement Systems: The Reserve Bank’s payment and settlement
systems regulatory arm.

*,

4

7
*

Department of Information Technology: Technology support for the payment systems and for the
Reserve Bank's internal IT system:s.

Looking Ahead

Going forward, we are proactively identifying and addressing issues that help mitigate the risks for
large value systems. Efforts on the retail payment system side will focus on operational efficiencies, cost
effectiveness, innovation and risk management.

(viii) Maintaining Financial Stability

Pursuit of financial stability has emerged as a key critical policy objective for the cenfral banks in the
wake of the recent global financial crisis. Central banks have a critical role to play in achieving this
objective. Though financial stability is not an explicit objective of the Reserve Bank in terms of the
Reserve Bank of India Act, 1935, it has been an explicit objective of the Reserve Bank since the early
2000s.

Approach

In 2009, the Reserve Bank set up a dedicated Financial Stability Unit mainly to, put in place a system of
continuous monitoring of the macro financial system. The department’s remit includes:

<% Conduct of macro-prudential surveillance of the financial system on an ongoing basis
< Developing models for assessing financial stability in going forward
% Preparation of half yearly financial stability reports.

» Development of a database of key variables which could impact financial stability, in co-ordination
with the supervisory wings of the Reserve Bank

% Development of a time series of a core set of financial indicators
<% Conduct of systemic stress tests to assess resilience

Following the establisnment of the Financial Stability Unit, the Reserve Bank started publishing periodic
financial stability reports, with the first Financial Stability Report (FSR) being published in March 2010.
FSRs are now being published on a half yearly basis - in June and December every year. Internally,
quarterly Systemic Risk Monitors and monthly Market Monitors are prepared to place before the Bank's
Top Management a more frequent assessment of the risks to systemic stability of the economy.
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In the Union Budget for 2010-11, the Finance Minister announced the establishment of Financial Stability
and Development Council (FSDC) to provide, among other things, a high level focus to financial
stability. The Reserve Bank plays a critical role in the Council. The Governor, Reserve Bank, is the ex-
officio chairperson of the Sub Committee of the FSDC - the Council’s main operating arm. The Financial
Stability Unit of the Reserve Bank of India acts as the Secretariat for the Sub Committee.

Tools

The Reserve Bank makes use of a variety of tools and techniques to assess the build-up of systemic risks
in the economy and to provide critical inputs in this respect to its policy making departments. The tools
include:

< AFinancial Stress Indicator - a contemporaneous indicator of conditions in financial markets and
in the banking sector;

% Systemic Liquidity Indicator for assessing stresses in availability of systemic liquidity;
% AFiscal Stress Indicator for assessing build up of risks from the fiscal;

» A Network Model of the bilateral exposures in the financial system - for assessing the inter-
connectedness in the system;

% A Banking Stability Indicator for assessing risk factors having a bearing on the stability of the
banking sector; and

<% A series of Banking Stability Measures for assessing the systemic importance of individual banks.
Looking Ahead

Launching a Systemic Risk Survey to more formally elicit market views on the possible sources of risk to
systemic stability of the country - both, domestic and global.

(ix) Developmental Role

This role is, perhaps, the most unheralded aspect of our activities, yet it remains among the most
critical. This includes ensuring credit availability to the productive sectors of the economy, establishing
institutions designed to build the country’s financial infrastructure, expanding access to affordable
financial services and promoting financial education and literacy.

Approach

Over the years, the Reserve Bank has added new institutions as the economy has evolved. Some of the
institutions established by the RBI include:

% Deposit Insurance and Credit Guarantee Corporation (1962), to provide protection to bank
depositors and guarantee cover to credit facilities extended to certain categories of small
borrowers

% Unit Trust of India (1964), the first mutual fund of the country
< Industrial Development Bank of India (1964), a development finance institution for industry

% National Bank for Agriculture and Rural Development (1982), for promoting rural and agricultural
credit

% Discount and Finance House of India (1988), a money market intermediary and a primary dealer
in government securities

< National Housing Bank (1989), an apex financial institution for promoting and regulating housing
finance

«% Securities and Trading Corporation of India (1994), a primary dealer
Tools

The Reserve Bank contfinues its developmental role, while specifically focusing on financial inclusion.
Key tools in this on-going effort include:
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« Directed credit for lending to priority sector and weaker sections: The goal here is to facilitate/
enhance credit flow fo employment intensive sectors such as agriculture, micro and small
enterprises (MSE), as well as for affordable housing and education loans.

% LeadBank Scheme: A commercial bankis designated as alead bank in each district in the country
and this bank is responsible for ensuring banking development in the district through coordinated
efforts between banks and government officials. The Reserve Bank has assigned a Lead District
Manager for each district who acts as a catalytic force for promoting financial inclusion and
smooth working between government and banks.

% Sector specific refinance: The Reserve Bank makes available refinance to banks against their
credit fo the export sector. In exceptional circumstances, it can provide refinance against lending
to other sectors.

“%  Strengthening and supporting small local banks: This includes regional rural banks and cooperative
banks.

% Financial inclusion: Expanding access to finance and promoting financial literacy are a part of our
outreach efforts.

Looking Ahead

The developmental role of the Reserve Bank will continue to evolve, along with the Indian Economy.
Through the outreach efforts and emphasis on customer service, the Reserve Bank will continue to
make efforts to fill the gaps to promote inclusive economic growth and stability.

Financial Inclusion and Literacy: Expanding Access; Encouraging Education

Expanding access to and knowledge about finance is a fundamental aspect of the Reserve Bank’s
operations. These efforts are critical fo ensuring that the benefits of a growing and healthy economy
reach all segments of the population. RBI's activities here include:

“ Encouraging provision of affordable financial services like zero-balance, no-frills bank accounts,
access fo payments and remittance facilities, savings, loans and insurance services.

% Expanding banking outreach through use of technology, such as banking by cell phone, smart
cards and the like

00

Encouraging bank branch expansion in parts of the country with few banking facilities

*

7
°

Facilitating use of specified persons to act as agents to perform banking functions in hard-to-
reach parts of the country.

RBI's work to promote financial literacy focuses on educating people about responsible financial
management. Efforts here include:

<% Information and knowledge-sharing: User-friendly website includes easy-to-understand tips and
guidance in mulfiple languages, brochures, advertisements and other marketing materials
educate the public about banking services.

X3

A%

Credit counseling: The Reserve Bank encourages commercial banks to set up financial literacy
and credit counseling centres, to help people develop better financial planning skills.

1.3 BANKING INSTITUTIONS

Inrecent years India’s national economy has developed certain serious economic maladies. In the first
instance the economy has become heavily dependent on foreign aid.

The proportion of foreign aid in the Plan Development Programme has been contfinuously rising since
the First Five Year Plan. Since the prospects of the availability of foreign aid in the last two or three years
have become very uncertain and rather dim, there has been a slack in the levels of economic activity
and employment in the country.
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Secondly, there has been the paradox of inflationary recession having come in the economy and
tending to become all pervasive. The chief characteristic of the recession is that, while on the one
hand there are large unutilised industrial capacities in the economic system, the supply of raw materials
and other components for production of final goods is extremely deficient. The decline of agricultural
production explains only a part of this phenomenon, while another part will have to be ascribed to
the general shortages in the economy which have been generated as a result of the growing inter-
sectoral imbalances caused by the functioning of the financial institutions and the economic system
in a particular manner.

The most curious aspect of the present situation is that the price level of industrial and agricultural
goods contfinues to be very high despite the slack in demand. Obviously, the financial system of the
country seems to have acquired such characteristics that it is able to sustain a prolonged holding of
goods in the economy without leading to the adjustments of the price level with the existing state of
demand and supply.

The role of bank credit in the situation is obviously an important factor to be examined in so far as it
helps to create the present situation as well as to maintain it for a long period.

In addition, due to various political and economic reasons, both national and international, the
perspective of long term development of the economy is tending to get blurred. The commitment to
long term programmes of plan development has tended to become weak inrecent years and greater
aftention is being given to measures of policy which seek to aftain economic stability rather than
economic growth. In this context too, it has become necessary to examine the role that the banking
system of the country has played so far in promoting the long term growth of the economy as well as in
creating conditions in which further growth of industry and agriculture has been halted in recent years.

1.3.1 Commercial Banks

Commercial banks are a part of an organized money market in India. Commercial banks are joint
stock companies dealing in money and credit that accept demand deposits from public which are
withdraw able by cheques and use these deposits for lending to others. Deposits are accepted from
large group of people in forms of money and deposits are withdrawable on demand. Commercial
banks mobilize savings in urban and rural areas and make them available to large & small industrial
units and trading units mainly for working capital requirements. Commercial banks provide various
types of financial services to customers in return of fees.

Functions: Functions of commercial banks can be divided in 2 groups-Banking functions (primary
functions) and non-banking functions (secondary functions).

' Functions |

Banking functions Non-Banking functions

General
Utility
Services

Acceptance Use of

Credit
creation

Advancing
Loans

Remittance Agency

f D i .
of Deposits of Funds Services

from Public

Cheque
system

> 1.26 | ADVANCED FINANCIAL MANAGEMENT



(i) Banking functions (primary functions): Most of banking functions are:-
(a) Acceptance of deposits from public:- Bank accepts following deposits from publics :-

()  Demand deposits can be in the form of current account or savings account. These
deposits are withdrawable any time by depositors by cheques. Current deposits have
no interest or nominal interest. Such accounts are maintained by commercial firms and
business man. Interest rate of saving deposits varies with time period. Savings accounts
are maintained for encouraging savings of households.

(i) Fixed deposits are those deposits which are withdrawable only after a specific period. It
earns a higher rate of interest.

(i) Inrecurring deposits, people deposit a fixed sum every month for a fixed period of time.

(o) Advancing loans: It extends loans and advances out of money deposited by public to
various business units and to consumers against some approved .Usually banks grant short
ferm or medium term loans to meet requirements of working capital of industrial units and
frading unifs. Banks discourage loans for consumption purposes. Loans may be secured or
unsecured. Banks do not give loan in form of cash. They make the customer open account
and transfer loan amount in the customer’s account.

Banks grant loan in following ways:-

(i)  Overdraft: - Banks grant overdraft facilities to current account holder fo draw amount in
excess of balance held.

(i) Cash credit: - Banks grant credit in cash to current account holder against hypothecation
of goods.

(i) Discounting trade bills:- The banks facilitate frade and commerce by discounting bills of
exchange.

(iv) Termloan: - Banks grant term loan to fraders and to agriculturists against some collateral
securities.

(v) Consumer credit:- Banks grant credit to households in a limited amount to buy durable
goods.

(vi) Money at call or short ferm advances:- Banks grant loan for a very short period not
exceeding 7 days to dealers / brokers in stock exchange against collateral securities.

(c) Credit creation is another banking function of commercial bank. i,e it manufactures money.

(d) Use of cheque system: - Banks have introduced the cheque system for withdrawal of deposits.
There are two types of cheques — bearer & cross cheque. A bearer cheque is encashable
immediately at the bank by its possessor. A crossed cheque is not encashable immediately.
It has to be deposited only in the payee’s account. It is not negotiable.

(e) Remittance of funds:- Banks provides facilities to remit funds from one place to another for
their customers by issuing bank drafts, mail fransfer etc.

(i) Non Banking functions (secondary functions): Non banking functions are (a) Agency services (b)
General utility services

(a) Agency services:- Banks perform following functions on behalf of their customers: -

(i) It makes periodic payments of subscription, rent, insurance premium etc as per standing
orders from customers.

(i) It collects bill, cheques, demand drafts, etc on behalf of their customers

(i) It acts as a trustee for property of its customers.
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(iv) It acts as attorney. It can help in clearing and forwarding goods of its customers.
(v) It acts as correspondents, agents of their clients.

(b) General utility services:- General ufility services of commercial banks are as follows:-
()  Lockers are provided by bank to its customers at nominal rate.

(i)  Shares, wills, other valuables documents are kept in safe custody. Banks return them
when demanded by its customers.

(i) It provides fravelers cheque and ATM facilities.

(iv) Banks maintain foreign exchange department and deal in foreign exchange.
(v) Banks underwrites issue of shares and debentures of concerns.

(vi) It compiles statistics and business information relating to trade & commerce.

(vii) It accepts public provident fund deposits.

Classification:

Commercial banks are classified info (a) scheduled banks and (b) non-scheduled banks.

(a)

(b)

The scheduled banks (which are scheduled under RBI Act) are sub-grouped info :

() Nationadlized scheduled commercial banks having 29,752 branches as on June 30" 1992,
(i)  Foreign banks into 140 branches.

(i) Other non-nationalized scheduled banks with 3,828 branches.

A scheduled bankis so called because it has been included in the second schedule of the Reserve
Bank of India Act, 1934. To be eligible for this inclusion, a bank must satisfy the following three
conditions:-

(i) it must have a paid-up capital and reserves of an aggregate value of atf least ¥ 5.00 lacs.

(i) it must satisfy the RBI that its affairs are not conducted in a manner damaging fo the interests
of its depositors; and

(iii) it must be a corporation and not a partnership or a single-owner firm.

Scheduled banks enjoy certain advantages :- (i) Free / concessional remittance facilities through
the offices of the RBI and its agents. (ii) Borrowings facilities from the RBI by depositing necessary
documents. In return, the scheduled banks are under obligation to:-

()  maintain an average daily balance of cash reserves with the RBI at rates stipulated by it; and

(i) submit periodical returns to the RBI under various provisions of the Reserve Bank of India Act,
1934 and the Banking Regulation Act, 1949 (as amended from time to time).

All commercial banks such as Indian, foreign, regional rural banks and state co-operative banks
are scheduled banks.

Non-scheduled banks are also subject to the statutory cash reserve requirement. But they are not
required fo keep them with the RBI; they may keep these balances with themselves. They are not
entitled to borrow from the RBI for normal banking purposes, though they may approach the RBI
for accommodation under abnormal circumstances.

Commercial banks may be classified as (a) Indian and (b) foreign bank.

(a)
(b)

Indian banks are those banks which are incorporated in India and whose head offices are in India.

Foreign banks are those banks which are incorporated outside of India and whose head offices
are in outside of India.
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Both types of bank will have to maintain cash reserves with the RBI at rates stipulated by it. Besides,
RBI can supervise over working of foreign banks operating in India.

Commercial banks may also be classified as (a) Private and (b) Public sector bank.

(a) Private sector banks are those banks whose at least 51% shares are holding by private sectors.
(b) Public sector banks are those banks which are not private sectors.

1.3.2. Cooperative Banks

The State Cooperative Bankis a centralinstitution at the State level which works as a final link in the chain
between the small and widely scattered primary societies, on the one hand, and the money market,
on the other. It balances the seasonal excess and deficiency of funds and equate the demand for and
supply of capital. It takes-off the idle money in the slack season and supplies affiliated societies and
Central Co-operative Banks with fluid resources during the busy season. It is the vertex of the pyramidal
structure in a state for the provision of short and medium-term credit to agriculturists on co-operative
basis. These are formed by joining together all districts central cooperative banks in a particular state.
It collects funds by way of share capital, deposits from public, loan from commercial banks etc.

Objective and functions of State Cooperative Banks

The chief objectives of State Cooperative Bank are to coordinate the work of the Central Banks, and
to link Cooperative Credit Societies with the general money market and the Reserve Bank of India.

These banks work as real pivots of the Cooperative movement in the state. They act as initial source of
credit for seasonal and urgent needs of their members. Their main functions are:-

(1) They act as banker's bank to the Central Cooperative Banks in the districts. These banks not only
mobilise the financial resources needed by the societies, but they also deploy them properly
among the various sectors of the movement.

(2) They coordinate their own policies with those of the cooperative movement and the government.

(3) Theyform a connecting link between the cooperative credit societies and the commercial money
market and the RBI.

(4) They formulate and execute uniform credit policies for the cooperative movement as a whole.

(5) Theypromote the wise of cooperationin generalby granting subsidiaries to the Central Cooperative
Banks for the development of cooperative activities.

(6) They act as a clearing house for capital i.e., money flows from, the Apex Banks to the Central
Banks and from the Cenftral Banks to the rural societies and from them to individual borrowers.

(7) They supervise, control and guide the activities of the Central Bank through regular inspections by
their inspection staff and rectify the defects in their work. Thus, they act as their friend, philosopher
and guide.

(8) They also perform general utility functions such as issuing drafts, cheques and letters of credit on
various cenfres and thereby help remittance of funds.

(?) They collect and discount bills with the permission of the Registrar.
(10) In certain place they also provide safe deposit locker and facilities for safe custody of valuables.

(11) They help the state Governmentsin drawing up Cooperative development and otherdevelopment
plans and in their implementation.

Problems in the working of State Cooperative Banks
The State Cooperative Banks do suffer from the following problems:-

(i)  Poor deposits mobilisation: These banks have not been successful in raising deposits as, even now,
individual deposits from less than 25 per cent in many States.
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(if)

(i)

(iv)

(v)

(Vi)

Undesirable investment of funds: These banks are not followed the guide of RBI about the matter
of investment of fund. Despite the advice of the RBI, a cautious policy is not being followed in the
matter of investment of the funds which agriculture even now utilised for the purchase of shares in
other cooperative institutions; or in making huge advances to the primary cooperative societies;
and by way of loans to individuals.

Failure to assess genuineness of borrowing: The banks have failed in assessing the genuineness of
the borrowings of the Central Cooperative Banks. This is evidenced from the fact that the credit
limits of such banks had been fixed on the basis of their owned funds without taking intfo account
their past performance; and the bank’s own financial position.

Ineffective supervision and inspection: Many of the Banks have not taken up this work in right way.
Some of the banks have neither adequate nor separate staff for this work. Officers of these banks
sometimes pay only ad-hoc and hurried visits.

Book adjustment: Book adjustments are offen made regarding repayment of loans. The State
Cooperative Banks have failed to check the fictitious fransactions of the Central cooperative
Banks.

Increasing overdues: The overdues of the Banks have been showing arising trend. This is due to the
fact that these banks have noft followed the prescribed loaning procedure.

(vii) They utilise their reserve funds as working capital.

Suggestions for Improvement

(1)

(2)

(3)

(4)

()

(6)

Qualified managerial personnel: Managers of these banks should be qualified and trained
personnel. No co-operative should be allowed to begin operations until a qualified manager is
appointed who commands the confidence of the people and is able to build the organisation.

Opening of branches : In areas where a Central Co-operative Bank is virtually inoperative and,
therefore, unable to finance the agricultural and credit societies, the State Bank should established
a branch and finance the credit worthy societies till the Central Bank is organised.

Effective supervision: The State Co-operative Banks should try to:

(i) improve their operational efficiency;

(i) exercise effective control over branches and the supervisory staff, and
(i) make sustained efforts for the recovery of loans.

Wide membership: The membership of the Bank should be open to all Central Banks and such
other co-operative credit institutions as may have direct dealing with if. Restrictions should be
imposed on the individual membership.

Withdrawals of privileges for non-co-operation: Central Co-operative Banks which refuse to co-
operate with the State Bank in the matter of supervision and inspection, should be disaffiliated
from the State Co-operative Banks and denied all privileges by the administration.

Other measures : These banks should also make efforts to :

(i) implement and accept policies regarding reorganisation of the structure;
(i) adopt the co-operative loan system.

(i) reduce the overdues; and

(iv) improve the personnel.
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1.3.3 Merchant Banking

Merchant bank may be defined as a kind of financial institution that provides a variety of services such
as (i) marketing and underwriting of new issue (i) investment banking, (i) management of customer
security, (iv)project promotion & project finance(v) merger & takeover related services (vi) portfolios,
(vii) insurance, accept of bills etc and (viii) advises in the raising of corporate capital. Therefore,
merchant banking is a skill-oriented professional service about financial need of the client.

As per SEBI , Merchant Banker may be defined as any person who is engaged in the business of issue
management either by making arrangements regarding selling, buying or subscribing to the securities
as manager, consulfant, advisor or rendering corporafte advisory service in relation fo such issue
management.

Differences between Merchant Banks and Commercial Banks
The differences between merchant banks and commercial banks are;-

(i)  Commercial banks do banking business i.e. accept deposits and use deposits for giving loan but
merchant bank works as consultancy type business i.e. helps in issue of management, in issue of
shares efc.

(i)  The nature of loan given by commercial bank is debt related but loan given by merchant bank is
equity related.

(i) Commercial bank does not take any risk of client but merchant bank takes risk of client.
(iv) Commercial bank acts as a financer but merchant bank acts as a financial advisor.

(v) Commercial Banks are regulated by the Banking Regulation Act, 1949 and is under the control of
RBI whereas merchant bankers are governed by rules and regulations framed by SEBI.

(vi) Commercial banks do mass banking with general public but merchant bank deals with a class of
selected clients.

Differences between Merchant Banks and Investment Banks

An investment banker is a firm engaged in financing the capital requirements of business through the
capital markets. They act as middlemen between issuers of securities requiring capital and the ultimate
investors who make easy the conversion of available savings intfo investments and serve to improve the
flow of capital. Their activities include:

(a) Revenue generating activities, such as
(i) Corporate finance and treasury management
(i) Dealer and brokerage activities
(i) Speculation and arbitrage
(i) Corporate restructuring
(i) Financial engineering and
(iv) Other activities like advisory services, investment management, merchant banking, venture
capital and consulting.
(b) Supportservices such as clearing, research, internal finance and funding and information services.

Thus, the range of services offered by merchant banker is similar fo those of investment bankers. But
merchant banking is fee-based as it involves the provision of different kinds of services and investment
banking is both fee-based & fund-based, as it involves the provision of services as well as making
investments.
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Differences between Merchant Banks and Development Banks

Development Banks are specialised financial institutions that act as financial intermediaries when credit
is not available through normal channels. The funding offered is essentially for industrial and agricultural
development in the nature of medium or long term loans.

They seek to mobilize scarce resources such as capital, fechnology, entrepreneurial and managerial
talents and channelise them into industrial activities in accordance with plan priorities. Its objectives
are to develop the specific sectors and to improve the economy in general.

The services offered by development banks and their objectives are different from those of merchant
banks. In India, development banks are usually statutory corporations while merchant banks are
essentially corporate form of organisation.

Nature and Scope of Merchant Banking Activities
Merchant banking is a skill-oriented professional service about financial need of the client. It helps :-
(i)  to control the financial surplus of the common people into productive sectors.

(i) to co-ordinate the activities of various intermediaries to the share issue such as registrar, bankers,
advertising agency, printers, underwriters, brokers etc.

(i) to ensure fulflment of all rules and regulations of the securities market.

1.4 SECURITIES AND EXCHANGE BOARD OF INDIA (SEBI)

1.4.1. Establishment

The Securities and Exchange Board of India was established on April 12, 1992 in accordance with the
provisions of the Securities and Exchange Board of India Act, 1992.

1.4.2. Preamble

The Preamble of the Securities and Exchange Board of India describes the basic functions of the
Securities and Exchange Board of India as “...to protect the interests of investors in securities and
to promote the development of, and to regulate the securities market and for matters connected
therewith or incidental thereto”

1.4.3. Role of SEBI or Steps Taken by SEBI for the Development of Capital Markets in India

To introduce improved practices and greater fransparency in the capital markets and for capital
market development, the roles of SEBI are:

1. SEBlIhasdrawn up a programme forinspecting stock exchanges. Under this programme, inspections
of some stock exchanges have already been carried out. The basic objective of such inspections
is fo improve the functioning of stock exchanges.

2. SEBI has been authorised to conduct inspections of various mutual funds. In this respect, it has
already undertaken inspection of some mutual funds. Various deficiencies of the individual mutual
funds have been pointed out in the inspection reports and corrective steps undertaken to rectify
these deficiencies.

3. SEBIl hasintroduced a number of measures tfo reform the primary market in order to make stronger
the standards of disclosure. SEBI has infroduced certain procedural norms for the issuers and
infermediaries, and removed the inadequacies and systemic deficiencies in the issue procedures.

4. The process of registration of infermediaries such as stockbrokers has been provided under the
provisions of the Securities and Exchange Board of India Act, 1992.

5. In order to encourage companies to exercise greater care for timely actions in matters relating
to the pubilic issue of capital. SEBI has advised the stock exchanges to collect from companies
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making public issues, a deposit of 1 % of the issue amount which could be forfeited in case of non-
compliance with the provisions of the listing agreement and non-despatch of refund orders and
share certificates by registered post within the prescribed time.

Through an order under the Securities Contracts (Regulations) Act 1956, SEBI has directed the
stock exchanges to broad base their governing boards and change the composition of their
arbitration, default and disciplinary committees. The broad basing of the governing boards of the
stock exchanges would help them function with greater degree of autonomy and independence
or that they become fruly self-regulatory organizations.

Merchant banking has been statutorily brought under the regulatory framework of SEBI. The
merchant bankers have to be authorised by SEBI. They will have to hold to specific capital
adequacy norms and bear by a code of conduct, which specifies a high degree of responsibility
tfowards inspectors in respect of the pricing and premium fixation of issues.

SEBI issued regulations pertaining to “Insider Trading” in November 1992 prohibiting dealings,
communication in matters relating to insider trading. Such regulations will help in protecting the
market's integrity, and in the long run inspire investor confidence in the market.

SEBlissued a separate set of guidelines for development financial institutions in September 1992 for
disclosure and investment protection regarding their raising of funds from the market. As per the
guidelines, there is no need for promoter’s contribution. Besides, underwriting is not mandatory.

SEBI has notified the regulations for mutual funds. For the first time mutual fund’s are governed by a
uniform set of regulations which require them to be formed as frusts and managed by a separate
Asset Management Company (AMC) and supervised by a board of trustees. SEBI (Mutual fund)
regulations provide for laissez-faire relationship between the various constituents of the mutual
funds and thus bring about a structural change which will ensure qualitative improvement in the
functioning of the mutual funds and require that the AMCs have a minimum net worth of ¥ 6 crores
of which the sponsors must contribute at least 40 percent. The SEBS (Mutual Fund) Regulations also
provide for an approval of the offer documents of schemes by SEBI. The regulations are intended
fo ensure that the mutual funds grow on healthy lines and investors’ inferest is protected.

To bring about greater fransparency in tfransactions, SEBI has made it mandatory for brokers to
maintain separate accounts for their clients and for themselves. They must disclose the transaction
price and brokerage separately in the contract notes issued to their clients. They must also have
their books audited and audit reports filed with SEBI.

SEBI has issued directives to the stock exchanges to ensure that contract notes are issued by
brokers to clients within 24 hours of the execution of the contract. Exchanges are to see that time
limits for payment of sale proceeds and deliveries by brokers and payment of margins by clients
to brokers are complied with.

In August 1994, guidelines were issued in respect of preferential issues for orderly development of
the securities market and to protect the interest of investors.

The ‘Banker to the issue’ has been brought under purview of SEBI for investor protection. Unit Trust
of India (UTI) has also been brought under the regulatory jurisdiction of SEBI.

In July 1995, the Committee set up by SEBI under the chairmanship of Y. H. Malegam fo look into
the disclosure of norms for public issues, recommended stricter regulations to conftrol irregularities
affecting the primary market. Following the recommendations of the Malegam Committee, SEBI
issued a number of guidelines in September and October 1995 to protect the interest of investors.

A series of measures to control the prices and to check other malpractices on the stock exchanges
were announced by SEBI on December 21, 1995

Guidelines for reduction the entry norms for companies accessing capital market were issued by
SEBI on April 16, 1996.
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The above discussion shows that SEBI has undertaken a number of steps to establish a fair, transparent
and a strong regulatory structure for the efficient functioning of the capital market and for protecting
the interest of the investors. These steps have helped in developing the capital market on healthy lines.

1.5 NON-BANKING FINANCIAL COMPANY (NBFC)

The Reserve Bank of India is entrusted with the responsibility of regulating and supervising the Non-
Banking Financial Companies by virtue of powers vested in Chapter lll B of the Reserve Bank of India
Act, 1934. The regulatory and supervisory objective is to:

(a) ensure healthy growth of the financial companies;

(b) ensure that these companies function as a part of the financial system within the policy framework,
in such a manner that their existence and functioning do not lead to systemic aberrations; and
that

(c) the quality of surveillance and supervision exercised by the Bank over the NBFCs is sustained by
keeping pace with the developments that take place in this sector of the financial system.

It has been felt necessary to explain the rationale underlying the regulatory changes and provide
clarification on certain operational matters for the benefit of the NBFCs, members of public, rating
agencies, Chartered Accountants efc. To meet this need, the clarifications in the form of questions and
answers, is being brought out by the Reserve Bank of India (Department of Non-Banking Supervision)
with the hope that it will provide better understanding of the regulatory framework.

The information given below is of general nature for the benefit of depositors/public and the clarifications
given do not substitute the extant regulatory directions/instructions issued by the Bank to the NBFCs.

1.5.1 Definition

A Non-Banking Financial Company (NBFC) is a company registered under the Companies Act, 1956
engaged in the business of loans and advances, acquisition of shares/stocks/bonds/debentures/
securities issued by Government or local authority or other marketable securities of a like nature,
leasing, hire-purchase, insurance business, chit business but does not include any institution whose
principal business is that of agriculture activity, industrial activity, purchase or sale of any goods (other
than securities) or providing any services and sale/purchase/construction of immovable property. A
non-banking institution which is a company and has principal business of receiving deposits under
any scheme or arrangement in one lump sum or in installments by way of contributions or in any other
manner, is also a non-banking financial company (Residuary non-banking company).

1.5.2 Difference between banks & NBFCs

NBFCs lend and make investments and hence their activities are akin to that of banks; however there
are a few differences as given below:

(i  NBFC cannot accept demand deposits;

(i)  NBFCs do not form part of the payment and settlement system and cannot issue cheques drawn
on itself;

(i) Depositinsurance facility of Deposit Insurance and Credit Guarantee Corporation is not available
to depositors of NBFCs, unlike in case of banks.

1.5.3 Registration requirement of NBFCs

In terms of Section 45-1A of the RBI Act, 1934, no Non-banking Financial company can commence or
carry on business of a non-banking financial institution without a) obtaining a certificate of registration
from the Bank and without having a Net Owned Funds of ¥ 25 lakhs (¥ two crore since April 1999).
However, in terms of the powers given to the Bank. to obviate dual regulation, certain categories of
NBFCs which are regulated by other regulators are exempted from the requirement of registration with
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RBI viz. Venture Capital Fund/Merchant Banking companies/Stock broking companies registered with
SEBI, Insurance Company holding a valid Cerfificate of Registration issued by IRDA, Nidhi companies
as notified under Section 620A of the Companies Act, 1956, Chit companies as defined in clause (b)
of Section 2 of the Chit Funds Act, 1982, Housing Finance Companies regulated by National Housing
Bank, Stock Exchange or a Mutual Benefit company.

1.5.4 Different types/categories of NBFCs registered with RBI

NBFCs are categorized a) in terms of the type of liabilities info Deposit and Non-Deposit accepting
NBFCs, b) non deposit taking NBFCs by their size into systemically important and other non-deposit
holding companies (NBFC-NDSI and NBFC-ND) and c¢) by the kind of activity they conduct. Within this
broad categorization the different types of NBFCs are as follows:

(i) Asset Finance Company (AFC) : An AFC is a company which is a financial institution carrying on
as its principal business the financing of physical assets supporting productive/economic activity,
such as automobiles, tfractors, lathe machines, generator sets, earth moving and material handling
equipments, moving on own power and general purpose industrial machines. Principal business
for this purpose is defined as aggregate of financing real/physical assets supporting economic
activity and income arising therefrom is not less than 60% of its total assets and total income
respectively.

(i) Investment Company (IC) : IC means any company which is a financial institution carrying on as
its principal business the acquisition of securities,

(iii) Loan Company (LC): LC means any company which is a financial institution carrying on as ifs
principal business the providing of finance whether by making loans or advances or otherwise for
any activity other than its own but does not include an Asset Finance Company.

(iv) Infrastructure Finance Company (IFC): IFC is a non-banking finance company (a) which deploys
at least 75 per cent of its fotal assets in infrastructure loans, (b) has a minimum Net Owned Funds
of ¥ 300 crores, (c) has a minimum credit rating of *A ‘or equivalent (d) and a CRAR of 15%.

(v) Systemically Important Core Investment Company (CIC-ND-SI): CIC-ND-Sl is an NBFC carrying on
the business of acquisition of shares and securities which satisfies the following conditions:-

(a) itholds notless than 90% of its Total Assets in the form of investment in equity shares, preference
shares, debt or loans in group companies;

(b) itsinvestments in the equity shares (including instruments compulsorily convertible into equity
shares within a period not exceeding 10 years from the date of issue) in group companies
constitutes not less than 60% of its Total Assefts;

(c) itdoesnot trade initsinvestments in shares, debt or loans in group companies except through
block sale for the purpose of dilution or disinvestment;

(d) it does not carry on any other financial activity referred to in Section 45l(c) and 45I(f) of the
RBI act, 1934 except investment in bank deposits, money market instruments, government
securities, loans to and investments in debft issuances of group companies or guarantees
issued on behalf of group companies.

(e) Its asset size is T 100 crores or above and
(f) It accepts public funds

(vi) Infrastructure Debt Fund: Non- Banking Financial Company (IDF-NBFC): IDF-NBFC is a company
registered as NBFC to facilitate the flow of long term debt into infrastructure projects. IDF-NBFC
raise resources through issue of Rupee or Dollar denominated bonds of minimum 5 year maturity.
Only Infrastructure Finance Companies (IFC) can sponsor IDF-NBFCs.
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(vii) Non-Banking Financial Company - Micro Finance Institution (NBFC-MFI): NBFC-MFlis a non-deposit
taking NBFC having not less than 85% of its assets in the nature of qualifying assets which saftisfy the
following criteria:

(a) loan disbursed by an NBFC-MFI to a borrower with a rural household annual income not
exceeding ¥ 60,000 or urban and semi-urban household income not exceeding ¥ 1,20,000;

(b) loan amount does not exceed T 35,000 in the first cycle and ¥ 50,000 in subsequent cycles;
(c) totalindebtedness of the borrower does not exceed ¥ 50,000;

(d) tenure of the loan not to be less than 24 months for loan amount in excess of ¥ 15,000 with
prepayment without penalty;

(e) loan to be extended without collateral;

(f) aggregate amount of loans, given for income generation, is not less than 75 per cent of the
total loans given by the MFIs;

(g) loanis repayable on weekly, fortnightly or monthly installments at the choice of the borrower

(viii) Non-Banking Financial Company - Factors (NBFC-Factors): NBFC-Factor is a non-deposit taking
NBFC engaged in the principal business of factoring. The financial assets in the factoring business
should constitute at least 75 percent of its fotal assets and its income derived from factoring business
should not be less than 75 percent of its gross income.

1.5.5 Requirements for registration with RBI

A company incorporated under the Companies Act, 1956 and desirous of commencing business of
non-banking financial institution as defined under Section 45 | (a) of the RBI Act, 1934 should comply
with the following:

(i) it should be a company registered under Section 3 of the companies Act, 1954

(i) It should have a minimum net owned fund of ¥ 200 lakhs. (The minimum net owned fund (NOF)
required for specialized NBFCs like NBFC-MFIs, NBFC-Factors, CICs.

1.5.6 Procedure for application to the Reserve Bank for Registration

The applicant company is required to apply online and submit a physical copy of the application along
with the necessary documents to the Regional Office of the Reserve Bank of India. The application can
be submitted online by accessing RBI's secured website https://secweb.rbi.org.in/COSMOS/rbilogin.
do. Af this stage, the applicant company will not need to log on to the COSMOS application and
hence userids are not required. ). The company can click on “CLICK"” for Company Registration on the
login page of the COSMOS Application. A window showing the Excel application form available for
download would be displayed. The company can then download suitable application form (i.e. NBFC
or SC/RC) from the above website, key in the data and upload the application form. The company
may note to indicate the correct name of the Regional Office in the field “C-8" of the "Annex-
Identification Particulars” in the Excel application form. The company would then get a Company
Application Reference Number for the CoR application filed on-line. Thereafter, the company has to
submit the hard copy of the application form (indicating the online Company Application Reference
Number, along with the supporting documents, fo the concerned Regional Office. The company can
then check the status of the application from the above mentioned secure address, by keying in the
acknowledgement number.

1.5.7 Essential documents required to be submitted along with the application form to the Regional
Office of the Reserve Bank

A hard copy of the application formis available at www.rbi.org.in — Site Map — NBFC List — Forms and
Returns. An indicative checklist of the documents required to be submitted along with the application
can be accessed from www.rbi.org.in — Site Map — NBFC List — Forms and Returns — Documents
required for registration as NBFCs.
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1.5.8 Acceptance of Public Deposit

All NBFCs are not entitled to accept public deposits. Only those NBFCs to which the Bank had given a
specific authorisation are allowed to accept/hold public deposits.

Ceiling on acceptance of Public Deposits and the rate of interest and period of deposit which NBFCs
can accept The ceiling on acceptance of Public Deposits by NBFCs authorized to accept deposifs..
An NBFC maintaining required minimum NOF,/Capital to Risk Assets Ratio (CRAR) and complying with
the prudential norms can accept public deposits as follows:

Category of NBFC having minimum NOF of ¥ 200 lakhs | Ceiling on public deposit

AFC* maintaining CRAR of 15% without credit rating 1.5 times of NOF or ¥ 10 crore whichever
is less

AFC with CRAR of 12% and having minimum investment | 4 times of NOF
grade credit rating
LC/IC** with CRAR of 15% and having minimum 1.5 times of NOF
investment grade credit rating

* AFC = Asset Finance Company
** LC/IC = Loan company/Investment Company

As has been notified on June 17, 2008 the ceiling on level of public deposits for NBFCs accepting
deposits but not having minimum Net Owned Fund of ¥ 200 lakh is revised as under:

Category of NBFC having NOF more than ¥ 25 lakh but less than ¥ 200 lakh | Revised Ceiling on
public deposits

AFCs maintaining CRAR of 15% without credit rating Equal to NOF
AFCs with CRAR of 12% and having minimum investment grade credit rating | 1.5 times of NOF

LCs/ICs with CRAR of 15% and having minimum investment grade creditf rat- | EQual fo NOF
ing

Presently, the maximum rate of interest an NBFC can offer is 12.5%. The interest may be paid or
compounded at rests not shorter than monthly rests.

The NBFCs are allowed to accept/renew public deposits for a minimum period of 12 months and
maximum period of 60 months. They cannot accept deposits repayable on demand.

1.5.9 Salient features of NBFCs regulations which the depositor may note at the time of investment
Some of the important regulations relating to acceptance of deposits by NBFCs are as under:

(i)  The NBFCs are allowed to accept/renew public deposits for a minimum period of 12 months and
maximum period of 60 months. They cannot accept deposits repayable on demand.

(i)  NBFCs cannot offer interest rates higher than the ceiling rate prescribed by RBI from time o time.
The present ceiling is 12.5 per cent per annum. The interest may be paid or compounded aft rests
not shorter than monthly rests.

(i) NBFCs cannot offer gifts/incentives or any other additional benefit to the depositors.
(iv) NBFCs (except certain AFCs) should have minimum investment grade credit rating.
(v) The deposits with NBFCs are not insured.

(vi) The repayment of deposits by NBFCs is not guaranteed by RBI.

(vii) Certain mandatory disclosures are o be made about the company in the Application Form issued
by the company soliciting deposits.
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1.5.10 ‘Deposit’ and ‘Public Deposit’

The term ‘deposit’ is defined under Section 45 |(bb) of the RBI Act, 1934. ‘Deposit’ includes and shall
be deemed always to have included any receipt of money by way of deposit or loan or in any other
form but does not include:

(i)  amount raised by way of share capital, or confributed as capital by partners of a firm;

(i)  amountreceivedfrom ascheduled bank, a co-operative bank, abankingcompany, Development
bank, State Financial Corporation, IDBI or any other institution specified by RBI;

(i) amount received in ordinary course of business by way of security deposit, dealership deposit,
earnest money, advance against orders for goods, properties or services;

(iv) amount received by a registered money lender other than a body corporate;
(v) amount received by way of subscriptions in respect of a ‘Chit’.

Paragraph 2(1)(xii) of the Non-Banking Financial Companies Acceptance of Public Deposits ( Reserve
Bank) Directions, 1998 defines a ‘ public deposit’ as a ‘deposit’ as defined under Section 45 I(bb) of the
RBI Act, 1934 and further excludes the following:

(i)  amount received from the Central/State Government or any other source where repayment is
guaranteed by Cenftral/State Government or any amount received from local authority or foreign
government or any foreign citizen/authority/person;

(i) any amount received from financial institutions specified by RBI for this purpose;
(i) any amount received by a company from any other company;

(iv) amountreceived by way of subscriptions to shares, stock, bonds or debentures pending allotment
or by way of calls in advance if such amount is not repayable to the members under the arficles
of association of the company;

(v) amount received from shareholders by private company;
(vi) amount received from directors or relative of the director of an NBFC;

(vii) amount raised by issue of bonds or debentures secured by mortgage of any immovable property
or other asset of the company subject to conditions;

(viii) the amount brought in by the promoters by way of unsecured loan;
(ix) amount received from a mutual fund;

(x) any amount received as hybrid debt or subordinated debf;

(xi) any amount received by issuance of Commercial Paper.

(xii) any amount received by a systemically important non-deposit taking non-banking financial
company by issuance of ‘perpetual debt instruments’

(xiii) any amount raised by the issue of infrastructure bonds by an Infrastructure Finance Company

Thus, the directions exclude from the definition of public deposit, amount raised from certain set of
informed lenders who can make independent decision.

Debentures secured by the mortgage of any immovable property of the company or by any other asset
or with an option to convert them into shares in the company , if the amount raised does not exceed
the market value of the said immovable property or other assets, are excluded from the definition of
‘Public Deposit’ in terms of Non-Banking Financial Companies Acceptance of Public Deposits (Reserve
Bank) Directions, 1998. Secured debentures are debt instruments and are regulated by Securities &
Exchange Board of India.
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NBFCs can’t accept deposits from NRIs

Effective from April 24, 2004, NBFCs cannot accept deposits from NRIs except deposits by debit to NRO
account of NRI provided such amount does not represent inward remittance or transfer from NRE/
FCNR (B) account. However, the existing NRI deposits can be renewed.

1.5.11 Nomination facility to the Depositors of NBFCs

Nomination facility is available to the depositors of NBFCs. The Rules for nomination facility are provided
for in section 45QB of the Reserve Bank of India Act, 1934. Non-Banking Financial Companies have
been advised to adopt the Banking Companies (Nomination) Rules, 1985 made under Section 45ZA of
the Banking Regulation Act, 1949. Accordingly, depositor/s of NBFCs are permitted to nominate one
person to whom the NBFC can return the deposit in the event of the death of the depositor/s. NBFCs
are advised to accept nominations made by the depositors in the form similar to one specified under
the said rules, viz Form DA 1 for the purpose of nomination, and Form DA2 and DA3 for cancellation of
nomination and change of nomination respectively.

1.5.12 Certain points need to be bear in mind by depositor while depositing money with NBFCs
While making deposits with an NBFC, the following aspects should be borne in mind:
(i)  Public deposits are unsecured.

(i) A proper deposit receipt is issued, giving details such as the name of the depositor/s, the date of
deposit, the amount in words and figures, rate of interest payable and the date of repayment of
matured deposit along with the maturity amount. Depositor/s should insist on the above and also
ensure that the receipt is duly signed and stamped by an officer authorised by the company on
its behalf.

(i) In the case of brokers/agents etc collecting public deposits on behalf of NBFCs, the depositors
should satisfy themselves that the brokers/agents are duly authorized by the NBFC.

(iv) The Reserve Bank of India does not accept any responsibility or guarantee about the present
position as to the financial soundness of the company or for the correctness of any of the statements
or representations made or opinions expressed by the company and for repayment of deposits/
discharge of the liabilities by the company.

(v) Deposit Insurance facility is not available to the depositors of NBFCs.
1.5.13 Rating of NBFCs for acceptance of deposit

An unrated NBFC, except certain Asset Finance companies (AFC), cannot accept public deposits.
An exception is made in case of unrated AFC companies with CRAR of 15% which can accept public
deposit without having a credit rating upto a certain ceiling depending upon its Net Owned Funds.
NBFC may get itself rated by any of the five rating agencies namely, CRISIL, CARE, ICRA and FITCH,
Ratings India Pvt. Ltd and Brickwork Ratings India Pvt. Ltd

1.5.14 Symbols of minimum investment grade rating of different companies

The symbols of minimum investment grade rating of the Credit rating agencies are:

Name of rating agencies Nomenclature of minimum investment grade credit rating (MIGR)
CRISIL FA- (FA MINUS)

ICRA MA- (MA MINUS)

CARE CARE BBB (FD)

FITCH Ratings India Pvt. Ltd. tA-(ind) (FD)

Brickwork Ratings India Pvt. Ltd. | BWR FA (FD)
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It may be added that A-is not equivalent fo A, AA-is not equivalent to AA and AAA- is not equivalent
to AAA

An NBFC cannot accept deposit without rating (except an Asset Finance Company complying with
prudential norms and having CRAR of 15%, as explained above.

If rating of an NBFC is downgraded to below minimum investment grade rating, it has to stop accepfting
public deposits, report the position within fiffeen working days to the RBI and bring within three years from
the date of such downgrading of credit rating, the amount of public deposit fo nil or to the appropriate
extent permissible under paragraph 4(4) of Non-Banking Financial Companies Acceptance of Public
Deposits (Reserve Bank) Directions, 1998.

1.5.15 Defaults in repayment of deposit by NBFCs

If an NBFC defaults in repayment of deposit, the depositor can approach Company Law Board or
Consumer Forum or file a civil suit in a court of law to recover the deposits.

1.5.16 Role of Company Law Board in protecting the interest of depositors

When an NBFC fails fo repay any deposit or part thereof in accordance with the terms and conditions
of such deposit, the Company Law Board (CLB) either on its own motion or on an application from the
depositor, directs by order the Non-Banking Financial Company to make repayment of such deposit
or part thereof forthwith or within such time and subject to such conditions as may be specified in the
order. After making the payment, the company will need to file the compliance with the local office
of the Reserve Bank of India.

As explained above, the depositor can approach CLB by mailing an application in prescribed form
to the appropriate bench of the Company Law Board according to its territorial jurisdiction along with
the prescribed fee.

1.5.17 Appointment of Official Liquidators and its procedure

An Official Liquidator is appointed by the court after giving the company reasonable opportunity of
being heard in a winding up petition. The liquidator performs the duties of winding up of the company
and such duties in reference thereto as the court may impose. Where the court has appointed an
official liquidator or provisional liquidator, he becomes custodian of the property of the company and
runs day-to-day affairs of the company. He has to draw up a statement of affairs of the company
in prescribed form containing particulars of assets of the company, its debts and liabilities, names/
residences/occupations of its creditors, the debts due to the company and such other information
as may be prescribed. The scheme is drawn up by the liquidator and same is put up to the court
for approval. The liquidator realizes the assets of the company and arranges to repay the creditors
according to the scheme approved by the court. The liquidator generally inserts advertisement in
the newspaper inviting claims from depositors/investors in compliance with court orders. Therefore,
the investors/depositors should file the claims within due time as per such notices of the liquidator. The
Reserve Bank also provides assistance to the depositors in furnishing addresses of the official liquidator.

1.5.18 No Ombudsman for hearing complaints against NBFCs

There is no Ombudsman for hearing complaints against NBFCs. However, in respect of credit card
operations of an NBFC, if a complainant does not get satisfactory response from the NBFC within a
maximum period of thirty (30) days from the date of lodging the complaint, the customer will have the
option to approach the Office of the concerned Banking Ombudsman for redressal of his grievance/s.

All NBFCs have in place a Grievance Redressal Officer, whose name and contact details have to be
mandaftorily displayed in the premises of the NBFCs. The grievance can be taken up with the Grievance
Redressal Officer. In case the complainant is not satisfied with the settlement of the complaint by the
Grievance Redressal Officer of the NBFC, he/she may approach the nearest office of the Reserve Bank
of India with the complaint. The detail of the Office of the Reserve Bank has also to be mandatorily
displayed in the premises of the NBFC.
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1.5.19 Various prudential regulations applicable to NBFCs

The Bank has issued detailed directions on prudential norms, vide Non-Banking Financial Companies
Prudential Norms (Reserve Bank) Directions, 1998. The directions interalia, prescribe guidelines on
income recognition, asset classification and provisioning requirements applicable to NBFCs, exposure
norms, constfitution of audit committee, disclosures in the balance sheet, requirement of capital
adequacy, restrictions on investments in land and building and unguoted shares, loan to value (LTV)
ratio for NBFCs predominantly engaged in business of lending against gold jewellery, besides others.
Deposit accepting NBFCs have also to comply with the statutory liquidity requirements. Details of the
prudential regulations applicable to NBFC holding deposits and those not holding deposits is available
in the DNBS section of master Circulars in the RBI welbsite www.rbi.org.in — sitemap — Master Circulars.

1.5.20 ‘Owned Fund’ and ‘Net Owned Fund’ in relation to NBFCs

‘Owned Fund’ means aggregate of the paid-up equity capital , preference shares which are
compulsorily convertible intfo equity, free reserves , balance in share premium account and capital
reserves representing surplus arising out of sale proceeds of asset, excluding reserves created by
revaluation of assetf, after deducting therefromm accumulated balance of loss, deferred revenue
expenditure and other intangible assets. ‘Net Owned Fund’ is the amount as arrived at above, minus
the amount of investments of such company in shares of its subsidiaries, companies in the same group
and all other NBFCs and the book value of debentures, bonds, outstanding loans and advances
including hire purchase and lease finance made to and deposits with subsidiaries and companies in
the same group, to the extent it exceeds 10% of the owned fund.

1.5.21 Responsibilities of the NBFCs accepting/holding public deposits with regard to submission of
Returns and other information to RBI

The NBFCs accepting public deposits should furnish to RBI

(i)  Audited balance sheet of each financial year and an audited profit and loss account in respect
of that year as passed in the annual general meeting together with a copy of the report of the
Board of Directors and a copy of the report and the notes on accounts furnished by its Auditors;

(i) Statutory Quarterly Return on deposits - NBS 1;

(i) Certificate from the Auditors that the company is in a position to repay the deposits as and when
the claims arise;

(iv) Quarterly Return on prudential norms-NBS 2;
(v) Quarterly Return on liquid assets-NBS 3;
(vi) Annual return of critical parameters by a rejected company holding public deposits — NBS 4

(vii) Half-yearly ALM Returns by companies having public deposits of ¥ 20 crores and above or asset
size of ¥ 100 crores and above irespective of the size of deposits holding

(viii) Monthly return on exposure to capital market by deposit taking NBFC with total assets of ¥ 100
crores and above-NBS 6; and

(ix) A copy of the Credit Rating obtained once a year
Documents or the compliance required to be submitted to the Reserve Bank of India by the NBFCs not
accepting/holding public deposits

A. The NBFCs having assets of ¥ 100 crores and above but not accepting public deposits are required
to submit:

(i)  Quarterly statement of capital funds, risk weighted assets, risk asset ratio efc., for the company
- NBS 7
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(i) Monthly Return on Important Financial Parameters of the company

(iii)  Asset- Liability Management (ALM) returns:

(iv) Statement of short term dynamic liquidity in format ALM [NBS-ALM1] -Monthly,
(v) Statement of structural liquidity in format ALM [NBS-ALM?2] Half Yearly

(vi) Statement of Interest Rate Sensitivity in format ALM -[NBS-ALM3], Half yearly

B. The non deposit taking NBFCs having assets of more than ¥ 50 crores and above but less than ¥ 100
crores are required to submit Quarterly return on important financial parameters of the company.
Basic information like name of the company, address, NOF, profit / loss during the last three years
has to be submitted quarterly by non-deposit faking NBFCs with asset size between ¥ 50 crores and
T 100 crores.

All companies not accepting public deposits have to pass a board resolution to the effect that they
have neither accepted public deposit nor would accept any public deposit during the year.

However, all the NBFCs (other than those exempted) are required to be registered with RBI and also
make sure that they continue o be eligible to retain the Registration. Further, all NBFCs (including non-
deposit taking) should submit a certificate from their Statutory Auditors every year to the effect that
they continue to undertake the business of NBFI requiring holding of CoR under Section 45-IA of the RBI
Act, 1934,

NBFCs are also required to furnish the information in respect of any change in the composition of its
Board of Directors, address of the company and its Directors and the name/s and official designations
of its principal officers and the name and office address of its Auditors. With effect from April 1, 2007,
non-deposit taking NBFCs with assets of ¥ 100 crores and above were advised to maintain minimum
CRAR of 10% and also comply with single/group exposure norms. As on date, such NBFCs are required
tfo maintain a minimum CRAR of 15%.

1.5.22 The NBFCs have been made liable to pay interest on the overdue matured deposits if the company
has not been able to repay the matured public deposits on receipt of a claim from the depositor.

As per Reserve Bank's Directions, overdue interest is payable to the depositors in case the company
has delayed the repayment of matured deposits, and such interest is payable from the date of receipt
of such claim by the company or the date of maturity of the deposit whichever is later, fill the date of
actual payment. If the depositor has lodged his claim after the date of maturity, the company would
be liable to pay interest for the period from the date of claim fill the date of repayment. For the period
between the date of maturity and the date of claim it is the discretion of the company to pay interest.

1.5.23 Pre-payment of Public Deposits

An NBFC accepfts deposits under a mutual confract with its depositors. In case a depositor requests
for pre-mature payment, Reserve Bank of India has prescribed Regulations for such an eventuality in
the Non-Banking Financial Companies Acceptance of Public Deposits (Reserve Bank) Directions, 1998
wherein it is specified that NBFCs cannot grant any loan against a public deposit or make premature
repayment of a public deposit within a period of three months (lock-in period) from the date of its
acceptance. However, in the event of death of a depositor, the company may, even within the lock-in
period, repay the deposit at the request of the joint holders with survivor clause / nominee / legal heir
only against submission of relevant proof, to the satisfaction of the company.

A NBFC, (which is not a problem company) subject to above provisions, may permit after the lock-
in period, premature repayment of a public deposit at its sole discretion, at the rate of inferest as
prescribed by the Bank.

A problem NBFC is prohibited from making premature repayment of any deposits or granting any loan
against public deposit/deposits, as the case may be. The prohibition shall not, however, apply in the
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case of death of depositor or repayment of tiny deposits i.e. up to ¥ 10000/- subject to lock in period of
3 months in the latter case.

1.5.24 Liquid assets requirement for the deposit taking companies

In terms of Section 45-I1B of the RBI Act, 1934, the minimum level of liquid assets to be maintained by
NBFCs is 15 per cent of public deposits outstanding as on the last working day of the second preceding
quarter. Of the 15%, NBFCs are required to invest not less than ten percent in approved securities
and the remaining 5% can be in unencumbered term deposits with any scheduled commercial bank.
Thus, the liquid assets may consist of Government securities, Government guaranteed bonds and term
deposits with any scheduled commercial bank.

The investment in Government securities should be in dematerialised form which can be maintained in
Constituents’ Subsidiary General Ledger (CSGL) Account with a scheduled commercial bank (SCB) /
Stock Holding Corporation of India Limited (SHICL). In case of Government guaranteed bonds the same
may be kept in dematerialised form with SCB/SHCIL or in a dematerialised account with depositories
[National Securities Depository Ltd. (NSDL)/Central Depository Services (India) Ltd. (CDSL)] through a
depository participant registered with Securities & Exchange Board of India (SEBI). Howeverin case there
is Government bonds which are in physical form the same may be kept in safe custody of SCB/SHCIL.

NBFCs have been directed to maintain the mandated liquid asset securities in a dematerialised form
with the entities stated above at a place where the registered office of the company is situated.
However, if an NBFC intends to enftrust the securities at a place other than the place at which its
registered office is located, it may do so after obtaining the permission of RBI in writing. It may be
noted that liquid assets in approved securities will have to be maintained in dematerialised form only.

The liquid assets maintained as above are to be utilised for payment of claims of depositors. However,
deposits being unsecured in nature, depositors do not have direct claim on liquid assets.

1.5.25 NBFCs- Exempted from registration

Housing Finance Companies, Merchant Banking Companies, Stock Exchanges, Companies engaged
in the business of stock-broking/sub-broking, Venture Capital Fund Companies, Nidhi Companies,
Insurance companies and Chit Fund Companies are NBFCs but they have been exempted from the
requirement of registration under Section 45-1A of the RBI Act,1934 subject to certain conditions.

Housing Finance Companies are regulated by National Housing Bank, Merchant Banker/Venture Capital
Fund Company/stock-exchanges/stock brokers/sub-brokers are regulated by Securities and Exchange
Board of India, and Insurance companies are regulated by Insurance Regulatory and Development
Authority. Similarly, Chit Fund Companies are regulated by the respective State Governments and
Nidhi Companies are regulated by Ministry of Corporate Affairs, Government of India.

It may also be mentioned that Mortgage Guarantee Companies have been notified as Non-Banking
Financial Companies under Section 45 I(f) (iii) of the RBI Act, 1934.

1.5.26 Entities (not companies) which carry on activities like that of NBFCs

Any person who is an individual or a firm or unincorporated association of individuals cannot accept
deposits except by way of loan from relatives, if his/its business wholly or partly includes loan, investment,
hire-purchase or leasing activity or principal business is that of receiving of deposits under any scheme
or arrangement or in any manner or lending in any manner.

1.5.27 Residuary Non-Banking Company (RNBC)

Residuary Non-Banking Company is a class of NBFC whichis a company and has as its principal business
the receiving of deposits, under any scheme or arrangement or in any other manner and not being
Investment, Asset Financing, Loan Company. These companies are required to maintain investments
as per directions of RBI, in addition to liquid assets. The functioning of these companies is different
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from those of NBFCs in terms of method of mobilization of deposits and requirement of deployment
of depositors’ funds as per Directions. Besides, Prudential Norms Directions are applicable to these
companies also.

1.5.28 Ceiling on raising of deposits by RNBCs

It is frue that there is no ceiling on raising of deposits by RNBCs but every RNBC has to ensure that the
amounts deposited and investments made by the company are not less than the aggregate amount
of liabilities to the depositors.

To secure the interest of depositor, such companies are required to invest in a portfolio comprising
of highly liquid and secure instruments viz. Central/State Government securities, fixed deposits with
scheduled commercial banks (SCB), Certificate of deposits of SCB/FIs, units of Mutual Funds, etc to the
extent of 100 per cent of their deposit liability.

1.5.29 Rate of interest payable by RNBCs on deposits and maturity period of deposits

The amount payable by way of interest, premium, bonus or other advantage, by whatever name
called by a RNBC in respect of deposits received shall not be less than the amount calculated at
the rate of 5% (to be compounded annually) on the amount deposited in lump sum or at monthly or
longer intervals; and atf the rate of 3.5% (to be compounded annually) on the amount deposited under
daily deposit scheme. Further, a RNBC can accept deposits for a minimum period of 12 months and
maximum period of 84 months from the date of receipt of such deposit. They cannot accept deposits
repayable on demand.

1.5.30 Companies like Multi Level Marketing companies, Chit funds etc. come under the purview of RBI

No, Multi Level Marketing companies, Direct Selling Companies, Online Selling Companies don't fall
under the purview of RBI. Activities of these companies fall under the regulatory/administrative domain
of respective state government.

A list of such companies and their regulators are as follows:

Category of Companies Regulator

Chit Funds Respective State Governments

Insurance companies IRDA

Housing Finance Companies NHB

Venture Capital Fund / SEBI

Merchant Banking companies SEBI

Stock broking companies SEBI

Nidhi Companies Ministry of corporate affairs, Government of India

1.5.31 Unincorporated Bodies (UIBs)

Unincorporated bodies (UIBs) include an individual, a firm or an unincorporated association of
individuals. In terms of provision of section 45S of RBI Act, these entities are prohibited from accepting
any deposit. The state government has to play a proactive role in arresting the illegal activities of such
enfities fo protect interests of depositors/investors.

UIBs do not come under the regulatory domain of RBI. Whenever RBI receives any complaints against
UIBs, it immediately forwards the same to the state government police agencies (Economic Offences
Wing (EOW)). The complainants are advised to lodge the complaints directly with the state government
police authorities (EOW) so that appropriate action against the culprits is taken immediately and the
process is hastened.
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RBI on its part has taken various steps to curb activities of UIBs which includes spreading awareness
through advertisements in leading newspapers to sensitize public, organize various investors awareness
programmes in various districts of the country, keeps close liaison with the law enforcing agencies
(Economic Offences Wing).

Companies registered with MCA but not registered with RBlI as NBFCs also sometimes default in
repayment of deposit/amounts invested with them

Companiesregistered with MCA but not registered with RBI as NBFC with RBI are not under the regulatory
domain of RBI. Whenever, RBI receives any such complaints about the companies registered with
MCA but not registered with RBI as NBFCs, it forwards the complaints to the ROC of the respective
state for any action. The complainants are advised that the complaints relating to irregularities of such
companies should be promptly lodged with Registrar of Companies (ROC) concerned for initiating

corrective action.
l Insurance l

1.6 INSURANCE

General Insurance Life Insurance

1.6.1 General Nature of Insurance Companies

The insurance industry has both economic and social purpose and relevance. It provides social security
and promotes individual welfare. It reduces risk and helps to raise productivity in the economy. The
actual premium of insurance companies comprises the pure premium and administrative as well as
marketing cost. The pure premium is the present value of the expected cost of an insurance claim. Since
there is a lag between payment of premiums and payment of claims, there is generation of investible
funds known as insurance reserves. Insurance companies may be organised as either corporations
or mutual associations. A corporation is owned by its stock holders. In mutual association form, the
customers are the owners, and management is formally subject to their confrol. There are various parts
of insurance industry: life insurance, health insurance, general (property liability/property casualty)
insurance, efc. While the cash flow of insurance companies is constant, their payout is deferred
and contingency related. But general insurance, suffers from underwriting cycles i.e. wide swings in
premiums, profitability, funds availability, etc. Generally, the insurance companies are big investors
in long-gestation infrastructure development projects; they are major mobilisers of funds. But it has
been found that restrictions on permitted investments have put insurance companies at a competitive
disadvantage, which has led them to enter into retirement related products.

The insurance companies are financial intermediaries as they collect and invest large amounts of
premiums. They offer protection to the investors, provide means for accumulating savings, and
channelise funds to the government, and other sectors. They are confractual saving agencies which
receive, mostly without fail, steady inflow of funds in the form of premiums or regular contributions
to pension plans. They are also in a position to predict, relatively accurately, when what amounts
of insurance or pension benefits have to be paid. Further, their liabilities in most cases are long-term
liabilities, for many life policies are held for 30 or 40, or 50 or even more years. As a result, the liquidity is
not a problem for them, and their major activity is in the field of long-term investments. Since they offer
life-cover to the investors, the guaranteed rate of return specified in insurance policies is relatively low.
Therefore, they do not need to seek high rates of return on their investments.
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The insurance companies are active in the following fields among other—life, health, and general,
and they have begun to operate the pension schemes and mutual funds also. Insurance business
consists of spreading risks over time and sharing them between persons and organisations. The major
part of insurance business is life insurance, the operations of which depend on the laws of mortality.
The distinction between life and general insurance business is that with regard to the former, the claim
is fixed and certain, but in the case of the latter, the claim is uncertain i.e., the amount of claim is
variable and it is ascertainable only sometime after the event. Pension business is a specialised form of
life assurance.

1.6.2 Insurance Sector Reforms

The insurance sectfor in India has gone through the process of reforms following these
recommendations. The Insurance Regulatory & Development Authority (IRDA) Bill was passed by
the Indian Parliament in December 1999. The IRDA became a statutory body in April, 2000 and has
been framing regulations and registering the private sector insurance companies. The insurance
sector was opened upto the private sector in August 2000. Consequently, some Indian and foreign
private companies have entered the insurance business now. There are about seven general
insurance and eleven life insurance companies operafing in the private sector in India, early in 2004.

Insurance Industry in India

Public Sector Private Sector
]
: General Life General
Insurance (16 companies) (16 companies)
Post office
Insurance

The Structure of Insurance Industry in India

GIC and its 4 subsidiaries

1.6.3 Statutory functions of IRDA are as follows:

<% Issue to the applicant a certificate of registration, renew, modify, withdraw, suspend or cancel
such registration

% Profection of the interests of the policyholders in matters concerning assigning of policy, nomination
by policy holders, insurable interest, settlement of insurance claim, surrender value of policy and
other terms and condifions of contracts of insurance

»  Specifying requisite qualifications, code of conduct and practical training for intermediaries or
insurance intermediaries and agents

<% Specifying the code of conduct for surveyors and loss assessors
% Promoting efficiency in the conduct of insurance business

% Promoting and regulating professional organisations connected with insurance and reinsurance
business
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»  Levying fees and other charges for carrying out the purposes of the Act

<% Cadlling for information from, undertaking inspection of, conducting enquiries and investigations
including audit of the insurers, intermediaries, insurance intermediaries and other organisations
connected with the insurance business

%  Control and regulation of rates, advantages, terms and conditions that may be offered by the
insurers in respect of general insurance business not so confrolled and regulated by the Tariff
Advisory Committee under Section 64 U of the Insurance Act 1938 (4 of 1938)

% Specifying the form and manner in which books of accounts shall be maintained and statements
of accounts shall be rendered by insurers and other insurance intermediaries

% Regulating investment of funds by insurance companies

% Regulating maintenance of margin of solvency

< Adjudication of disputes between insurers and intermediaries or insurance intermediaries
< Supervising the functioning of the Tariff Advisory Committee

% Specifying the percentage of the premium income of the insurer to finance schemes for promoting
and regulating professional organisations referred to in clause (f)

<% Specifying the percentage of life insurance business and general insurance business to be
undertaken by the insurers in the rural and social sector

% Exercising such other powers as may be prescribed.

1.7 PENSION PLANS

Pension Funds (PNFs) have grown rapidly to become the primary vehicle of retirement benefit or
retirement saving, and retirement income in many countries. A Pension Plan (PP) is an arrangement
to provide income to participants in the Plan when they retire. PPs are generally sponsored by private
employers, government as an employer, and labour unions. They may be Funded Pension Plans (FPPs)
or Unfunded Pension Plans (UPPs). If the benefits promised by the PP are secured by assets specifically
dedicated for that purpose, it is called a FPP. If the fulfilment of the promised benefits by the sponsor
depends on the general credit and not by any specific confribution to be made year after year, it is
called an UPP. There may also be Individual Retirement Pension Plans (IRPPs)

1.7.1 Pension Funds

In other countries, pension funds are a powerful financial intermediary. It was estimated that at the
world level, pension funds confrolled $6,700 billion in 1995. In India, private pension funds sfill do not
exist but many people have begun to stress the need for setting up such funds; and a small beginning
was recently made in this respect. The setting up of the first investment-based pension fund proposed
by the UTl was approved by the government in October 1994. This retirement benefit plan is meant to
enable self-employed people to contribute to a pension fund so as to provide security in their old age.
Itis an open-ended plan in which anyone between the age of 18-52 years can contribute and receive
regular monthly income from 58 years onwards. The subscriptions to the fund are expected to grow by
investment in equities and debt in the ratio of 40:60. The minimum subscription is to be ¥ 10,000 to be
paid in not more than 20 instalments of a minimum of ¥ 500 each. The withdrawal is permitted after 70
years of age, and even a premature withdrawal is allowed at a discount.

1.7.2 Classification of Pension Plans - The financial intermediary, or an organisation, or an institution, or
a frust that manages the assets and pays the benefits to the old and retirees is called a Pension Fund
(PNF). Some pension plans are said to be insured i.e. in such cases, the sponsor pays premiums fo a
life insurance company in exchange for a group annuity that would pay retirement benefits fo the
parficipants.
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Another classification of PPs is:

(a) Defined Benefits Pension Plan (DBPP),

(b) Defined Confribution Pension Plan (DCPP) or Money Purchase Pension Plan (MPPP),
(c) Pay-as-you-go Pension Plan (PAYGPP)

(i) Defined Benefits Pension Plan (DBPP)

Under DBPP, the final pension is pre-defined based on the final salary and the period of service.
Most of the pension plans offered by public sector enterprises and the government as employer
in India are of DBPP variety. This type ensures a predictable amount of pension to the employees
for all the years after their retirement and it is guaranteed by the State. DBPPs involve considerable
cost to the employer. The firms with DBPP typically establish a legally separate trust fund, and the
frustees invest employers’ contributions in shares and bonds. *

(ii) Defined Contribution Pension Plan (DCPPs)

It is popular in US, do not guarantee the amount of final benefit which the employees would
get after they retire. In DCPP, the employee and employer make a predetermined contribution
each year, and these funds are invested over the period of fime till the retrement of employee.
Whatever the value of these investments af the time of retirement, the employee will get a certain
amount which he would use to purchase an annuity. From the point of view of the employer,
DCPP is also known as “money purchase pension plan”.

(iii) Pay-As-You-Go-Pension Plan (PAYGPP) In most European countries, including France and
Germany, pensions are paid through PAYGPP, under which the current employees pay a
percentage of their income to provide for the old, and, this, along with the confribution of the
State, goes as a pension that sustains the older generation. In US, there has been a frend towards
a decline in DBPPs and an increase in DCPPs.

1.7.3 Management of Pension Funds Some sponsors of pension plans manage their pension funds
themselves, but most of the sponsors appoint a trustee to do so on their behalf. This trustee is usually
a trust department of a commercial bank, or an insurance company, or a mutual fund. The trustee-
manager invests conftributions provided by the sponsor and pays benefits to the retired persons. In the
case of DBPPs, the assets of the PNF remain the property of the sponsor, who sets general investment
policy in respect of portfolio composition, target return, quality of securities, etc. The fund manager
takes day-today decisions on buying or selling specific assets. Some large sponsors may divide the
management of their PNFs among several frustee-managers.

There are certain advantages in managing PNFs by outside frustees: (a) Transaction costs are lower. The
frustee has greater expertise and he possesses all the necessary personnel, equipment, and expertise
in regulatory requirements, (b) It enhances the credibility of the pension plan.

1.7.4 Pension System in India

In India, the pension system coverage is very small at present. The pension market in India is highly
unorganised which covers hardly three per cent of the Indian population. The Employees’ Provident
Fund (EPF), Employees’ Pension Scheme (EPS), and the PPF are the only schemes, which cover the
pension market in India. The regular salaried employees in the organised sector have been relatively
better off in that public policy provided vehicles for compulsory savings and old age provisions. It is
estimated that by the year 2000, around 23 per cent of people employed in the government sector
were the beneficiaries of the government’s ‘defined benefit pension scheme’, and 49 per cent of
people employed in the private sector were covered by the mandatory employee provident fund.

Last seven years, from 2000 to 2007, have seen a marked shift in pension policy in India through
infroduction of a new pension system. OASIS committee has recommended two major pension reforms
for the government employees and the unorganised sector respectively. These efforts culminated in
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sefting up of the Pension Fund Regulatory and Development Authority (October 2003). Infroduction of
a new pension system (December 2003), and introduction of the PFRDA Bill in Parliament (March 2005).

Pension Fund Regulatory and Development Authority (PFRDA) was established by the Government
of India on August 23, 2003. to promote old age income security by establishing, developing and
regulating pension funds, to protect the interests of subscribers to schemes of pension funds and for
matters connected therewith or incidental thereto. The authority shall consist of a Chairperson and not
more than five members, of whom at least three shall be whole-time members, to be appointed by the
Central Government.

The pension schemesin operationin India currently can broadly be divided into the following categories:
(1) Civil Services Pension Schemes (Pay as- you-go), (2) Employees’ Provident Fund (EPF), (3) Employees’
Pension Scheme (EPS). (4) New Pension Scheme (NPS), (5) Voluntary Pension Schemes under which two
schemes are in operation such as (i) Personal / Group Pension Plans, (ii) Public Provident Fund.

1.7.5 Current Pension Schemes
Some of the pension schemes available in India at present are:

(i) Government Employees’ Pension Scheme: The Government Employees’ Pension Scheme (GEPS),
which has been made mandatory from 1995. It is a subset of Employees’ Provident Fund (EPF). It
provides (a) superannuation pension, (b) retirement pension, (c) permanent total disability pension,
(d) widow or widower's pension, and (e) orphan pension. It is essentially a defined-contribution
and defined benefit pay-as-you-go scheme, which is financed by diverting 8.33 per cent of the
employers’ existing share of PF contributions.

The Cenftral government contributes an amount equivalent to 1.16 percent of a worker's salary.
The scheme provides a minimum pension of ¥ 500 per month and a maximum pension of 60 per
cent of the salary. All assets and liabilities of the erstwhile Family Pension Fund Scheme, 1971 have
been transferred to this GEPS, 1995 scheme. After the introduction of this scheme, the employees
who had enrolled in the LIC pension schemes will also obtain pension benefits from GEPS, which
is also known as Employees Pension Scheme (EPS), 1995. However, only the scheme (Pension and
Provident Fund Scheme for employees of establishments covered under the Employees Provident
Fund Act, 1952) run by Central Provident Fund Commissioner (CPFC) is eligible for the government
conftribution of 1.16 per cent of salary, thereby discouraging establishments to seek exemption
from running their own schemes. The employers who want to be exempted have to contribute
the balance 1.16 per cent of the salary, thereby ensuring that a contribution rate of 9.5 per cent is
maintained for both exempted and non-exempted schemes. All benefits from exempted schemes
have to be at least equal to those provided under the EPS 1995. Employers who do not wish to
conftribute to centrally administered EPF can set up their own tfrustee managed funds and seek the
same exemption from Employees’ Provident Fund Organisation.

The EPF and EPS funds are invested mainly in government securities and government special
deposit schemes, and individual employees do not have any say in the choice of investments.
Investments of privately managed “exempted Provident Funds” are governed by guidelines which
are at present as given below:

Security Minimum % to be invested
1. Cenftral Govt. Securities 25%
2. Govt. Securities and State Govt. Securities or guaranteed by them 15%
3. Public sector units and financial institutions bonds 30%
4. Any of the above 3 categories 30%
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(i) BEPS and IEPS

Bank Employees Pension Scheme (BEPS), 1993, and Insurance Employees Pension Scheme (IEPS),
1993 are for the benefit of the employees of public sectorbanks, and government owned insurance
companies respectively. They are financed by the entire employer’s portion of the PF contribution
which is 10% of the basic salary. The main benefit under these schemes (after superannuation at
60 years of age or after 33 years of service) is in the form of a pension of 50% of the average basic
salary during the last 10 months of employment. An additional benefit of 50% of the average of
the allowances which rank for the PF but not for DA during the last 10 months of service is also
provided to the employees, and this amounts to 2-4% of the employee’s salary.

(iii) Privately Administered Superannuation Fund

So far, the parivate sector has been kept out inrespect of setting up and running of pension funds;
they have been run by the government or semi-government organisations. If any employer sets
up a privately administrated superannuation fund, it is stipulated that he can accumulate funds in
the form of an irrevocable trust fund during the employment period of the employee concerned,
but when the pension becomes payable, suitable annuities have to be purchased from the LIC.
Alternatively, the employer can have a superannuation scheme with the LIC and pay suitable
conftributions for the employees in service.

LIC has infroduced 4 pension plans in the recent past:
(i) Varistha Pension Bima Yojana (VPBY)

(i)  New Jeevan Akshay (NJA)

(i) New Jeevan Dhara (NJD)

(iv) New Jeevan Suraksha (NJS)

1.8 MUTUAL FUNDS

A mutual fund is a pure intermediary which performs a basic function of buying and selling securities
on behalf of its unit holders, which latter also can perform but not easily, conveniently economically,
and profitably .The investors in mutual fund are given the share in its total funds which is proportionate
to their investments, and which is evidenced by the unit cerfificates.

However unlike share holders in a company, the share holders in mutual funds do not have any voting
rights.

Mutual fund is the most suitable investment for the common man as it offers an opportunity fo invest in
a diversified, professionally managed basket of securities at a relatively low cost.

In India, a mutual fund is required to be registered with Securities and Exchange Board of India which
regulates securities markets before it can collect funds from public.

Functions of Mutual Funds:

The functions are similar to those of other financial infermediaries. However, its special objective or
advantage is that it provides investors of small and moderate means the opportunity that is enjoyed
by large, rich investors namely, to realize high & secure rate of return on their savings.

The further details of mutual fund are discussed in the Study Note 2.
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FINANCIAL MARKET INSTRUMENTS ﬁ
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This Study Note includes

2.1 Financial Market

2.2 Money Market

2.3 Money Market Instruments

2.4 Government Securities and Bonds

2.5 Repo and Reverse Repo

2.6 Promissory Note

2.7 Futures, Options and other Derivatives
2.8 Mutual funds

2.1 FINANCIAL MARKET

A financial market is a market where financial instruments are exchanged or fraded. Financial markets
provide the following three major economic functions:

1. Price discovery
2. Liquidity
3. Reduction of transaction costs

1) Price discovery function means that transactions between buyers and sellers of financial instruments
in a financial market determine the price of the fraded asset. At the same time the required return
from the investment of funds is determined by the participants in a financial market. The motivation
for those seeking funds (deficit units) depends on the required return that investors demand. It is
these functions of financial markets that signal how the funds available from those who want to
lend or invest funds will be allocated among those needing funds and raise those funds by issuing
financial instruments.

2) Liquidity function provides an opportunity forinvestors to sell a financial insfrument, since it is referred
to as a measure of the ability to sell an asset at its fair market value at any fime. Without liquidity,
aninvestor would be forced to hold a financial instrument until conditions arise to sell it or the issuer
is confractually obligated to pay it off. Debft instrument is liquidated when it matures, and equity
instrument is until the company is either voluntarily or involuntarily liquidated. All financial markets
provide some form of liquidity. However, different financial markets are characterized by the degree
of liquidity.

3) The function of reduction of transaction costs is performed, when financial market parficipants
are charged and/or bear the costs of trading a financial instrument. In market economies the
economic ratfionale for the existence of institutions and instruments is related to fransaction costs,
thus the surviving institutions and instfruments are those that have the lowest fransaction costs.

Classification of financial markets

There are different ways to classify financial markets. They are classified according to the financial
insfruments they are trading, features of services they provide, trading procedures, key market
participants, as well as the origin of the markets.

ADVANCED FINANCIAL MANAGEMENT | 2.1<



Financial Market Instruments

The generalized financial market classification is given in Table below:

Table: Financial market classification

Criterion Features Examples
Products Tradability, transferability, ownership, |Equity, debt instruments, derivatives
maturity, denomination, substance
Services Technical, advisory, information and |IT support, research and analysis, custody
knowledge-based, administrative
Ways of Physical, electronic, virtual Over the counter, exchange, internet
frading
Participants Professionals, non-professionals, Banks, central banks, non-bank financial
institutions, officials companies, institutional investors, business
firms, households
Origin Domestic, cross-border, regional, National markets, regionally integrated
infernational markefts, Euromarkets, domestic/foreign
currency markets, onshore/offshore markets

Types of Financial Market Instruments:

m Money Market Instruments

ma Capital Market Instruments

— Hybrid Instruments

2.2 MONEY MARKET

Money market is a very important segment of the Indian financial system. It is the market for dealing
in monetary assets of short-term nature. Short-term funds up to one year and for financial assets that
are close substitutes for money are dealt in the money market. It is not a physical location (like the
stock market), but an activity that is conducted over the telephone. Money market instruments have
the characteristics of liquidity (quick conversion info money), minimum transaction cost and no loss in
value. Excess funds are deployed in the money market, which in turn is availed of to meet temporary
shortages of cash and other obligations.

Money market provides access to providers (financial and other institutions and individuals) and users
(comprising institutions and government and individuals) of short-term funds to fulfill their borrowings and
investment requirements at an efficient market-clearing price. The rates struck between borrowers and
lenders represent an array of money market rates. The interbank overnight money rate is referred to as
the call rate. There are also a number of other rates such as yields on treasury bills of varied maturities,
commercial paper rate and rates offered on certificates of deposit. Money market performs the
crucial role of providing an equiliorating mechanism fo even out short-term liquidity and in the process,
facilitating the conduct of monetary policy. Short-term surpluses and deficits are evened out. The money
market is the major mechanism through which the Reserve Bank influences liquidity and the general
level of interest rates. The Bank's interventions to influence liquidity serve as a signaling device for other
segments of the financial system.

The Indian money market was segmented and highly regulated and lacked depth fill the late eighties.
A limited number of participants, regulation of entry and limited availability of instruments characterized
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e
it. The instruments were limited to call (overnight) and short notice (up to 14 days) money, inter-bank
deposits and loans and commercial bills. Interest rates on market instruments were regulated. Sustained
efforts for developing and deepening the money market were made only after the initiation of financial
sector reforms in early nineties.

Features of Money Market:

(@) Instruments Traded: Money Market is a collection of Instruments like Call Money, Notice Money,
Repos, Term Money, Treasury Bills, Commercial Bills, Certificate of Deposits, Commercial Papers,
Inter-Bank Participation Certificates, Inter Corporate Deposits, Swaps, etc.

(b) Large Participants: The participants of Money Market are — (i) lenders, (i) Mutual Funds, (iii) Financial
Institutions including the RBI, Scheduled Commercial Banks, Discount and Finance House of India
and (iv) Borrowers. Network of a large number of participants exists which add greater depth to
the market. This network can be broadly classified as follows :

Organized Sector Unorganized Sector
1. Commercial and Other Banks 1. Indigenous Bankers
2. Non-Banking Financial Companies |2. Nidhis and Chit Funds
3. Co—operative Banks 3. Unorganized Money Lenders

(c) Zone Centric Activities: Activities in the money market tend to concenfrate in some cenftre, which
serves a region or an ared. The width of such area may vary depending upon the size and needs
of the market itself.

(d) Pure Competition: Relationship between Participants in a money market isimpersonal in character,
and the competition is relatively pure.

(e) Lower Price Differentials: Price differentials for assets of similar type tend to be eliminated by the
interplay of demand and supply.

(f) Flexible Regulations: Certain degree of flexibility in the regulatory framework exists and there are
constant endeavours for infroducing a new instruments / innovative dealing techniques.

(g) Market Size: It is a wholesale market and the volume of funds or financial assets traded are very
large, i.e. in crores of rupees.

Functions of the Money Market:

A money market is generally expected to perform three broad functions:

o,

“ Provide a balancing mechanism to even out the demand for and supply of short- term funds.

% Provide a focal point for central bank intervention for influencing liquidity and general level of
interest rates in the economy.

7

< Provide reasonable access to suppliers and users of short-term funds to fulfill their borrowings and
investment requirements at an efficient market clearing price.

Besides the above functions, a well-functioning money market facilitates the development of a market
forlonger-term securities. The interest rates for exiremely short-term use of money serve as a benchmark
for longer-term financial instruments.
Pre- requisites for an efficient Money Market:
1. Features of a well developed Money Market:

(a) Uses a broad range of financial instruments (freasury bills, bills of exchange etc).

(b) Channelizes savings intfo productive investments.

(c) Promote financial mobility in the form of inter sectoral flows of funds.

(d) Facilitate the implementation of monetary policy by way of open market operations.
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2. Pre-Requisites for an Efficient Money Market:

(a) Economic System: Institutional development, relative political stability and a reasonably well
developed banking and financial system.

(b) Integrity: Transactions in money market are concluded over telephone followed by written
confirmation from the contracting parties. Hence, integrity is a basic necessity. Thus banks and
other players in the market may have to be licensed and effectively supervised by regulators.

(c) ShortTerm Funds: The market should be able to provide aninvestment outlet for any femporarily
surplus funds that may be available. Thus, there must be effective demand and supply of short
tferm monies the demand for which arises from short ferm liquidity requirements and supply of
which arises from idle cash available for temporary investment.

(d) Clearing Mechanism: Efficient clearing and seftlement systems. Electronic Funds Transfer (EFT),
Depository System, Delivery versus Payment (DVP), High Value Inter-bank Payment System, etc.
are essential pre-requisites for ensuring a risk free and transparent payment and settlement
system.

(e) Regulation: Government and Cenfral Bank intervention to moderate liquidity profile.

() Apex Body: An empowered Central Bank to ensure credibility in the system and to supervise
the players in the market.

(9) Instruments: The market should have varied instruments with distinctive maturity and risk profiles
to serve the needs of the players in the market. Multiple instruments add strength and depth
to the market.

(h) Integration: Market should be integrated with the rest of the markets in the financial system to
ensure perfect equilibrium. The funds should move from one segment of the market to another
for exploiting arbitrage opportunities.

Differences between Capital Market and Money Market:

Aspect Capital Market Money Market

Type of Instruments | Debt and Equity Instruments. Debt Instruments only.

Tenor of Instruments | Medium and Long Term Instruments. Short Term usually less than one year.

Examples Equity Shares, Preference Stock, Treasury Bills, Cerfificates of Deposits,
Debenture Stock, Zero Coupon Bonds, |Commercial Papers, Banker's
etfc. Acceptance.

Classification Capital Market is further classified into There is no such further classification.
Primary Market and Secondary Market.

Participants Retail Investors, Institutional Investors Banks, Financial Institutions, Reserve
(Mutual Funds), Financial Institutions, Bank of India, Government.
etc.

Risk Low credit and market risk involved. High credit and market risk.

Regulator SEBI RBI

Benefits of an efficient Money Market:

% Provides a stable source of funds to banks

% Encourages development of non-bank entities
% Facilitates government market borrowing

% Makes effective monetary policy actions

< Helps in pricing different floating interest products
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Role of the Reserve Bank of India in the Money Market:

The Reserve Bank of India is the most important constituent of the money market. The market comes
within the direct purview of the Reserve Bank regulations.

The aims of the Reserve Bank's operations in the money market are:

< To ensure that liquidity and short-term interest rates are maintained at levels consistent with the
monetary policy objectives of maintaining price stability;

< To ensure an adequate flow of credit to the productive sectors of the economy; and
% To bring about order in the foreign exchange market.

The Reserve Bank influences liquidity and interest rates through a number of operating instruments- cash
reserve requirement (CRR) of banks, conduct of open market operations (OMOs), repos, change in
bank rates, and, at times, foreign exchange swap operations.

Money Market Segments:

In a broad sense, money market consists of the market for short-term funds, usually with maturity up to
one year. It can be divided into several major segments:

SV
Money
Market

Segments

| | [ | |
f ) Government
CDs CPs Swaps Repo treasury
L ) securities
2.3 MONEY MARKET INSTRUMENTS

|— A. Call/notice money market —I
r B. Treasury bill (T-bills) —‘
I— C. Commercial Bills (CBs) —‘
I— D. Commercial Papers (CPs) —I
|— E. Cerlificates of Deposits (CDs) —‘
I— F.  Collateralised Borrowing and Lending Obligation —‘

Call/notice money market and treasury bills form the most important segments of the Indian money
market. Treasury bills, call money market, and certificates of deposit provide liquidity for government
and banks while commercial paper and commercial bills provide liquidity for the commercial sector
and intfermediaries.
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Major characteristics of money market instruments are:
e Short-term nature;

e Lowrisk;

e High liquidity (in general);

e Close to money.

The various instruments are now detailed as under:

A. Call/Notice money:

Call/Notice money is an amount borrowed or lent on demand for a very short period. If the period is
more than one day and upto 14 days, it is called notice money and if the period is more than 14 days,
it is called call money.

Exclusions: Intervening holidays and / or Sundays are excluded for this purpose.
No collateral security is required to cover these tfransactions.
Participants of Call money:

Nature of Persons Persons
Borrow and Lend Reserve Bank of India (RBI) through LAFs, Banks, Primary Dealers (PD)

Financial Institutions such as:-

(a) Life Insurance Corporation of India (LIC)
(b) Unit Trust of India (UTI) and Mutual Funds
Lenders (c ) General Insurance Corporation (GIC)

(d) Industrial Development Bank of India (IDBI)

(e) National Bank for Agricultural and Rural Development (NABARD)

(f) Industrial Credit Investment Corporation of India (ICICI)

Benefits:

(a) Banks and Institutions: Call Market enables Banks and Financial Institutions to even out their day-
to-day deficits and surpluses of money.

(b) Cash Reserve Requirements: Commercial Banks, Co-operative Banks and Primary Dealers are
allowed to borrow and lend in this market for adjusting their cash reserve requirements.

(c) Outlet for Deploying Funds: It serves as an outlet for deploying funds on short-term basis to the
lenders having steady inflow of funds.

Other Features:
(a) Restriction on Participation:

% Specified All-India Financial Institutions, Mutual Funds and certain specified entities are allowed
to access Call/Notice money only as Lenders.

< Call money is an inter-bank market, hence non-bank entities are not allowed access to this
market.

(b) Interest Rates: Interest rates in the call and notice money market are market determined.

(c) Accountwith RBI: In view of the short tenure of such transactions, both the Borrowers and the Lenders
are required to have current accounts with the Reserve Bank of India.

Purposes: Banks borrow in this money market for the following purpose—

(a) To fill the gaps or temporary mismatches in funds.
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(b) To meet the Cash Reserve Ratio (CRR) and Statutory Liquidity Ratio (SLR) mandatory requirements
as stipulated by RBI.

(c) To meet sudden demand for funds arising out of large outflows.

Nature of Call money market:

Call money represents the amount borrowed by the commercial banks from each other to meet their
temporary funds requirements. The market for such extiremely short period loans is referred to as the
“call money market”.

Callloans in India are given:

(i) to the bill market,

(i) to dedlers in stock exchange for the purpose of dealings in stock exchange,
(i) between banks, and

(iv) toindividuals of high financial status in Mumbai for ordinary trade purpose in order to save interest
on cash credit and overdrafts.

Among these uses, inter-bank use has been the most significant. These loans are given for a very short
duration, between 1 day to 15 days. There are no collateral securities demanded against these loans
i.e., unsecured. The borrower has to repay the loans immediately they are called for i.e., highly liquid.
As such, these loans are described as “call loans” or “call money”.

Until March 1978, transactions in the call money market were usually effected through brokers. From
March 1978, the RBI has prohibited banks paying brokerage on operations in the call money market.

Call market is over-the —telephone-market. In Mumbai, call market starts business at 10 a.m. and close
by 2.30 p.m. Borrowers and lenders contact each other over telephone.

Interest rate & maturity of call loans can be renewed with the consent of borrowers and lenders.

It is well known that money and credit situation in India every year is subject to seasonal fluctuations.
Transactions in call money market are influenced by this factor. The seasonal ups and downs get
reflected in volumes of money at call or short notice, increasing during busy season and declining in
slack season. The demand for call money borrowings is the highest around March every year due to
meet tax payments, to meet statutory obligations by financial institutions and to maintain higher CRR.

Location: Call money markets are mainly located in big industrial and commercial centres like Mumbai,
Calcutta, Chennai, Delhi, Ahnmedabad. Among these Mumbai and Calcutta are more important from
the point of view of the size.

Size: Total call loans in India was 9.3 crores in 1955-56, but it is increased to X7,147 croresin 1995-96 and
to 36,093 crores in 2002-03. This market is developed from 14/6/2003 by reducing the lending limit of
non-bank participants to 75% of their average daily call money. From 27/12/2003 the lending limit of
non-bank is further reduced to 60%. From 7/2/2004, primary dealers are allowed to borrow upto 200%
of their owned funds. On an average the volume of turnover in call market was 36,000 crore during
1991-97. But it has increased to ¥1,00,000 crore in October 2003.

Call money market -An edge for Commercial Banks

Call loans are preferable to Commercial Banks because:

(i) Itis available from other banks in order fo meet a sudden demand for funds, large payments,
large remittance and to maintain cash reserve ratio (CRR) with the RBI.

(i)  These loans are given for a very short duration, between 1day to 15 days. Banks can easily and
quickly borrow from call market to meet their needs.

ADVANCED FINANCIAL MANAGEMENT | 2.7<



Financial Market Instruments

(i) There are no collateral securities demanded against these loans i.e., unsecured. The RBI had
recommended that the call market should be reserved for commercial banks without any ceiling
on call rates.

(iv) Banks can invest their temporary surplus fund in call market of high call rate to earn maximum
profit without hampering liquidity.

Volatile nature of Call money rate

The rate of interest paid on callloans is known as the callrate. The callrate is highly variable with changes
in demand for and supply of call loans. It varies from day to day, from hour to hour and from cenftre
to centre. Average monthly call rates are higher in March, April, May, October & November. Average
monthly callrates are lowerin January, August, and December because demand for liquid fund is lower
in that time. Till 1973, the callrate in India has been determined by market forces. On account of credit
policy of RBlin 1973, the call rate had reached at 39%. As this rate had very high for short term loan, in
1973 the Indian Bank Association (IBA) fixed a ceiling of 15% on call rate. Since then, the IBA lowered
this ceiling to 12.5%in 1976 and 10% in April 1980. From May 1989 the ceiling on call rate were withdrawn
and it has been freely determined by the market forces. During November 1999 to February 2000 call
rate varies from 5% to 8%. In March 2000 it goes to 25% and on 27-4-2000 it falls to 7%. In October 2002
call rate comes down to 5.74%. The call rate is the highest in Calcutta and the lowest in Mumbai. Call
rate in Calcutta is higher because demand for funds in ferms of trading in commodities like Jute, Teaq,
Coalis higher. The supply of fund is lower in Calcutta because bankers and organized money markets
are very weak.

Factors affecting fluctuation of call rate:

After the removal of ceiling, the call rate has fluctuated widely. The call rate is volatile due to following
reasons:

(a) Large borrowings on certain dates by banks to meet the CRR requirements (then call rate rise
sharply) and demand for call money falls when CRR needs are met.

(b) The credit operations of certain banks fend to be much in excess of their own resources.
(c) Disturbance in the banking industry.

(d) Whenliquid fund of an institution is very essential fo repay the loan, advance tax, matured amount
of security, and at the boom position of institution the call rates increase.

(e) When callmarketis easy, Banks invest funds in govt. securities, bonds in order o maximise earnings.
But with no buyers in the market, these securities are not cashed. Due to such liquidity crisis, call
rate is high.

(f)  The structural deficiencies in the banking system. The banking system tries to build up deposits in
last week of end of the year.

(g) Forex market turbulence.

(h) Call market is over-the-telephone-market. Borrowers and lenders contact each other over
telephone. In the absence of perfect communication they deal at different rates.

(i)  In call market, main borrowers are commercial banks and lenders are UTI, LIC efc .In absence of
lenders for few days, call rates rise up.

(i)  When Govt. securities mature and are encashed by the public, supply of call loans increases and
call rates fall.

(k) Cyclical mass import payments reduces liquidity in the money market and hence call rates
decreases.
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Measures adopted from time to time for stabilizing call rates:

The volatility of call rate can be controlled to achieve a state of stability by the following ways:
(i) Intervention by the DFHI as market maker.

(i)  Channelization of more funds by the RBI through the DFHI, & STCI.

(i) Channelization of more funds by certain financial institutions with surplus funds.

(iv) Infroduction of new money market instruments and allowing large number of participants in call
money market.

(v) Use of callloans for normal banking operation.

For this purpose, the RBI has established different policy. The money market support by RBI and the
reduction in CRR for credit expansion & forincrease liquidity, and increasing Govt. securities refinancing
had helped to moderate the call rate in 1995. The spot foreign exchange purchases by the RBI had
helped toreduce the callrate in March 1996. The recommencement of repo auctions by RBIin November
1996 had provided a reasonable floor to call money rates.

It cannot be said that these measures have reduced the volatility in the call market in India.
Inter — Bank Money and its distinction from Call Money and Notfice Money:

Inter Bank Market for deposits of maturity beyond 14 days is referred to as Inter-Bank Term Money. Term
Money is accepted by the institutions at a discounted value, and on the due date payment will be
made equal to the face value.

Participants: Financial Institutions permitted by RBI such as IFCI, SIDBI, NABARD, EXIM Bank, DFHI (Discount
& Finance House of India), efc.

Tenor of Instrument: 3 Months o 6 Months.

Rate of Interest: Negotiated between the Participants.

Other Feature: Investment in Term Money is unsecured and the limits are fixed by RBI.
Reasons for Development of Term Money Market:

(a) Declining spread in lending operations

(b) Voldtility in the call money market with accompanying risks in running mismatches.
(c) Growing desire for fixed interest rate borrowing by corporates.

(d) Fuller integration between forex and money markets.

Inter Bank Participation Certificate:

Inter Bank Participation Certificates (IBPC) are short-term instruments to even out the short term liquidity
within the Banking system particularly when there are imbalances affecting the maturity mix of assets
in Banking Book.

Objective: To provide a degree of flexibility in the credit-portfolio of Banks. It can be issued by Scheduled
Commercial Bank and can be subscribed by any Commercial Bank.

Types: There are two types of participation certificates-

Aspect Without Risk to Lender With Risk fo Lender
Period Period not exceeding 90 Days 91 Days to 180 Days

Issuing Bank: Disclose as Liability under Issuing Bank: Reduce from Advances
Disclosure |Borrowing from Banks. Outstanding.

participating Bank: Advances to Bank Participating Bank: Under Advances
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Other Features:

(a) Interest rate on IBPC is freely determined in the market, i.e. negotiable.

(b) Certificates are neither transferable nor prematurely redeemable by the Issuing Bank.
(c) Issuing Bank can secure funds against advances without actually diluting its asset-mix.
Inter Corporate Deposits & Public Deposits:

1. Inter Corporate Deposits: (ICD’s)

(a) Companies can borrow funds for a short period, for example 6 months or less, from other
companies which have surplus liquidity.

(b) Such deposits made by one Company in another are called Inter-Corporate Deposits (ICD's)
and are subject to the provisions of the Companies Act, 1956.

(c) The rate of interest on ICD’s varies depending upon the amount involved and time period.

(d) RBI permits Primary Dealers to accepft Inter Corporate Deposits up to fifty per cent of their Net
Worth and that also for a period of not less than 7 days. Primary Dealers cannoft lend in the
Inter Corporate Deposits market.

(e) The risk on ICDs is very high.
2. Public Deposits:
(a) Public Deposits are a very important source for short-term and medium term finance.

(b) A Company can accept public deposits from members of the public and shareholders, subject
to the stipulations laid down by RBI from fime fo fime.

(c) The maximum amount that can be raised by way of Public Deposits, maturity period, procedural
compliance, etc. are laid down by RBI, from fime to time.

(d) These deposits are unsecured loans and are used for working capital requirements. They should
not be used for acquiring fixed assefts since they are to be repaid within a period of 3 years.

B. Treasury Bills:

Treasury bills are short-term instruments issued by the Reserve Bank on behalf of the government fo fide
over short-term liquidity shortfalls. This insfrument is used by the government to raise short-term funds to
bridge seasonal or temporary gaps between its receipts (revenue and capital) and expenditure. They
form the most important segment of the money market not only in India but all over the world as well.

T-bills are repaid at par on maturity. The difference between the amount paid by the tenderer at the
time of purchase (which is less than the face value) and the amount received on maturity represents the
interest amount on T-bills and is known as the discount. Tax deducted at source (TDS) is not applicable
on T-bills.

Features of T-bills:
% They are negotiable securities.

< They are highly liquid as they are of shorter tenure and there is a possibility of intfer-bank repos in
them.

< There is an absence of default risk.

% They have an assured yield, low transaction cost, and are eligible for inclusion in the securities for
SLR purposes.

<% They are not issued in scrip form. The purchases and sales are effected through the Subsidiary
General Ledger (SGL) account.
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% Atpresent, there are 91-day, 182-day, and 364-day T-bills in vogue. The 91-day T-bills are auctioned
by the RBI every Friday and the 364-day T-bills every alternate Wednesday, i.e., the Wednesday
preceding the reporting Friday.

< Treasury bills are available for a minimum amount of ¥25,000 and in multiiples thereof.
Issue Price: Treasury Bills are issued at a discount and redeemed at face value.

Auction Method: 91 days T-Bills are auctioned under uniform price auction method whereas 364 days
T-Bills are auctioned on the basis of multiple price auction method.

Investors: Banks, Primary Dealers, State Governments, Provident Funds, Financial Institutions, Insurance
Companies, NBFC:s, FlIs (as per prescribed norms), NRIs & OCBs can invest in T-Bills.

Yield in T-Bill: Yield = —— x 2% x100

Where, F = Face Value of T-Bill

P = Purchase Price or Issue Price

M = Maturity Period

Types of Treasury Bills available in the Money market:

There are three categories of T-bills:

Auctioned T-bills
e 91-days

On-tap Bills Ad hoc Bills
e 182-days

e 364-days

On-tap Bills:

On-tap Bills, as the name suggests, could be bought from the Reserve Bank at any time at an interest
yield of 4.66 per cent. They were discontinued from April 1, 1997, as they had lost much of theirrelevance.

Ad hoc Bills:

Ad hoc Bills were infroduced in 1955. It was decided between the Reserve bank and the Govt. of India
that the government could maintain with the Reserve Bank a cash balance of not less than ¥50 crore
on Fridays and ¥4 crore on other days, free of obligation to pay interest thereon, and whenever the
balance fell below the minimum, the govt. account would be replenished by the creation of ad hoc
bills in favour of the Reserve Bank. Ad hoc ?1-day T-bills were created to replenish the government’s
cash balances with the Reserve Bank. But, they were discontinued from April 1, 1997.

Auctioned T-bills:

Auctioned T-bills, the most active money market instrument, were first infroduced in April 1992. The
Reserve Bank receives bids in an auction from various participants and issues the bills subject to some
cut-off limits. Thus, the yield of this instrument is market determined. These bills are neither rated nor can
they be rediscounted with the Reserve Bank. At present, the Reserve Bank issues T-bills of three maturities:
91-days, 182-days, and 364-days.

14 Day T-bills:

With the 91-day tap T-bills being discontinued, a scheme for the sale of 14-day intermediate T-bills was
infroduced effective from April 1, 1997 and 14-day auction T-bills was infroduced from May 20, 1997 to
facilitate the cash management requirements of various segments of the economy and emergence
of a more comprehensive yield curve.
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These represent Government’s contribution to the money market. They are intended to Mop-up short-
term funds in the money market, and hence act as an important tool in monetary policies. The Treasury
Bills are generally sold through auctions, the discount rate determined by the market.

Features Advantages

—_

1. Sold for a minimum amount of ¥1,00,000 and in Manage cash position  with  minimum
multiples of ¥1,00,000. balances.

2. Issued only in book entry form. Increased liquidity.

3. Noft transferable. Minimal risk of Capital Loss.

4, Re-discounted at 50 basis points higher than
the discount rate and on re-discounting are
extinguished.

Market related yield.

Eligible for repo transactions.

Sl Bl I Rl

Classifiable as SLR security.

91 Day T-bills: These are again two types- ordinary and ad-hoc. Ordinary treasury bills are issued to
public and RBI for enabling central government to meet temporary requirements of funds. Treasury
bills were used to be sold to public at a fixed rate throughout the week to commercial banks and the
public. They are repaid at par on maturity. The difference between the amount paid by the tenderer
at the time of purchase and the amount received on maturity represents the interest earned and also
known by discount.

182 Day T-bills: These bill were reintroduced in 1999 to enable the development a market for government
securities .The Reserve Bank of India infroduced 182 days Treasury Bills, as an active money market
insfrument with flexible interest rates. Its features include:

(a) These Treasury Bills are issued following the procedure of auction.

(b) 182 Days Treasury Bills are issued in minimum denomination of X1 lakh and in mulfiples thereof.
However, in the secondary market, the deals are presently transacted for a minimum amount of
325 lakhs and thereafter in multiples of 10 lakhs.

(c) RBI does not purchase 182 Days Treasury Bills before maturity but the investors (holders of these
Treasury Bills) can sell them in the secondary market.

(d) These bills are also eligible for Repo Transactions.

364 Day T-bills: In April 1992, the 364-day T-bills were infroduced to replace the 182-day T-bills. These
T-bills are issued to generate market loans. The auction of these bills is done fortnightly, as their issue
has become a regular activity by the Central Government. These bills offer short-term investment offer
for investors and created good response. RBI offers these bills periodically and auctions by giving an
opportunity to Banks and other financial institutions. The Government of India has now floated Treasury
bills of varying maturities upto 364 days on an auction basis which are identical to that for the 182 days
freasury bills. They contain varying period of maturities help the short term investors to decide on the
period of investment of their funds.

Treasury bill market in India:

The market that deals in treasury bills is the treasury bill market. These bills are short-term (91 days) liability
of the Government of India. Treasury bills are claims against the central government and so they do not
require any grading or further endorsement or acceptance.

The important qualities of tfreasury bills are : the high liquidity, absence of risk of default, ready availability,
assured yield, low transactions costs, eligibility for inclusion in statutory liquidity ratio and negligible capital
depreciation.
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Treasury bills are of two kinds: adhoc and ordinary.

Adhoc means for the particular end. Thus, adhoc treasury bills are issued for providing investment funds
to the State Government, semi government departments. The ordinary treasury bills are sold to the public
or banks which are freely marketable.

Treasury bills are bought and sold on discounted basis. This price is lower than its face value by the
amount of interest due on the bill. When the RBI buys back bills, it is said to rediscount them i.e., discount
them all over again for their remaining maturity period.

India has experimented with 91-day freasury bills. In November 1986 the Government of India infroduced
a new 182 day treasury bills. The 182-day treasury bill is eligible for borrowing Standby refinance facility.
In April 1992, 364-day treasury bill is infroduced.

The freasury bill market in India is highly undeveloped. The RBI is the sole dealer in them. There are no
dealers outside the RBI who may be willing to buy and sell of such bills, because treasury bill discount
rate in India had been kept af very low level of 4.6% p.a. Regarding the size of the treasury bill market
oufstanding amount at the end of each year may be highlighted. The amount increased from 32,518
crore in 1970-71 to 56,517 crore in 1996-97. The size of the treasury bill market has been narrow for
differentreasons. First, RBI freely rediscounts treasury bills. As a result banks take this opportunity frequently.
Secondly, the difference between treasury bill rate and deposit rates has been wide enough to
discourage people from investing in freasury bills. Thirdly, RBI policy of requiring banks fo invest in treasury
bills to fulfill SLR obligation and stable condition in the government securities market make freasury bills
an unaftractive investment.

Many observers think that freasury bills being short term instruments should be used to meet only the
temporary needs of the government. They should not be used as a cheap source of long-term funds
and RBI should not extend help in this regard.

C. Commercial Bills

The working capital requirement of business firms is provided by banks through cash-credits / overdraft
and purchase/discounting of commercial bills.

Commercial bill is a short term, negotiable, and self-liquidating instrument with low risk. It enhances the
liability to make payment in a fixed date when goods are bought on credit. The bill of exchange is a
written unconditional order signed by the drawer requiring the party fo whom it is addressed to pay on
demand or at a future time, a definite sum of money to the payee. It is negotiable and self-liquidating
money market instrument which evidences the liquidity to make a payment on a fixed date when goods
are bought on credit. It is an asset with a high degree of liquidity and a low degree of risk. Such bills of
exchange are discounted by the commercial banks to lend credit to the bill holder or to borrow from
the Central bank. The bank pays an amount equal to face value of the bill minus collection charges
and interest on the amount for the remaining maturity period. The writer of the bill (debtor) is drawer,
who accept the bill is drawee and who gets the amount of bill is payee.

Types of Commercial Bills:

Commercial bills can be inland bills or foreign bills.

Inland bills must:

(1) be drawn or made in India and must be payable in India: or
(2) drawn upon any person resident in India.

Foreign bills, on the other hand, are:

(1) drawn outside India and may be payable and by a party outside India, or may be payable in
India or drawn on a party in India or
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(2) it may be drawn in India and made payable outside India. A related classification of bills is export
bills and import bills. While export bills are drawn by exporters in any country outside India, import
bills are drawn on importers in India by exporters abroad.

Purpose:

Commercial Bills may be used for financing the movement and storage of goods between countries,
before export (pre-export credit), and also within the country. In India, the use of bill of exchange
appears to be in vogue for financing agricultural operations, cotftage and small scale industries, and
other commercial and frade transactions.

The indigenous variety of bill of exchange for financing the movement of agricultural produce, called
a ‘hundi’ has a long fradition of use in India. It is vogue among indigenous bankers for raising money
or remitting funds or to finance inland trade. A hundiis an important instrument in India; so indigenous
bankers dominate the bill market. However, with reforms in the financial system and lack of availability
of funds from private sources, the role of indigenous bankers is declining.

Reasons for under-developed market in India:

The bills are a very important device for providing short-term finance to frade and industry. But bill market
in India is under developed. Market for bills is limited, because:

(i)  The practice of borrowing against commercial bills is not well-established. Only exception is the
market created by the RBI for accommodation. The share of bill finance in the total bank credit is
quite small. It has varied 8% to 22% during 1950-51 to 1995-96.

(i)  The supply of bills is neither continuous nor substantial. In fact borrowing against bills, purchasing
on credit is not a common practice in India. The culture of depending on bills is yet to develop.

(i) Commercial banks do not make much use of bills of exchange while granting loans.
(iv) Lack of uniformity throughout the country and high stamp duty are also responsible.
(v) InlIndia, the cash credits and overdrafts are cheaper & safer than bill financing.

(vi) In India, the number of branches of commercial banks has increased tremendously. This
development must have facilitated the direct discounting & collection of bills by branches of
banks and it slow downed the development of the bill market.

(vii) Bill markets were mostly established for the purpose of financing foreign trade. But in India, the
volume of foreign trade has remained very small.

(viii) The absence of specialized credit information agencies.
Initiative to develop bill market:

With a view to eliminating movement of papers and facilitating multiple rediscounting, RBI infroduced
an innovation instruments known as ‘Derivative Usance Promissory Notes,” backed by such eligible
commercial bills for required amounts and usance period (up to 20 days). Government has exempted
stamp duty on derivative usance promissory notes. This has simplified and streamlined bill rediscounting
by institutions and made the commercial bill an active instrument in the secondary money market.
This instrument, being a negotiable instrument issued by banks, is a sound investment for rediscounting
institutions. Moreover rediscounting institutions can further discount the bills anytime prior to the date
of maturity. Since some banks were using the facility of rediscounting commercial bills and derivative
usance promissory notes of as short a period as one day, the Reserve Bank restricted such rediscounting
fo a minimum period of 15 days. The eligibility criteria prescribed by the Reserve Bank for rediscounting
commercial bills are that the bill should arise out of a genuine commercial fransaction showing evidence
of sale of goods and the maturity date of the bill should to exceed 90 days from the date of rediscounting.
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So far, the RBI has infroduced two bill market schemes — one in 1952 another in 1970, to develop the
bill market. According to scheme of 1952, advances were granted to scheduled banks by way of
demand loans on the security of ‘usance bills.” The 1952 scheme aimed at encouraging commercial
banks accepts more bills. It did not try to promote creation of bills as such. Naturally the scheme did
not make much of an impact.

RBI infroduced the new bill in November 1970 with the object of promoting a genuine bill market in
India. According to scheme of 1970, all commercial banks are eligible for offering bills of exchange to
the RBI for rediscount. It has been modified from time to time. Its main features are: (a) The bills covered
under the scheme must be genuine trade bills — with evidence of sale or dispatch of goods. (b) The
RBI rediscounts these bills. So it is offen called ‘Bills Rediscounting Scheme’. (c) All commercial banks
will be eligible to offer bill of exchange. (d) The bill should bear at least two good signatures, one of
which scheduled bank. From May, 1990, more than 25 institutions (Like LIC, GIC, UTI, ICICI etc) have
been permitted to rediscount commercial bills. DFHI was set up to develop money market including
the market for commercial bills. Remission of stamp duty on bills of exchange was also permitted by
the government.

Important changes have taken place in the structure of bill finance. From around 1991-1992, the supply
of foreign bills has exceeded that of inland bills and the amount of bills discounted has exceeded that
of bills purchased in respect of inland bills.

D. Commercial Paper

Commercial paper (CP) is an unsecured short-term promissory note, negofiable and transferable by
endorsement and delivery with a fixed maturity period. Itis issued only by large, well known, creditworthy
companies and is typically unsecured, issued at a discount on face value, and redeemable at its face
value. The aim of ifs issuance is to provide liquidity or finance company’s investments, e.g. in inventory
and accounts receivable.

The major issuers of commercial papers are financial institutions, such as finance companies, bank
holding companies, insurance companies. Financial companies tend to use CPs as a regular source of
finance. Non-financial companies tend to issue CPs on an iregular basis to meet special financing needs.

Commercial paper was infroduced in 1990 to enable highly rated investors to diversify their sources,
of their short-term borrowings and also to produce an addifional instrument in the market. Guidelines
issued by RBI are applicable to issuers of CP like Non-banking finance companies and non- financial
companies. Primary dealers are also permitted to issue commercial paper. CP should be issued for a
minimum period of 7 days fo a maximum period of one year. No grace period is allowed for payment
and if the maturity date falls on a holiday it should be paid on the previous working day. Commercial
paper can be permitted to be issued by the companies whose tangible net worth is not less than 34
crore. And fund based working capital limits are not less than ¥4 crore. It must be a listed company on
a stock exchange and should have given credit rating by CRISIL.

The difference between the initial investment and the maturity value, constitutes the income of the
investor.

e.g. A Company issues a Commercial Paper each having maturity value of ¥5,00,000. The Investor
pays (say) ¥4,82,850 at the time of his investment. On maturity, the Company pays ¥5,00,000 (mafturity
value or redemption value) to the Investor. The Commercial Paper is said to be issued at a discount of
¥5,00,000 -%4,82,850 =%17,150. This constitutes the interest income of the investor.

Commercial Paper- Salient Features

<% CPs are issued by companies in the form of usance promissory note, redeemable at par to the
holder on maturity.

% The tangible net worth of the issuing company should be not less than ¥4 crores.

% Working capital (fund based) limit of the company should not be less than ¥4 crores.
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Credit rating should be at least equivalent of P-2 of CRISIL/P2/PP2/D2 or higher from any approved
rating agencies and should be more than 2 months old on the date of issue of CP.

Corporates are allowed to issue CP up to 100% of their fund based working capital limits.

It is issued at a discount to face value.

CP attracts stamp duty.

CP can be issued for maturities between 15 days and less than one year from the date of issue.
CP may be issued in the multiples of %5 lakh.

No prior approval of RBl is needed to issue CP and underwriting the issue is not mandatory.

All expenses (such as dealers' fees, rating agency fee and charges for provision of stand-by
facilities) for issue of CP are to be borne by the issuing company.

Commercial Paper- Advantages

D
2)

3)

4)
5)

Simplicity: Documentation involved in issue of Commercial Paper is simple and minimum.

Cash Flow Management: The Issuer Company can issue Commercial Paper with suitable maturity
periods (not exceeding one year), tailored to match the cash flows of the Company.

Alternative for bank finance: A well-rated Company can diversify its sources of finance from Banks,
to short-term money markets, at relatively cheaper cost.

Returns to Investors: CP’s provide investors with higher returns than the banking system.

Incentive for financial strength: Companies which raise funds through CP become well-known in
the financial world for their strengths. They are placed in a more favourable position for raising
long-term capital also. So, there is an inbuilt incentive for Companies to remain financially strong.

RBI Guidelines in respect of issue of “Commercial Paper”

D

2)

3)

Eligible issuers of CP: (a) Corporates, (b) Primary Dealers (PDs), and (c) All-india Financial Institutions
(FIs) that have been permitted to raise short-term resources under the umbrella limit fixed by RBI
are eligible to issue CP.

% All-India Financial Institutions (FIs) mean those financial institutions which have been permitted
specifically by the RBI to raise resources by way of Term Money, Term Deposits, Certificates of
Deposit, Commercial Paper and Inter-Corporate Deposits, where applicable, within umbrella
limit.

% Primary Dealer means a non-banking financial company which holds a valid letter of
authorization as a Primary Dealer issued by the RBI.

Investors for CP: CP may be issued to and held by —

(a) Individuals

(b) Banking Companies

(c) Ofther Corporate Bodies registered/ incorporated in India

(d) Unincorporated Bodies

(e) Non-Resident Indians (NRIs) and

(f)  Foreign Institutional Investors (Flls)

Maturity: CP can be issued for maturities between a minimum of 7 days and a maximum up to one
year from the date of issue. Maturity date of CP should not go beyond the date up to which the
credit rating of the issuer is valid.
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4) Denominations: CP can be issued in denominations of X5 lakh or multiples thereof. Amount invested
by a single investor should not be less than 5 lakh (face value).

5) Basic issue conditions for a Corporate: A Corporate would be eligible to issue CP provided —

(a) Its tangible Net Worth, as per the latest audited Balance Sheet, is not less than 34 Crores,

(b) It has been sanctioned working capital limit by bank/s or all-india financial institution/s,

(c) Its borrowal account is classified as a Standard Asset by the financing bank(s)/ institution(s).
6) Credit Rating: All eligible participants shall obtain the credit rating for issuance of CP from —

(a) Credit Rating Information Services of India Ltd. (CRISIL) or

(b) Investment Information and Credit Rating Agency of India Ltd. (ICRA) or

(c) Credit Analysis and Research Ltd. (CARE) or

(d) FITCH Ratings India Pvt. Ltd. or

(e) Such other credit rating agencies as may be specified by the RBI.

Minimum credit rating shall be P-2 of CRISIL or such equivalent rating by other agencies. At the
fime of issuance of CP, the rating so obtained should be current and not fallen due for review.

7) Amount of CP
(a) The aggregate amount of CP from an issuer shall be the least of—
< limit as approved by its Board of Directors, or
% quantum indicated by the Credit Rating Agency for the specified rating.

(o) AnFlcanissue CP within the overall umbrella limit fixed by the RBI, i.e. issue of CP together with
Term Money Borrowings (TMB), Term Deposits (TD), Certificates of Deposit (CD) and Inter-

Corporate Deposits (ICD) should not exceed 100% of its Net Owned Funds, as per the latest audited
Balance Sheet.

8) Time Period: The total amount of CP proposed to be issued should be raised within two weeks from
the date on which the issue is open for subscription. Every CP issue shall be reported to the RBI,
through the Issuing and Paying Agent (IPA) within three days from the date of completion of the
issue.

9) Mode of Issuance: The following points are relevant —

(a) CP can be issued either in the form of a promissory note (physical form) orin a dematerialized
form (demat form) through any of the depositories approved by and registered with SEBI.

(o) CP will be issued at a discount to face value as may be determined by the issuer.
(c) Noissuer shall have the issue of CP underwritten or co-accepted.

10) Issuing and Paying Agent (IPA): Only a Scheduled Bank can act as an IPA forissuance of CP. Every
issuer must appoint an IPA for issuance of CP.

11) Procedure for Issuance: Issuer should disclose ifs financial position fo the potential investors. After
the exchange of deal confirmation, issuing Company shallissue physical certificates to the investor
or arrange for crediting the CP to the investor's account with a depository. Investors shall be given
a copy of IPA certificate to the effect that the issuer has a valid agreement with the IPA and
documents are in order.

12) Mode of Investment in CP: The investor in CP shall pay the discounted value (issue price) of the CP
by means of a crossed account payee cheque to the account of the issuer through IPA.
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13) Repayment of CP on maturity: On maturity of CP, when the CP is held in physical form, the holder
of the CP shall present the instrument for payment to the issuer through the IPA. When the CP is
held in demat form, the holder of the CP will get it redeemed through the depository and receive
payment from the IPA.

14) Defaults in CP market: In order to monitor defaults in redemption of CP, Scheduled Banks which
act as IPAs, shall immediately report, on occurrence, full particulars of defaults in repayment of
CPs to the RBI.

15) Stand-by Facility: Non-bank entities including corporates may provide unconditional and
irevocable guarantee for credit enhancement for CP issue provided —

(a) the issuer fulfils the eligibility criteria prescribed for issuance of CP,

(b) the guarantor has a credit rating at least one notch higher than the issuer given by an approved
credit rating agency, and

(c) the offer document for CP properly discloses the net worth of the guarantor Company, the
names of the Companies to which the guarantor has issued similar guarantees, the extent
of the guarantees offered by the guarantor Company, and the conditions under which the
guarantee will be invoked.

E. Cerlificate of Deposits

Certificates of Deposit (CDs) - infroduced since June 1989 - are unsecured, negotiable, short-term
instfruments in bearer form, issued by a commercial bank(s)/Financial Institution(s) at discount to face
value at market rates, with maturity ranging from 15 days to one year.

Being securities in the form of promissory notes, fransfer of title is easy, by endorsement and delivery.
Further, they are governed by the Negoftiable Instruments Act. As these certificates are the liabilities of
commercial banks/financial institutions, they make sound investments.

DFHI trades in these instruments in the secondary market. The market for these instruments is not very
deep, but quite often CDs are available in the secondary market. DFHI is always willing to buy these
instruments thereby lending liquidity to the market.

CD s a negotiable money market instrument and issued in dematerialized form or as a Usance Promissory
Note, for funds deposited at a Bank or other eligible Financial Institution for a specified time period.

Salient features:

<% CDs can be issued to individuals, corporations, companies, trusts, funds, associates, etc.
< NRIs can subscribe to CDs on non-repaftriable basis.

<% CDs attract stamp duty as applicable to negotiable instruments.

% Banks have to maintain SLR and CRR on the issue price of CDs. No ceiling on the amount to be
issued.

<% The minimum issue size of CDs is %1 lakh and in multiples thereof.
s CDs are fransferable by endorsement and delivery.
<% The minimum lock-in-period for CDs is 15 days.

CDs are issued by Banks, when the deposit growth is sluggish and credit demand is high and a fightening
frend in call rate is evident. CDs are generally considered high cost liabilities and banks have recourse
fo them only under tight liquidity conditions.

CPs enable highly rated corporate borrowers to diversify their sources of short-term borrowings and raise
a part of theirrequirement at competitive rates from the market. The infroduction of Commercial Paper
(CP) in January 1990 as an addifional money market instrument was the first step tfowards securitization
of commercial bank’s advances info marketable instruments.
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S
Eligible issuers of CD: CDs can be issued by - (a) Scheduled Commercial Banks excluding Regional Rural

Banks (RRBs) and Local Area Banks (LABs), and (b) select All-india Financial Institutions that have been
permitted by RBI to raise short-term resources within the umbrella limit fixed by RBI.

Investors in CD: CDs can be issued to Individuals, Corporations, Companies, Trusts, Funds, Associations,
etc. Non-Resident Indians (NRIs) may subscribe to CDs, but only on non-repatriable basis which should be
clearly stated on the Certificate. Such CDs cannot be endorsed to another NRIin the secondary market.

Maturity Period: The maturity period shall be as under —
(a) CD’sissued by Banks: Noft less than 7 days and not more than 1 year from the date of issue.
(b) CD’sissued by Fls: Nof less than 1 year and not exceeding 3 years from the date of issue.

Repayment: There will be no grace period for repayment of CDs. If the maturity date happens to be
holiday, the issuing bank should make payment on the immediate preceding working day. Banks/Fls
may, therefore, so fix the period of deposit that the maturity date does not coincide with a holiday to
avoid loss of discount/ interest rate.

Minimum Size of Issue and Denominations: Minimum amount of a CD should be X1 lakhi.e., the minimum
deposit that could be accepted from a single subscriber should not be less than X1 lakh and in the
multiples of 1 lakh thereafter.

Aggregate Amount of CD: Banks have the freedom to issue CDs depending on their requirements. An
FI may issue CDs within the overall umbrella limit fixed by RBI, i.e., issue of CD together with Term Money
Borrowings (TMB), Term Deposits (TD), Commercial Papers (CP) and Inter-Corporate Deposits should not
exceed 100% of its Net Owned Funds, as per the latest audited Balance Sheet.

Format of CDs: Issuance of CD will attract stamp duty. Banks / Fls should issue CDs only in the dematerialized
form. However, under the Depositories Act, 1996, investors have the option to seek certificate in physical
form. Such requests should be reported to RBI separately.

Transferability: Physical CDs are freely tfransferable by endorsement and delivery. Dematted CDs can be
fransferred as per the procedure applicable to other demat securities. There is no lock-in period for CDs.

Security Aspect: Physical CDs are freely fransferable by endorsement and delivery. So, the CD certificates
should be printed on good quality security paper and necessary precautions are taken to guard against
tampering with the document. The CD should be signed by two or more authorized signatories.

Duplicate Certificates: In case of the loss of physical CD certificates, duplicate certfificates can be
issued after compliance of the following: (a) Public Notice in at least one local newspaper, (b) Lapse
of areasonable period (say 15 days) from the date of the nofice in newspaper, and (c) Execution of
an indemnity bond by the investor to the satisfaction of the issuer of CD. Duplicate Certificate should
state so and should only be issued in physical form. No fresh stamping is required.

Discount/ Coupon Rate: CDs may be issued at a discount on face value. Banks/Fls are also allowed to
issue CDs on floating rate basis provided the methodology of compiling the floating rate is objective,
fransparent and market based. The issuing bank/Fl is free to determine the discount/coupon rate.
The interest rate on floating rate CDs would have to be reset periodically in accordance with a pre-
determined formula that indicates the spread over a transparent benchmark.

Reserve Requirements: Banks have fo maintain the appropriate reserve requirements, i.e., Cash Reserve
Ratio (CRR) and Statutory Liquidity Ratio (SLR), on the issue price of the CDs.

Loans/Buy-backs: Banks / FIs cannot grant loans against CDs. They cannot buy-back their own CDs
before maturity.

Payment of Certificate: Since CDs are transferable, the physical certificate may be presented for payment
by the last holder and payment shall be made only by a crossed cheque. The holders of dematted CDs
will claim the payment through their respective depository participants (DPs) and give transfer/delivery
instructions to transfer the demat security. The holder should also communicate to the issuer by a letter/

ADVANCED FINANCIAL MANAGEMENT | 2.]9<



Financial Market Instruments

fax enclosing the copy of the delivery instruction it had given fo its DP and intimate the place at which
the payment is requested to facilitate prompt payment.

Accounting: Banks/Fls may account the issue price under the head “CDs issued” and show it under
Deposits. Accounting enfries towards discount will be made asin the case of “Cash Certificates”. Banks/
FIs should maintain a register of CDs issued with complete particulars.

Standardized Market Practices and Documentation: Fixed Income Money Market and Derivatives
Association of India (FIMMDA) may prescribe, in consultation with the RBI, for operational flexibility and
smooth functioning of CD market, any standardized procedure and documentation that are to be
followed by the participants, in consonance with the intfernatfional best practices.

Reporting: Banks should include the amount of CDs in the fortnightly return u/s 42 of RBI Act and also
separately indicate the amount so included by way of a footnote in the return. A further fortnightly return
is required to be submitted to the RBI within 10 days from the end of the fortnight date.

Market for CPs and CDs

New money market instruments like Certificates of Deposits (CDs) and Commercial Paper (CPs) were
infroduced in 1989-90 to give greater flexibility to investors in the deployment of their short-term surplus
funds.

Commercial paper (CP) isissued by non-banking companies and all-india Financial Institutions (AlFIs) as
an unsecured promissory note orin a dematerialized form at arate of discount not tied to any transaction.
It is privately placed with investors through the agency of banks. Banks act as both principals (i.e., as
counter parties in purchases and sales) and agents in dealership and placement. Banks are not allowed
to either underwrite or co-accept issue of CP.

Conditions relatfing to issuing of CPs have been relaxed gradually with a view to broad-basing the
market. For instance, the maturity period has been changed from 91 days-6 months earlier to 15 days-1
year. The minimum size of CPs has also been reduced from 1 crore to X5 lakhs. The issuer base has been
widened by allowing PDs, SDs and AlFls, apart from corporates, to issue CPs to access short-term funds.

The limit for issuance of CP, which was initially carved out of the maximum permissible bank finance
(MPBF), was later linked to be cash credit component of MPBF. With the cash credit component
gradually shrinking and, thereby, restricting the development of CP, the issuance limit was delinked
from the cash credit limit in October 1997. Initially, banks were required to restore the cash credit limit
on the maturity of the paper, guaranteeing the issuer funds atf the point of redemption. This “stand-by”
facility was withdrawn in October 1994 to impart a measure of independence to CP as a money market
instrument. Banks could be approached for a restoration of the original cash credit limit at a later date,
the sanction of which was left to their discretion. The credit rating requirement, initially an enabling
condifion for issuing CP, gradually turned to signal the issuer’s position in the market. The Reserve Bank
converted CP into a stand-alone product effective October 2000, with a view of enabling the issuers in
the services sector to meet short-term working capital requirements and, at the same time, according
banks and Fls the flexibility to fix working capital limits after taking info account the resource pattern of
companies’ finances including CPs Trading in the dematerialized form, which was introduced recently,
is likely to reduce transactions costs.

The pricing of CP usually lies between the scheduled commercial banks’ lending rate since corporates
do not otherwise have the incentive to issue CP) and some representative money market rate (which
represents the opportunity cost of bank funds). The Indian CP market is driven by the demand for CP
by scheduled commercial banks, which, in turn, is governed by bank liquidity.

The FIMMDA has prepared and made public the guidelines and documentation procedures for issuing
CDs. The minimum denomination of CD was reduced to %1 lakh in June 2002 in order to increase the
investor base. As a further step towards tfransparency, banks and Fls were required to issue CDs only in the
dematerialized form with effect from June 30, 2002, without prejudice to the provisions of Depositories’
Act 1996. Existing, outstandings of CDs need to be converted into the demat form by October 2002.

>2.20 | ADVANCED FINANCIAL MANAGEMENT



The market for certificates of deposit (CDs) has remained buoyant during the recent year, reflecting
their cost attractiveness to banks vis-a-vis fime deposits as well as banks’ demand for funds in the wake
of the acceleration in demand for bank credit. The amount of CDs outstanding doubled from 14,975
crore in early April 2005 t0 %30,445 crore by December 9, 2005 mainly on account of higher issuances by
some private sector banks. The higher recourse to CDs was also driven by the reduction in the minimum
maturity period to seven days. Outstanding CDs were 3.0 percent of aggregate deposits of issuing banks
ason December 9, 2005, up from 2.0 percent a year ago. The typical three-month discount rate on CDs
at 6.50 percent on December 9, 2005 was higher by about 60 basis point over its level at end-March
2005. As in the case of CPs, mutual funds have emerged as key investors in CDs.

Amongst other money segments, the market for forward rate agreements and interest rate swaps (FRAs/
IRS) continued to expand with the participation of select public sector banks primary dealers (PDs) and
foreign and private sector banks.

F. Collateralised borrowing and Lending Obligation (CBLO):

The Clearing Corporation of India Ltd. (CCIL) launched a new product- CBLO- on January 20, 2003 to
provide liquidity to non-bank entities hit by restrictions on access to the call money market. CBLO is a
discounted instrument available in electronic book entry for the maturity period ranging from 1 day
to 19 days. The maturity period can range up to one year as per the RBI guidelines. The CBLO is an
obligation by the borrower to return the borrowed money, at a specified future date, and an authority
to the lender to receive money lent, at a specified future date with an option/privilege to transfer the
authority to another person for value received. The eligible securities are central government securities
including freasury bills with a residual maturity period of more than six months. There are no restrictions
on the minimum denomination as well as lock-in period for its secondary market transactions.

Banks, Cooperative Banks, Financial Institutions, Insurance Companies, Mutual funds, and Primary Dealers
who are members of negotiated dealing system (NDS) are allowed to participate in CBLO fransactions.
Non-members like corporate, NBFCs, pension/provident funds, and trusts are allowed to participate by
obtaining associate membership to CBLO segment.

There are two types of markets available for trading in CBLO: the normal market and the auction market.
Under normal market, there are two settlement cycles available to members, viz, T+0 and T+1. Normall
market is available for all members including associate members. Auction market is available only to
NDS members for overnight borrowing and seftlement on T+0 basis. Associate members are not allowed
to borrow and lend funds in auction market. Currently, the minimum order lot for auction market is fixed
at ¥50lakh and in multiples of I5lakh thereof. The minimum order lot for normal market is fixed at I5lakh
and in multiples of I5lakh thereof. Order lot refers to the minimum amount that is required to constitute
a successful frade in the auction and normal market.

As the repayment of borrowing under CBLO segment is guaranteed by CCIL, all CBLO members have to
maintain collateral or cash margin with the CCIL as cover. CCIL sefs up borrowing limits for the memlbers
against their deposits of government securities as collaterals.

In order to increase the depth and liquidity in the CBLO market, CCILis planning to infroduce an internet-
based trading platform for its CBLO product which would provide access to corporate and other non-
banking entities to the institutional lending and borrowing segment of money markets.

2.4 GOVERNMENT SECURITIES AND BONDS

Government Securities

A Government security is a tradable instrument issued by the Central Government or the State
Governments. It acknowledges the Government’s debt obligation. Such securities are short term (usually
called treasury bills, with original maturities of less than one year) orlong term (usually called Government
bonds or dated securities with original maturity of one year or more). In India, the Central Government
issues both, treasury bills and bonds or dated securities while the State Governments issue only bonds
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or dated securities, which are called the State Development Loans (SDLs). Government securities carry
practically no risk of default and, hence, are called risk-free gilt-edged instruments. Government of
India also issues savings instfruments (Savings Bonds, National Saving Certificates (NSCs), efc.) or special
securifies (oil bonds, Food Corporation of India bonds, ferfilizer bonds, power bonds, efc.). They are,
usually not fully fradable and are, therefore, not eligible to be SLR securities.

Government Securities are mostly interest bearing dated securities issued by RBI on behalf of the
Government of India. GOl uses these funds to meet its expenditure commitments. These securities are
generally fixed maturity and fixed coupon securities carrying semi-annual coupon. Since the date of
maturity is specified in the securities, these are known as dated Government Securities, e.g. 8.24% GOl
2018 is a Central Government Security maturing in 2018, which carries a coupon of 8.24% payable half
yearly.

Features of Government Securities

1) Issued at face value.

2) No default risk as the securities carry sovereign guarantee.

3)  Ample liquidity as the investor can sell the security in the secondary market.
4) Interest payment on a half yearly basis on face value.

5) No tax deducted af source.

6) Can be held in demat form.

7)  Rate of interest and tenor of the security is fixed at the time of issuance and is not subject to
change (unless infrinsic to the security like FRBs - Floating Rate Bonds).

8) Redeemed af face value on maturity.
9)  Maturity ranges from 91 days-30 years.

10) Government Securities qualify as SLR (Statutory Liquidity Rafio) investments, unless otherwise
stated.

Government Securities- Types

1) Treasury Bills.

2) Government Bonds or Dated Securities.
3) State Development Loans.

4)  Any other security created and issued by the Government in such form and for such of the purposes
of the Act as may be prescribed.

Government Securities- Issuers

Government securifies are issued by the following agencies:
1) Central Government.

2) State Government.

3) Semi-government Authorities.

4) Public sector undertakings.

Government Securities- Issue Procedure

Government securities are issued through auctions conducted by the RBI. Auctions are conducted on the
electronic platform called the NDS — Auction platform. Commercial banks, scheduled urban co-operative
banks, Primary Dealers, insurance companies and provident funds, who maintain funds account (current
account) and securities accounts (SGL account) with RBI, are members of this electronic platform. All
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members of PDO-NDS can place their bids in the auction through this electronic platform. All non-NDS
members including non-scheduled urban co-operative banks can participate in the primary auction
through scheduled commercial banks or Primary Dealers. For this purpose, the urban co-operative
banks need to open a securities account with a bank / Primary Dealer — such an account is called a
Gilt Account. A Gilt Account is a dematerialized account maintained by a scheduled commercial bank
or Primary Dealer for its constituent (e.g., a non-scheduled urban co-operative bank).

The RBI, in consultation with the Government of India, issues an indicative half-yearly auction calendar
which contains information about the amount of borrowing, the tenor of security and the likely period
during which auctions will be held. A Notification and a Press Communique giving exact particulars of
the securities, viz., name, amount, type of issue and procedure of auction are issued by the Government
of India about a week prior to the actual date of auction. RBI places the notification and a Press Release
onits website (www.rbi.org.in) and also issues an advertisement in leading English and Hindi newspapers.
Information about auctions is also available with the select branches of public and private sector banks
and the Primary Dealers.

Risks involved in holding Government securities:

Government securities are generally referred to as risk free instruments as sovereigns are not expected
fo default on their payments. However, as is the case with any financial instrument, there are risks
associated with holding the Government securities. Hence, it is important to identify and understand
such risks and take appropriate measures for mitigation of the same. The following are the major risks
associated with holding Government securities.

(i) Market risk — Market risk arises out of adverse movement of prices of the securities that are held by
aninvestor due to changes in interest rates. This will result in booking losses on marking to market or
realizing a loss if the securities are sold at the adverse prices. Small investors, to some extent, can
mitigate market risk by holding the bonds till maturity so that they can realize the yield at which
the securities were actually bought.

(i) Reinvestment risk — Cash flows on a Government security includes fixed coupon every half year
and repayment of principal at maturity. These cash flows need to be reinvested whenever they
are paid. Hence there is a risk that the investor may not be able to reinvest these proceeds at
profitable rates due to changes in interest rate scenario.

(iii) Liquidity risk — Liquidity risk refers to the inability of an investor to liquidate (sell) his holdings due to
non availability of buyers for the security, i.e., no trading activity in that particular security. Usually,
when a liquid bond of fixed maturity is bought, its tenor gets reduced due to tfime decay. For
example, a 10 year security will become 8 year security after 2 years due to which it may become
illiguid. Due fto illiquidity, the investor may need to sell at adverse prices in case of urgent funds
requirement. However, in such cases, eligible investors can participate in market repo and borrow
the money against the collateral of the securities.

Technique for Mitigating the Risks:
Risk Mitigation

Holding securities till maturity could be a strategy through which one could avoid market risk. Rebalancing
the portfolio wherein the securities are sold once they become short term and new securities of longer
tenor are bought could be followed to manage the portfolio risk. However, rebalancing involves
fransaction and other costs and hence needs to be used judiciously. Market risk and reinvestment risk
could also be managed through Asset Liability Management (ALM) by matching the cash flows with
liabilities. ALM could also be undertaken by matching the duration of the cash flows.

Advanced risk management techniques involve use of derivatives like Interest Rate Swaps (IRS) through
which the natfure of cash flows could be altered. However, these are complex instruments requiring
advanced level of expertise for proper understanding. Adequate caution, therefore, need to be
observed for undertaking the derivatives transactions and such fransactions should be undertaken only
after having complete understanding of the associated risks and complexifies.
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Dated Government Securities

Dated Government securities are long term securities and carry a fixed or floating coupon (interest
rate) which is paid on the face value, payable at fixed time periods (usually half-yearly). The tenor of
dated securities can be up to 30 years.

The Public Debt Office (PDO) of the Reserve Bank of India acts as the registry / depository of Government
securities and deals with the issue, interest payment and repayment of principal at maturity. Most of
the dated securities are fixed coupon securities.

The nomenclature of a typical dated fixed coupon Government security contains the following features
- coupon, name of the issuer, maturity and face value. For example, 7.49% GS 2017 would mean:

Coupon : 7.49% paid on face value

Name of Issuer : Government of India

Date of Issue : April 16, 2007

Maturity : April 16, 2017

Coupon Payment Dates : Half-yearly (October 16 and April 16) every year

Minimum Amount of issue/ sale : 310,000

In case there are two securities with the same coupon and are maturing in the same year, then one of
the securities will have the month attached as suffix in the nomenclature. For example, 6.05% GS 2019
FEB, would mean that Government security having coupon 6.05 % that mature in February 2019 along
with the other security with the same coupon, namely, 6.05% 2019 which is maturing in June 2019.

If the coupon payment date falls on a Sunday or a holiday, the coupon payment is made on the next
working day. However, if the maturity date falls on a Sunday or a holiday, the redemption proceeds
are paid on the previous working day itself.

The dated Government securities market in India has two segments:

1) Primary Market: The Primary Market consists of the issuers of the securities, viz., Central and
Sate Government and buyers include Commercial Banks, Primary Dealers, Financial Institutfions,
Insurance Companies & Co-operative Banks. RBI also has a scheme of non-competitive bidding
for small investors.

2) Secondary Market: The Secondary Market includes Commercial banks, Financial Institutions,
Insurance Companies, Provident Funds, Trusts, Mutual Funds, Primary Dealers and Reserve Bank of
India. Even Corporates and Individuals can invest in Government Securities. The eligibility criteria
are specified in the relative Government notification.

Auctions: Auctions for government securities are either multiple- price auctions or uniform price auction
- either yield based or price based.

Yield Based: In this type of auction, RBI announces the issue size or notified amount and the tenor of the
paper to be auctioned. The bidders submit bids in term of the yield at which they are ready to buy the
security. If the Bid is more than the cut-off yield then its rejected otherwise it is accepted

Price Based: In this type of auction, RBI announces the issue size or notified amount and the tenor of the
paper to be auctioned, as well as the coupon rate. The bidders submit bids in terms of the price. This
method of auction is normally used in case of reissue of existing Government Securities. Bids at price
lower than the cut off price are rejected and bids higher than the cut off price are accepted. Price
Based auction leads to a better price discovery then the Yield based auction.
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Underwriting in Auction: One day prior to the auction, bids are received from the Primary Dealers (PD)
indicating the amount they are willing to underwrite and the fee expected. The auction committee of
RBI then examines the bid on the basis of the market condition and takes a decision on the amount to
be underwritten and the fee to be paid. In case of devolvement, the bids put in by the PD’s are set off
against the amount underwritten while deciding the amount of devolvement and in case the auction
is fully subscribed, the PD need not subscribe to the issue unless they have bid for it.

G-Secs, State Development Loans & T-Bills are regularly sold by RBI through periodic public auctions. SBI
DFHI Ltd. is aleading Primary Dealerin Government Securities. SBI DFHI Ltd gives investors an opportunity
to buy G-Sec / SDLs / T-Bills at primary market auctions of RBI through its SBI DFHI Invest scheme. Investors
may also invest in high yielding Government Securities through “SBI DFHI Trade” where “buy and sell
price” and a buy and sell facility for select liquid scrips in the secondary markets is offered.

Open Market Operations (OMOSs)

OMOs are the market operations conducted by the Reserve Bank of India by way of sale/ purchase of
Government securities to/ from the market with an objective to adjust the rupee liquidity conditions in
the market on a durable basis. When the RBI feels there is excess liquidity in the market, it resorts to sale
of securities thereby sucking out the rupee liquidity. Similarly, when the liquidity conditions are tight, the
RBI will buy securities from the market, thereby releasing liquidity into the market.

Buyback of Government securities

Buyback of Government securities is a process whereby the Government of India and State Governments
buy back their existing securities from the holders. The objectives of buyback can be reduction of cost
(by buying back high coupon securities), reduction in the number of outstanding securities and improving
liquidity in the Government securities market (by buying back illiquid securities) and infusion of liquidity in
the system. Governments make provisions in their budget for buying back of existing securities. Buyback
can be done through an auction process or through the secondary market route, i.e., NDS/NDS-OM.

Liquidity Adjustment Facility (LAF)

LAF is a facility extended by the Reserve Bank of India to the scheduled commercial banks (excluding
RRBs) and primary dealers to avail of liquidity in case of requirement or park excess funds with the RBI in
case of excess liquidity on an overnight basis against the collateral of Government securities including
State Government securities. Basically LAF enables liquidity management on a day to day basis. The
operations of LAF are conducted by way of repurchase agreements with RBI being the counter-party
to all the fransactions. The interest rate in LAF is fixed by the RBI from time to time. Currently the rate of
interest on repo under LAF (borrowing by the participants) is 6.25% and that of reverse repo (placing
funds with RBI) is 5.25%. LAF is an important tool of monetary policy and enables RBI to transmit interest
rate signals to the market.

Government Securities- Form in which held

The Public Debt Office (PDO) of the Reserve Bank of India, Mumbai acts as the registry and central
depository for the Government securities. Government securities may be held by investors either as
physical stock or in dematerialized form. From May 20, 2002, it is mandatory for all the RBI regulated
enfities to hold and fransact in Government securities only in dematerialized (SGL) form. Accordingly,
UCBs are required to hold all Government securities in demat form.

(a) Physical form: Government securities may be held in the form of stock cerfificates. A stock
certificate is registered in the books of PDO. Ownership in stock certificates cannot be transferred
by way of endorsement and delivery. They are transferred by executing a transfer form as the
ownership and transfer details are recorded in the books of PDO. The fransfer of a stock certificate
is final and valid only when the same is registered in the books of PDO.

(b) Demat form: Holding government securities in the dematerialized or scripless form is the safest
and the most convenient alternative as it eliminates the problems relating to custody, viz., loss of
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security. Besides, transfers and servicing are electronic and hassle free. The holders can maintain
their securities in dematerialsed form in either of the two ways:

(i)  SGL Account: Reserve Bank of India offers Subsidiary General Ledger Account (SGL) facility
to select entities who can maintain their securities in SGL accounts maintained with the Public
Debt Offices of the Reserve Bank of India.

(i)  Gilt Account: As the eligibility to open and maintain an SGL account with the RBI is restricted,
an investor has the option of opening a Gilt Account with a bank or a Primary Dealer which is
eligible to open a Constituents’ Subsidiary General Ledger Account (CSGL) with the RBI. Under
this arrangement, the bank or the Primary Dealer, as a custodian of the Gilt Account holders,
would maintain the holdings of its constituents in a CSGL account (whichis also known as SGLI
account) with the RBI. The servicing of securities held in the Gilt Accounts is done electronically,
facilitating hassle free trading and maintenance of the securifies. Receipt of maturity proceeds
and periodic interest is also faster as the proceeds are credited to the current account of
the custodian bank / PD with the RBI and the custodian (CSGL account holder) immediately
passes on the credit to the Gilt Account Holders (GAH).

Investors also have the option of holding Government securities in a dematerialized account with a
depository (NSDL / CDSL, etc.). This facilitates tfrading of Government securities on the stock exchanges.

Government securities- Trading Mechanism

There is an active secondary market in Government securities. The securities can be bought / sold in
the secondary market either (i) Over the Counter (OTC) or (ii) through the Negoftiated Dealing System
(NDS) or (i) the Negotiated Dealing System-Order Matching (NDS-OM).

0)

(i)

Over the Counter (OTC)/ Telephone Market: In this market, a participant, who wants to buy or sell
a government security, may contact a bank / Primary Dealer / financial institution either directly
or through a broker registered with SEBI and negotiate for a certain amount of a particular security
at a certain price. Such negotiations are usually done on telephone and a deal may be struck
if both counterparties agree on the amount and rate. In the case of a buyer, like an urban co-
operative bank wishing to buy a security, the bank’s dealer (who is authorized by the bank to
undertake transactions in Government Securities) may get in touch with other market participants
over telephone and obtain quotes. Should a deal be struck, the bank should record the details
of the tfrade in a deal slip and send a trade confirmation to the counterparty. The dealer must
exercise due diligence with regard to the price quoted by verifying with available sources. All
trades undertaken in OTC market are reported on the secondary market module of the NDS.

Negotiated Dealing System: The Negotiated Dealing System (NDS) for electronic dealing and
reporting of transactions in government securities was infroduced in February 2002. It facilitates
the members to submit electronically, bids or applications for primary issuance of Government
Securities when auctions are conducted. NDS also provides an interface to the Securities
Seftlement System (SSS) of the Public Debt Office, RBl, Mumbai thereby facilitating settflement
of tfransactions in Government Securities (both outright and repos) conducted in the secondary
market. Membership to the NDS is restricted to members holding SGL and/or Current Account with
the RBI, Mumbai.

In August, 2005, RBI infroduced an anonymous screen based order matching module on NDS,
called NDS-OM. This is an order driven electronic system, where the participants can trade
anonymously by placing their orders on the system or accepting the orders already placed
by other participants. NDS-OM is operated by the Clearing Corporation of India Ltd. (CCIL) on
behalf of the RBI. Direct access to the NDS-OM system is currently available only to select financial
institutions like Commercial Banks, Primary Dealers, Insurance Companies, Mutual Funds, etc.
Other participants can access this system through their custodians, i.e., with whom they maintain
Gilt Accounts. The custodians place the orders on behalf of their customers like the urban co-
operative banks. The advantages of NDS-OM are price fransparency and better price discovery.
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Gilt Account holders have been given indirect access to NDS through custodian institutions. A
member (who has the direct access) can report on the NDS the transaction of a Gilt Account
holder in government securities. Similarly, Gilt Account holders have also been given indirect
access to NDS-OM through the custodians. However, currently two gilt account holders of the
same custodian are not permitted to undertake repo fransactions between themselves.

(iii) Stock Exchanges: Facilities are also available for trading in Government securities on stock
exchanges (NSE, BSE) which cater to the needs of retail investors.

Government Securities market- Major Players

Maijor players in the Government securities market include commercial banks and primary dealers
besides institutional investors like insurance companies. Primary Dealers play an important role as market
makers in Government securities market. Other participants include co-operative banks, regional rural
banks, mutual funds, provident and pension funds. Foreign Institutional Investors (Flls) are allowed to
parficipate in the Government securities market within the quantitative limits prescribed from fime to
fime. Corporates also buy/ sell the government securities fo manage their overall portfolio risk.

Bonds:

Bond is a negotiable cerfificate evidencing indebtedness. It is normally unsecured. A debt security is
generally issued by a company, municipality or government. A bond investor lends money to the issuer
and in exchange, the issuer promises to repay the loan amount on a specified maturity date. The issuer
usually pays the bond holder periodic interest payments over the life of the bond.

Bonds are the instruments of borrowing by governments and corporate. They promise a fixed rate of
refurn, known as a coupon rate, ftill the date of maturity and the payback of the principal sum in a
phased manner or at maturity.

There are two categories of bonds- those issued by government and those issued by firms (also known
as debentures). From the perspective of risk, the bonds issued by the government are regarded as risk
free, while those issued by firms are deemed to bear default risk.

Features of Bond:

The terms and conditions for the issue of bonds are pre-decided at the time of the issue as a part of
bond indenture.

(i) Face value: Face value, also referred as par value, of the bond is the amount of money that is
stated on the face of the instrument. Usually, bonds are issued with the face value of 100 or ¥1000,
though there is no such rule that prescribes the face value.

(i) Coupon rate: The rate of interest payable by the issuer to the subscriber of the bond is referred to
as the coupon rate.

(iii) Periodicity of coupon payment: The coupon rate of the bond is specified as annual interest
payment. However, the issuer may decide to pay the interest at regular intervals as opposed to
annual payments.

(iv) Maturity: The principal sum borrowed through the issue of bonds is for a finite period of time that
is predetermined and specified at the time of issue. The duration from the date of issue until the
bonds are redeemed is referred to as the maturity period of the bond.

(v) Redemption value: At the end of maturity, the borrowed sum must be refunded. The amount of
money paid at the fime of maturity is referred to as the redemption value.

Types of Bond:

= Zero Coupon Bond:

v Zero Coupon Bond is issued at a discount and repaid at face value. No periodic inferest is
paid.

v The difference between the issue price and redemption price represents the return to the
holder.
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. Convertible Bond: Bond which carries an option to convert the bond into Equity at a fixed
conversion price.

. Bearer Bonds: It is an official certificate issued without recording the name of the holder. These are
very risky because they can be either lost or stolen.

. Registered Bonds: It is a bond whose ownership is recorded by the issuer or by a transfer agent.

. Term Bonds: Most corporate bonds are term bonds, that is, they run for a specific term of years and
then become due and payable.

=  Serial Bonds: While issuing bonds some corporate arrange them in such a way that specific
principal amounts become due on specified dates prior to maturity. They are termed as serial
bonds.

" Puttable Bonds: A puttable bond grants the bondholder the right to sell the issue back to the issuer
at par value on designated dates.

. Callable Bonds: These bonds refer to the ability of the issuer to pay off a debt obligation prior to its
maturity at the option of the issuer of debt.

" Exchangeable Bonds: It grants the bondholder the right to exchange the bonds for the common
stock of a firm other than that of the issuer of the bond.

" Fixed Rate Bonds: These are bonds with a coupon or a stated rate of interest which remains
constant throughout the life of the bond.

" High Yield Bonds: They are bonds that are rated below investment grade by the credit rating
agencies. They are also called junk bonds.

. Mortgage Bonds: A bond that is secured through a lien against the property of the firm is known as
mortgage bond.

. Subordinated Bonds: These bonds have a lower priority than secured debts, debentures and other
bonds and the general creditors of the issuer in case of liquidation.

. Guaranteed Bonds: It is an obligation guaranteed by another entity.
. Perpetual Bonds: These bonds are also called perpetuities. It has no maturity date.

. Global bonds: Bonds that are designed so as to qualify for immediate frading in any domestic
capital market and in the Euro market are called global bonds.

. Easy Exit Bonds: These are bonds which provide easy liquidity and exit route to investors by way of
redemption or buy back facility where investors can get the benefit of ready encashment in case
of need to withdraw before maturity.

. Option Bonds: These are cumulative and non-cumulative bonds where interest is payable on
maturity or periodically. Redemption premium is also offered to attract investors. These were issued
by institutions like IDBI, ICICI, etc.

. Double Option Bonds: The face value of each bond is ¥5,000. The bond carries interest at 15% p.a.
compounded half-yearly from the date of allotment. The bond has a maturity period of 10 years.
Each bond has two parts in the form of two separate certificates, one for principal of 5,000 and
other for interest (including redemption premium) of ¥16,500. Both these certificates are listed on
all major stock exchanges. The Investor has the facility of selling either one or both parts at anytime
he wishes so.

. Floating Rate Bonds: Here, Interest rate is not fixed and is allowed to float depending upon the
market conditions. This is an instrument used by the issuing Companies to hedge themselves
against the volatility in the interest rates. Financial institutions like IDBI, ICICI, etc. have raised funds
from these bonds.
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" Inflation Bonds: Inflafion Bonds are bonds in which interest rate is adjusted for inflation. Thus, the
investor gets an interest free from the effects of inflation. For example, if the interest rate is 10% and
the inflation is 2%, the investor will earn 12.20% [i.e. (1 + Interest Rate) X (1 + Inflation Rate) -1]. This
is similar to Floating Rate Bonds, i.e. rate of return varies over a period of fime.

2.5 REPO AND REVERSE REPO

Repo orready forward contact is an instrument for borrowing funds by selling securities with an agreement
to repurchase the said securities on a mutually agreed future date at an agreed price which includes
interest for the funds borrowed. Repo rate is the return earned on a repo transaction expressed as an
annual interest rate.

The reverse of the repo transaction is called ‘reverse repo’ which is lending of funds against buying of
securities with an agreement to resell the said securities on a mutually agreed future date at an agreed
price which includes interest for the funds lent.

It can be seen from the definition above that there are two legs to the same transaction in a repo/
reverse repo. The duration between the two legs is called the ‘repo period’. Predominantly, repos are
undertaken on overnight basis, i.e., for one day period. Settlement of repo fransactions happens along
with the outright frades in government securities.

The consideration amount in the first leg of the repo transactions is the amount borrowed by the seller of
the security. On this, interest at the agreed ‘reporate’ is calculated and paid along with the consideration
amount of the second leg of the transaction when the borrower buys back the security. The overall effect
of the repo transaction would be borrowing of funds backed by the collateral of Government securities.

The money market is regulated by the Reserve Bank of India. All the above mentfioned money market
fransactions should be reported on the electronic platform called the Negotiated Dealing System (NDS).

As part of the measures to develop the corporate debt market, RBI has permitted select entities
(scheduled commercial banks excluding RRBs and LABs, PDs, all-india Fls, NBFCs, mutual funds, housing
finance companies, insurance companies) fo undertake repo in corporate debt securities. This is
similar to repo in Government securities except that corporate debt securities are used as collateral
for borrowing funds. Only listed corporate debt securities that are rated ‘AA’ or above by the rating
agencies are eligible to be used for repo. Commercial paper, certificate of deposit, non-convertible
debentures of original maturity less than one year are not eligible for the purpose. These transactions
take place in the OTC market and are required to be reported on FIMMDA platform within 15 minutes
of the trade for dissemination of information. They are also to be reported on the clearing house of any
of the exchanges for the purpose of clearing and settlement.

Features of Repo:
1) Banks and primary dealers are allowed to undertake both repo and reverse repo tfransactions.
2) Itis a collateralized short tferm lending and borrowing agreement.

3) It serves as an outlet for deploying funds on short-term basis.

4) Theinterest rates depend on the demand and supply of the short-term surplus/deficit amongst the
interbank players.

5) In addition to T-Bills all Cenfral and State Government securities are eligible for repo.

6) No sale of securities should be affected unless the securities are actually held by the seller in his
own investment portfolio.
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7)  Immediately on sale, the corresponding amount should be reduced from the investment account
of the seller.

8) The securities under repo should be marked to market on the balance sheet.

Participants: Buyerin a Repo is usually a Bank which requires approved securities in ifs investment portfolio
fo meet the Statutory Liquidity Ratio (SLR).

Types of Repo:

<% Overnight Repo: When the term of the loan is for one day, it is known as an overnight repo. Most
repos are overnight fransactions, with the purchase and sale taking place one day and being
reversed the next day.

% Term Repo: When the term of the loan is for more than one day it is called a term repo. Long-term
repos which are as such can be extended for a month or more.

% Open Repo: Open repo simply has no end date. Usually, repos are for a fixed period of time, but
open-ended deals are also possible.

Interest:

(a) Computation: Interest for the period of Repo is the difference between Sale Price and Purchase
Price.

(b) Recognition: Interest should be recognized on a time-proportion basis, both in the books of the
buyer and seller.

RBI Guidelines:

(a) Accounting for Repo / Reverse Repo fransactions should reflect their legal form, viz., an outright
purchase and outright sale.

(b) Thus securities sold under Repo would not be included in the Investment Account of the seller,
instead, these would be included by the Buyer in its Investment Account.

(c) The buyer can consider the approved securities acquired under Reverse Repo Transactions for the
purpose of SLR during the period of the Repo.

Sale Price of Securities: Sale of Securities should be recognized by the Seller at prevailing market rate
comprising of accrued interest to date and the clean price. Repurchase of Securities by the Seller, would
be at the above Market Rate plus Interest for the period of Repo.

Consider a situation where Bank X wants to raise funds from Bank Y for fifteen days at a repo rate of
9.00% p. a. The securities for this fransaction is an 8% semi-annual coupon (Coupon date 25th April and
25th October) of face value 500 million which is presently trading at 98.2 for 100 face value. Hence
the amount that Bank X will borrow from Bank Y = Ex-interest price of the security + accrued interest
based on 30/360 day count convention.

Ex-interest price= 98.2% of 500 million = 491 million

Add : Accrued interest for 25th October to 12th Februaryi.e. 107 days = 8% of 500 x 107/360 =% 11.89 million
.. Amount borrowed = 491 + 11.89 =¥502.89 million

Repo interest based on actual 360 days count convention = 9% of 502.89 x 15/365 =31.86 million
Amount to be repaid by Bank X after 15 days = 502.89 + 1.86 =3504.75 million.

This includes accrued interest for 107 + 15i.e. 122 days = 11.89/107 x 122 =%13.56 million

Ex-interest re-purchase price= 504.75 - 13.56 =3491.19 million

>2.3O | ADVANCED FINANCIAL MANAGEMENT



2.6 PROMISSORY NOTE

A written, dated and signed two-party instrument containing an unconditional promise by the maker
fo pay a definite sum of money to a payee on demand or at a specified future date.

Essentials of a Promissory Note:

<% It must be in writing.

< It must not be a bank note or a currency note.

<% It must contain unconditional undertaking.

% It must be signed by the maker.

< The undertaking must be to pay on demand or at a fixed or determinable future time.

< The undertaking must be to pay a certain sum of money.

% The money must be payable to a certain person or to his order, or to the bearer of the instrument.
“Derivative Usance Promissory Notes” (DUPN)

Derivative Usance Promissory Notes is an innovative instrument issued by the RBI to eliminate movement
of papers and facilitating easy multiple rediscounting.

Features:
(a) Backing: DUPN is backed by up to 90 days Usance Commercial bills.

(b) Stamp Duty: Government has exempted stamp duty on DUPN to simplify and stream line the
insfrument and to make it an active instrument in the secondary market.

(c) Period: The minimum rediscounting period is 15 days.
(d) Transfer: DUPN is transferable by endorsement and delivery and hence is liquid.

(e) Regulated Entry: RBI has widened the entry regulation for bill market by selectively allowing,
besides banks and PDs, Co-operative Banks, Mutual Funds and financial instfitutions.

(f) Rediscounting: DFHI trades in these instruments by rediscounting DUPNs drawn by commercial
banks. DUPNs which are sold to investors may also be purchased by DFHI.

2.7 FUTURES, OPTIONS AND OTHER DERIVATIVES

2.7.1 Financial Derivative

The term “Derivative” indicates that it has no independent value, i.e., its value is entirely derived from
the value of the underlying asset. The underlying asset can be securities, commodities, bullion, currency,
livestock or anything else. In other words, derivative means forward, futures, option or any other hybrid
confract of predetermined fixed duration, linked for the purpose of confract fulfilment to the value of
a specified real or financial asset or to an index of securities.

The Securities Contracts (Regulation) Act 1956 defines “derivative” as under:
“Derivative” includes

1. Security derived from a debft instrument, share, loan whether secured or unsecured, risk instrument
or contract for differences or any other form of security.

2. A confract which derives its value from the prices, or index of prices of underlying securities.
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The derivatives can be classified into different categories which are shown in the Figure below:

Derivatives I

Complex

Warrants &
Convertibles

Exotic (Non-
Nfelglefelfe)

) N B

2.7.2 Forward contracts

A forward contract is a simple customized contract between two parties to buy or sell an asset at a
certain fime in the future for a certain price. Unlike future contracts, they are not fraded on an exchange,
rather fraded in the over-the-counter market, usually between two financial institutions or between a
financial institution and one of its client.

Example: An Indian company buys Automobile parts from USA with payment of one million dollar due in
90 days. The importer, thus, is short of dollari.e., it owes dollars for future delivery. Suppose present price
of dollar is ¥48. Over the next 90 days, however, dollar might rise against ¥48. The importer can hedge
this exchange risk by negotiating a 90 days forward confract with a bank at a price ¥50. According o
forward contract in 90 days the bank will give importer one million dollar and importer will give the bank
50 million rupees hedging a future payment with forward contract. On the due date importer will make
a payment of ¥50 million fo bank and the bank will pay one million dollar to importer, whatever rate of
the dollar is after 90 days. So this is a typical example of forward contract on currency.

The basic features of a forward contract are given in brief here as under:

1)  Forward contracts are bilateral confracts, and hence, they are exposed to counter-party risk.
There is risk of non-performance of obligation either of the parties, so these are riskier than to
futures contracts.

2) Each contract is custom designed, and hence, is unique in terms of contract size, expiration date,
the asset type, quality, etc.

3) In forward confract, one of the parties takes a long position by agreeing to buy the asset at a
certain specified future date. The other party assumes a short position by agreeing to sell the
same asset at the same date for the same specified price. A party with no obligation offsetting
the forward contract is said to have an open position. A party with a closed position is, sometimes,
called a hedger.

4) The specified price in a forward contract is referred to as the delivery price. The forward price
for a particular forward contract at a particular fime is the delivery price that would apply if the
contfract were entered into at that time. It is important to differentiate between the forward price
and the delivery price. Both are equal at the time the contract is entered into. However, as time
passes, the forward price is likely to change whereas the delivery price remains the same.

5) In the forward contract, derivative assets can often be contracted from the combination of
underlying assets, such assets are often known as synthetic assets in the forward market.
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2.7.3 Futures contracts

Like a forward contract, a futures contractis an agreement between two parties to buy or sell a specified
quantity of an asset at a specified price and at a specified fime and place. Futures contracts are normally
fraded on an exchange which sets the certain standardized norms for trading in the futures contracts.

Example: A silver manufacturer is concerned about the price of silver, since he will not be able to plan
for profitability. Given the current level of production, he expects to have about 20,000 ounces of silver
ready in next two months. The current price of silver on May 10 is 1052.5 per ounce, and July futures
price at FMC is1068 per ounce, which he believes to be safisfied price. But he fears that prices in future
may go down. So he will enter into a futures confract. He will sell four contracts at MCX where each
contract is of 5000 ounces at 1068 for delivery in July.

Table: Perfect Hedging Using Futures

Date Spot Market Future Market

May 10 Anficipate the sale of 20,000 ounce in two|Sell four contracts 5,000 ounce each July,
months and expect to receive 1068 per|future confracts at 1068 per ounce
ounce or a total ¥2,13,60,000

July 5 The spot price of silver is 1071 per ounce, |Buy four contracts at 1071, total cost of
Miner sells 20,000 ounces and receives|20,000 ounce will be %2,14,20,000
32,14,20,000

Profit/Loss | Profit = 360,000 Futures loss = %60,000

Net wealth change =0

In the above example trader has hedged his risk of prices fall and the trading is done through standardized
exchange which has standardized confract of 5000 ounce silver.

2.7.4 Options contracts

Options are the most important group of derivative securities. Option may be defined as a contract,
between two parties whereby one party obtains the right, but not the obligation, to buy or sell a particular
asset, at a specified price, on or before a specified date. The person who acquires the right is known
as the option buyer or option holder, while the other person (who confers the right) is known as option
seller or option writer. The seller of the option for giving such option to the buyer charges an amount
which is known as the opfion premium.

Options can be divided info two types: calls and puts. A call option gives the holder the right to buy
an asset at a specified date for a specified price whereas in put option, the holder gets the right to sell
an asset af the specified price and time. The specified price in such contract is known as the exercise
price or the strike price and the date in the contract is known as the expiration date or the exercise
date or the maturity date. The asset or security instrument or commodity covered under the contract
is called as the underlying asset. They include shares, stocks, stock indices, foreign currencies, bonds,
commodities, futures contracts, etc. Further options can be American or European. A European option
can be exercised on the expiration date only whereas an American option can be exercised at any
time before the maturity date.

Example: Suppose the current price of CIPLA share is 750 per share. X owns 1000 shares of CIPLA Ltd.
and apprehends in the decline in price of share. The option (put) contract available at BSE is of ¥800,
in next two-month delivery. Premium cost is 10 per share. X will buy a put option at 10 per share at a
strike price of ¥800. In this way X has hedged his risk of price fall of stock. X will exercise the put option
if the price of stock goes down below 790 and will not exercise the option if price is more than 3800,
on the exercise date. In case of options, buyer has a limited loss and unlimited profit potential unlike in
case of forward and futures.
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2.7.5 Warrants and convertibles

Warrants and convertibles are anotherimportant categories of financial derivatives, which are frequently
fraded in the market. Warrant is just like an option contract where the holder has the right to buy shares
of a specified company at a certain price during the given time period. In other words, the holder of a
warrant instrument has the right to purchase a specific number of shares at a fixed price in a fixed period
from aissuing company. If the holder exercised the right, it increases the number of shares of the issuing
company, and thus, dilutes the equities of its shareholders. Warrants are usually issued as sweeteners
attached to senior securities like bonds and debentures so that they are successful in their equity issues
in terms of volume and price. Warrants can be detached and fraded separately. Warrants are highly
speculative and leverage instruments, so trading in them must be done cautiously.

2.7.6 Swap contracts

Swaps have become popular derivative instruments in recent years all over the world. A swap is
an agreement between two counter parties fo exchange cash flows in the future. Under the swap
agreement, various terms like the dates when the cash flows are to be paid, the currency in which o
be paid and the mode of payment are determined and finalized by the parties. Usually the calculation
of cash flows involves the future values of one or more market variables.

There are two most popular forms of swap contracts, i.e., interest rate swaps and currency swaps.

2.7.7 Other derivatives

Forwards, futures, options, swaps, etc. are described usually as standard or ‘plain vanilla’ derivatives. In
the early 1980s, some banks and other financial institutions have been very imaginative and designed
some new derivatives to meet the specific needs of their clients. These derivatives have been described
as ‘non-standard’ derivatives. The basis of the structure of these derivatives was not unique, for example,
some non-standard derivatives were formed by combining two or more ‘plain vanilla’ call and put
options whereas some others were far more complex. In fact, there is no boundary for designing the
non-standard financial derivatives, and hence, they are sometimes termed as ‘exofic options’ or just
‘exoftics’. There are various examples of such non-standard derivatives such as packages, forward start
option, compound options, choose options, barrier options, binary options, look back options, shout
options, Asian opftions, basket options, Standard Oil's Bond Issue, Index Currency Option Notes (ICON),
range forward contracts or flexible forwards and so on.

The further details of these instruments are discussed in study note 7.

2.8 MUTUAL FUNDS

Mutual Fund (MF) is a fund established in the form of a Trust, to raise monies through sale of units to the
public or a section of the public under one or more schemes for investing in Securities, including Money
Market Instruments. [Trust Deed should be duly registered under the Indian Registration Act, 1908.]

Mutual Funds are required to get registered with the Securities and Exchange Board of India (SEBI).
Activities involved:

(i) Formulation of Scheme: A Mutual Fund formulates a scheme with a specified objective to meet
the investment needs of various investors i.e. High Return Scheme, Fixed Return Scheme efc. The
Scheme should be approved by the Trustees and filed with SEBI.

(i) Sale of Units: Units under the scheme are sold to the investors to collect funds from them.

(iii) Investment by AMC: An AMC can invest in any of the schemes of a MF only if full disclosure of its
intention to invest has been made in the offer documents. An AMC shall not be entitled to charge
any fees on its investment in that scheme.

(iv) Portfolio Creation: Resources so received from investors are pooled to create a diversified portfolio
of securities by investing the money ininstruments, which are in line with the objectives of respective
schemes.
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(v) Investment Pattern: The Investment Pattern of Mutual Funds is governed partly by Government
Guidelines and partly by nature and objective of Mutual Fund.

(vi) Daily Operations: Daily operations are managed by professionals and Expert Fund Managers who
take investment decisions regarding where, when and what to invest and disinvest to get the
maximum return as well as higher capital appreciation.

(vii) Meeting of Expenses: Expenses like custodial fee, cost of dividend warrants, Registrar’s Fee, Asset
Management Fee etc, are borne by the respective scheme.

(viii) Purchase and Repurchase Price: The purchase and repurchase price of Mutual Funds are generally
fixed and also vary in Stock Exchanges if the security is quoted on the basis of its Net Asset Value.

(ix) Maturity: Balance remaining in the scheme is returned to the investors upon its maturity on the
basis of the Net Assets Value of the scheme on that date.

Role of Mutual Fund in Financial Market:

(i) Organized Investments: Due to participation of Mutual Funds in a large scale, it has tfransformed
the Financial Market Transactions info a much more organized. Individual investors may speculate
to the maximum, but under the collective investment scheme (i.e. Mutual Fund), the tendency to
speculate greatly reduced at an individual level.

(i) Evolution of Stock Markets: Large scale fransactions entered into by Mutual Funds, headed by a
team professionals, have helped in the evolution of stock markets and financial markets.

(iii) Household Savings: They are the ideal route for many a household to invest their savings for a
higher returns, than normal term deposits with banks.

The advantages of investing in Mutual Funds:

(i) Professional Management: Investors avail the services of experienced and skilled professionals
who are backed by a dedicated investment research feam which analyses the performance
and prospects of companies and selects suitable investments to achieve the objectives of the
scheme.

(i) Diversification: MFs invest in a number of companies across a broad cross-section of industries and
sectors. Investors achieve this diversification through a MF with less money and risk.

(iii) Convenient Administration: Investing in a MF reduces paper work and helps investors to avoid
many problems such as bad deliveries, delayed payments and unnecessary follow up with brokers
and companies.

(iv) Return Potential: Over a medium to long term, MF has the potential to provide a higher return as
they invest in a diversified basket of selected securifies.

(v) Low Costs: MFs are a relatively less expensive way to invest compared to directly investing in the
capital markets because the benefits of scale in brokerage, custodial & other fees franslate into
lower costs for investors.

(vi) Liquidity: In open ended schemes, investors can get their money back prompftly at Net Asset Value
(NAV) related prices from the Mutual Fund. With close-ended schemes, investors can sell their units
on a stock exchange at the prevailing market price, or avail of the facility of direct repurchase at
NAV related prices which some close ended and interval schemes offer periodically.

(vii) Transparency: Investors get regular information on the value of their investment in addition to
disclosure on the specific investments made by scheme, the proportion invested in each class of
assets and the Fund Manager's investment strategy and outlook.

Limitations of taking the Mutual Fund route for investment:

(i) No Choice of Securities: Investors cannot choose the securities which they want to invest in.
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(i) Relying on Other’s Performance:

automatic.

(iii) High Management Fee: The Management Fees charged by the fund reduces the return available

to the investors.

(iv) Diversification: Diversification minimizes risk but does not guarantee higher return.

(v) Diversion of Funds: There may be unethical practices e.g. diversion of Mutual Fund amounts by
Mutual Fund /s to their sister concerns for making gains for them.

(vi) Lock-In Period: Many MF schemes are subject to lock in period and therefore, deny the investors

market drawn benefits.

Functions of Asset Management Company and The Statutory Requirements for a Company to be

Registered as AMC:

A. Functions:

(i) Operations: Asset Management Company (AMC) manages the affairs of the Mutual Fund in
relatfion to the operation of Mutual Fund schemes. The Asset Management Company is a key
link in the success of the scheme and the inferests of the unit holders.

(i) Records: It is expected to maintain a record in support of each investment decision.

B. Statutory Requirements:

(i) SEBI Approval: AMC should be approved by SEBI and cannot be changed, except unless by

a majority of the trustees or by 75% of the unit-holders.

(i) Other Conditions:

7

% Chairman of the AMC should not be the frustee of any Mutual Fund.

7

Different types of Mutual Fund schemes

( Mutual Funds )
1

< AMC should have a minimum Net Worth of 10 Crores.

( By Structure } [Bylnvestment Objectivej

[Open/CIose ended

Load/No Load

% AMC's Directors should be persons of standing and suitable professionals.

(By Investment Type J

% Investors face the risk of Fund Manager not performing well. Investors in Mutual Fund have
to rely on the Fund Manager for receiving any earning made by the fund, i.e. they are not

% If Fund Manager's pay is linked to performance of the fund, he may be tempted to perform
only on short-ferm and neglect long-term performance of the fund.

_( Equity

( Industry Specific J—

_(

Sectoral

)

—( Balance Fund

(

Index

J_

—( Income

_( Money Market

)
)
—{  GittFund |
)
)
)

_( Index Fund

>2.36 | ADVANCED FINANCIAL MANAGEMENT



]
Now the different Types of Mutual Fund Schemes are detailed as under:
(A) By Structure
I.  Open End and Closed End Funds:
Aspect Open End Funds Closed End Funds
Initial Open-End Fund is one which is available |Fund is open for subscription only during a
Subscription | for subscription all through the year. specified period.
Maturity Do not have a fixed maturity. Stipulated maturity period (3 to 15 Years)
Subsequent |Investors can buy and sell units at Nef|Investors can invest at the fime of the inifial
Transactions | Asset Value related prices. public issue and thereafter they can buy
or sell the units of the scheme on the stock
exchanges where they are listed.
Repurchase |Any time. Based on ferms of the fund. Periodic
repurchase at NAV related price.

Interval Funds: Interval funds combine the features of open-ended and close ended schemes. They are
open for sale or redemption during pre-determined intervals at NAV related prices.

Il.  Load Funds and No-Load Funds:

(@) Load Funds: MF can recover the initial marketing expenses (loads) in any of the following
ways —

e Entry Load: Deducting these expenses at the joining time (suitably adding to the existing
NAYV, thus allotting less units).

o Deferred Load: By deducting deferred load, where the expenses are charged over a
specified period.

° Exit Load: By deducting these expense when investors exit the scheme (suitable reducing
from the existing NAV while making payment)

(b) No Load Funds: Investor in a No-Load fund enters and exits the fund at the NAV, i.e. they do
not bear the initial marketing expenses.

Note: Load / No—Load Funds are differentiated on the basis of initial marketing expenses and not on
the basis of other running/ management expenses.

(B) By Investment Objectives:
() Growth Funds:
(a) Object: To provide capital appreciation over the medium to long term.

(b) Investment Pattern: Such schemes invest a majority of their corpus in equities. It has been
proved that returns from stocks, have outperformed most other kind of investments held
over the long term.

(c) For Whom? Growth Schemes are meant for investors who have a long-term outlook, and
seek growth over a period.

(I Income Funds:
(a) Object: To provide regular and steady income to investors.

(b) Investment Pattern: Fixed income securities such as Bond, Corporate Debentures and
Government Securities.

(c) For Whom? Income Funds are ideal for capital stability and regular income.
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(d)

Variants:
e  Gilt Fund: Fund that invests its proceeds only in Government Securities and Treasury Bills.

° Bond Fund: Fund that invests its proceeds only in Bonds and Corporate Debt Instruments.

(1) Balance Funds:

CY

(b)

(c)
(d)

Object: Provide both growth and regularincome. Such schemes periodically distribute a part
of their earning.

Investment Pattern: Both in Equities and Fixed Income Securities, in the proportion indicated
in their offer documents.

For Whom? For investors looking for a combination of income and moderate growth.

Less Sensitive to Market Movements: In a rising stock market, the NAV of these schemes may
not normally keep pace, or fall equally when the market falls.

(IV) Money Market Funds:

CY
(b)

(c)

Object: Provide easy liquidity, preservation of capital and moderate income.

Investment Pattern: Safer Short-Term Instfruments such as Treasury Bills, Certificates of Deposit,
Commercial Paper and Inter-Bank Call Money. Returns on these schemes may fluctuate
depending upon the interest rates prevailing in the market.

For Whom? For corporate and individual investors, who wish to invest their surplus funds for
short period.

(V) Tax Saving Schemes:

(@)

(b)

Object: Provide tax rebates to the investors under specific provisions of the Indian Income Tax
laws as the Government offers tax incentives for investment in specified avenues.

For Whom? For persons who seek to park their otherwise taxable income in funds for a moderate
income, to reduce their tax liability.

(VI) BY INVESTMENT TYPES:

(@)

(b)

(c)

Industry Specific Schemes: Industry-Specific Schemes invest only in the industries specified in
the offer document. The investment of these fund is limited to specific industries like Infotech,
FMCG, Pharmaceuticals, efc.

Index Schemes: Index Funds attempt to replicate the performance of a particularindex such
as the BSE Sensex or the NSE 50

Sectoral Schemes: Invest exclusively in a specified sector. This could be an industry or a group
of industries or various segments such as “A" Group shares or inifial public offerings.

An overview of new types of Mutual Funds that are in vogue today:
(A) Exchange Traded Fund (ETF) :

0]

(i)

(iii)

Nature: An ETF is a hybrid product having features of both an Open-Ended Mutual Fund and
an exchange-listed security. It is a fund that fracks an index, but can be fraded like a stock.

Scheme/Structure: In this type of fund, money is invested in the stocks of the index in the same
proportion. ETF are traded on stock exchanges, and hence can be traded any time during
the day.

Features:

% Prices fluctuate from moment to moment. The difference in price is due to the forces of
demand and supply for ETF in the market at that point of time.
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% Investor needs a broker to purchase units of ETF.

< They have very low operating and transaction costs, since there are no loads orinvestment
minimums required fo purchase and ETF.

% ETFs can be fraded any time during the day, as against conventional index funds which
can be traded only at the end of the day.

< ETF units can be fraded at a premium or discount to the underlying Net Asset Value.
(B) Fund of Funds:

(i) Nature: It is a Mutual Fund Scheme, where the subscription proceeds are invested in other
Mutual Funds, instead of investing in Equity or Debt Instruments.

(i) Features:
% These funds offer and achieve a greater diversification than tfraditional mutual funds.

% Expense/Fees on such funds are higher than those on regular funds because they include
part of the expense fees charged by the underlying funds.

% Indirectly, the proceeds of Fund of Funds may be invested in its own funds, and can be
difficult fo keep track of overall holdings.

(C) Systematic Withdrawal Plan (SWP):

(i) Nature: SWP permits the investor o make aninvestment at one go and systematically withdraw
af periodic intervals, at the same time permitting the balance funds to be re-invested.

(i) Features:

% Investors can receive regular income while still maintaining their investment's growth
potential.

% SWPincludes convenient payout options and has several tax advantages.

<% Withdrawal can be done either on a monthly basis or on a quarterly basis, based on needs
and investment goals of an investor.

< Taxis not deducted, & dividend distribution tax is not applicable. There are no entry or
exit loads.

(D) Systematic Investment Plan (SIP):

(i) Nature: Under a SIP, an investor can invest in the units of Mutual Funds at periodic intervals
(monthly or quarterly) prevailing unit price of that time. This fund is for those investors who do not
want to accumulate their savings and invest in one go. This fund permits them to accumulate
their savings by directly investing in the mutual fund.

(i) Feature: Investors can save a fixed amount of rupees every month or quarter, for the purchase
of additional units.

Factors Affecting selection of Mutual Funds:

1) Past Performance: The Net Asset Value is the yardstick for evaluating a Mutual Fund. An increase
in NAV means a capital appreciation of the investor. While evaluating the performance of the
fund, the dividends distributed is to be considered as the same signifies income to the investor.
Dividends distributed during a period go on to reduce the Net Asset Value of the fund to the
extent of such distribution.

2) Timing: The timing when the mutual fund is raising money from the market is vital. In a bullish
market, investment in mutual fund falls significantly in value whereas in a bearish market, it is the
other way round where it registers growth.
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3)

4)

5)

6)

7)

8)

9)

Size of Fund: Managing a small sized fund and managing a large sized fund is not the same as it is
not dependent on the product of numbers. Purchase through large sized fund may by itself push
prices up while sale may push prices down. Medium sized funds are generally preferred.

Age of Fund: Longevity of the fund in business needs to be determined and its performance in
rising, falling and steady markets have to be checked for consistency.

Largest Holding: It is important to note where the largest holdings in mutual fund have been
invested in order to identify diversion of funds to Group Concerns.

Fund Manager: One should have an idea of the person handling the fund management. A person
of repute gives confidence to the investors. His performance across varying market scenarios
should also be evaluated.

Expense Ratio: SEBI has laid down the upper ceiling for Expense Ratio. A lower Expense Ratio will
give a higher return which is better for an investor.

PE Ratio: The ratio indicates the weighted average PE Ratio of the stocks that constitute the fund
portfolio with weights being given to the market value of holdings. It helps to identify the risk levels
in which the mutual fund operates.

Portfolio Turnover: The fund manager decides as to when he should enter or quit the market. A very
low portfolio turnover indicates that he is neither entering nor quitting the market very frequently. A
high ratio, on the other hand, may suggest that too frequent moves have lead the fund manager
to miss out on the next big wave of investments. A simple average of the portfolio turnover ratio of
a peer group updated by mutual fund tracking agencies may serve as a benchmark. The ratio is
annual purchase plus annual sale to average value of the portfolio.

Poorly Performing Fund used as Exit Criteria:

1)

2)

3)

4)

5)

When the mutual fund consistently under performs the broad based index, it is high time, that it
should get out of the scheme. It would be befter to invest in the index itself either by investing in
the constituents of the index or by buying intfo an index fund.

When the mutual fund consistently under performs its peer group instead of it being at the top.
In such a case, it would have to pay to get out of the scheme and then invest in the winning
schemes.

When the mutual fund changes its objectives e.g. instead of providing a regular income to the
investor, the composition of the portfolio has changed to a growth fund mode which is not in tune
with the investor’s risk preferences.

When the investor changes his objective of investing in a mutual fund which no longer is beneficial
tfo him.

When the fund manager, handling the mutual fund schemes, has been replaced by a new entfrant
whose image is not known.

Establishment of a Mutual Fund:

D

2)

SEBI Regulations: Mutual Funds should be registered with SEBI, for collecting funds from the public.
Mutual Funds are governed by SEBI Regulations, are subject fo monitoring and inspection by SEBI.

Sponsor:

(@) Meaning: Sponsor is a Body Corporate who establishes a Mutual Fund after completing the
formalities prescribed in the SEBI's Mutual Fund Regulations. A Mutual Fund has to be established
through the medium of a sponsor.
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(b) Conditions:

<% Sponsorshould have asound track record and general reputation of fairness and integrity
in all its business transactions.

% Sponsor should contribute at least 40% to the Net Worth of the Asset Management
Company.

% ADeedshallbe executed by the Sponsor, in favour of the trustees named in the instrument
of trust.

3) Trust:

(a) Constitution: Mutual Fund should be established as either a Trustee Company or a Trust, under
the Indian Trust Act and the instrument of trust shall be in the form of a deed.

(b) Registration: The Trust Deed shall be duly registered under the provisions of the Indian Registratfion
Act, 1908.

(c) Contents: Deed should contain the clauses specified in the Third Schedule of SEBI Regulations.

Restrictions and Conditions for investments by Mutual Funds:

() Inter-Scheme Transfer: Transfers of Investments from one scheme to another scheme in the same
Mutual Fund will be allowed only if—

(a) Market Price: Transfers are done at prevailing market price for quoted instruments on spot
basis.

(b) Investment Objective: Securities transferred should be in conformity with the investment
objective of the scheme to which such fransfer has been made.

(I) Fees for Investment: A Scheme can invest in another scheme — (a) under the same AMC, (b)
other Mutual Fund, without charging any fees.

(Il Issue Expenses: Initial Issue Expenses of any scheme should not exceed 6% of funds raised there
under.

(IV) Delivery Based Transactions:

(a) Delivery: Mutual Fund should buy and sell securities only on the basis of deliveries. It should
take, delivery of the securities for purchases, and deliver the securities in case of sale.

(b) Prohibition: Purchase and sale should not result in a position where the Mutual Fund has o
make short sale or carry forward fransaction.

(c) Derivative Transaction: Mutual Funds can enter into Derivatives Transactions in a Recognized
Stock Exchange for the purpose of hedging and portfolio balancing, in accordance with the
guidelines issued by SEBI.

(V) Title: Every MF should get the securities purchased or transferred in the name of Mutual Fund
on account of the concerned scheme, wherever investments are intended to be of long-term
nature.

(V1) Bank Deposits: Pending deployment of funds of a scheme as per the investment objective, Mutual
Funds can invest the same in Short-term Deposits of Scheduled Commercial Banks.
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(V1) Restriction on Investments: Investments made by Mutual Funds should confirm to the following limits:

Instrument / Investment in Quantum of Investment and
(a) Debtinstruments of a single issuer and 15% of NAV of the Scheme

Mortgaged backed Securitised Debt 20% with approval of Board of Trustees and AMC
Govt. Securities and Money Market
Instruments.
Individually (for each issuer) - 10% of NAV of Scheme
Aggregate Investment - 25% of the NAV of Scheme
10% of the Company’s Paid Up Capital.
5% of the NAV of the Mutual Fund.

7
000

®,
0.0

R/
0.0

R/
0.0

X3

2

(b) Unrated Debt Instruments (Approval of
Board of Trustees and AMC required)

X3

o

®,
0.0

(c) Share Capital of a Company

(d) Scheme under the same AMC or
other Mutual Fund under the same
management or schemes of other

R/
0.0

AMC
(e) Equity Shares or Equity Related|«% 10% of the NAV of the Scheme
instruments of a Company % Not applicable to investments in index fund or sector
or industry specific scheme
(f)  Unlisted Equity Shares/Equity Related |« 5% of the NAV of the scheme
instrument % 10% of the NAV of the scheme

— Open Ended Scheme
— Close Ended Scheme

VIIl) Prohibited Investments: A Mutual Fund should not invest in -
(a) any unlisted security of an Associate or Group Company of the Sponsor,

(b) any security issued by way of private placement by an Associate or Group Company of the
Sponsor,

(c) listed securities of Group Companies of the Sponsor which is in excess of 25% of the Net Assefts,
(d) any Fund of a Fund Scheme.
Net asset value in relation to a Mutual Fund:

Net Asset Value (NAV) of a Mutual Fund (MF) Scheme is the Market Value per unit of all the assets of the
scheme. Itis the value of each unit of the scheme. It includes dividends, interest accruals and reduction
of liabilities and expenses.

(A) Ascertainment:

(i) Theinvestors' subscription is freated as the capital in the Balance Sheet of the Fund, and the
investments on their behalf are treated as assefs.

(i) NAYV per Unit = Net Asset Value of the Fund *+ No. of Units Outstanding.

(ii) It reflects the realizable value that the investor will get for each unit that he is holding if the
scheme is liquidated on that date.

(iv) Net Assets = Market Value of Investments + Receivables + Accrued Income + Other Assets -
Accrued Expenses - Payables - Other Liabilities

(B) Utility:
(i) The performance of a particular scheme of a mutual fund is denoted by NAV.

(i) NAV plays an important part in investors’ decisions to enter or fo exit the Scheme.
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(iii) Analysts use the NAV to determine the yield on the schemes.
Investors’ Rights & Obligations under the Mutual Fund Regulations:
(A) Rights:

(i) Unit holder has proportionate right in the beneficial ownership of the scheme assets, as well
as any dividend or income declared under the scheme.

(i) Unit holder is entitled to receive dividend warrant within 42 days.
(iii) AMC can be terminated by 75% of the unit holders.

(iv) Unit Holder has the right to inspect major documents i.e. material contracts, Memorandum of
Association and Articles of Association of the AMC, Offer Document, etc.

(v) 75% of the unit holders have the right fo approve any changes in the close-ended scheme.
(vi) Every unit holder have right to receive copy of the annual statement.
(B) Limitations to Investors’ Rights:

(i) No right against Trust: Unit holders cannot sue the Trust, but they can initiate proceedings
against the Trustees, if they feel that they are being cheated.

(i) No right to sue for lower returns: Except in certain circumstances, AMC cannot assure a
specified level of return to the investors. AMC cannot be sued to make good any shortfall in
such schemes.

(C) Investors’ Obligations:

(i) Study of risk factors: An investor should carefully study the risk factors and other information
provided in the Offer Document. Failure to study will not entitle him for any rights thereafter.

(i) Monitoring schemes: It is the responsibility of the investor to monitor his schemes, by studying
the Reports and other Financial Statements of the Funds.

The steps taken for improvement and compliance of standards of Mutual Fund:
(A) Disclosure of Schemes:

(i) Disclosure: Mutual Funds should disclose the full portfolio of their schemes in the annual report
within 1 month of the close of each financial year.

(i) Mode of Disclosure: Mutual Fund should either send it to each unit holder or publish it by way
of an advertisement in one english daily and one in regional language.

(B) Committee:

(i) AMC should prepare a compliance manual and design infernal audit systems, before the
launch of any schemes.

(i) The Trustees should constitute an Audit Committee, which will review the internal audit
systems and the recommendation of the internal and statutory audit reports and ensure their
rectification.

(D) Valuation Committee: The AMC shall constitute an in-house valuation committee consisting
of senior executives including personnel from accounts, fund management and compliance
departments. The Committee would review the system practice of valuation of securities on a
regular basis.

(E) Transactions with Associates: The Trustees shall review all fransactions of the Mutual Fund with the
associates, on a regular basis.
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Trustees with regard to setting up of a Mutual Fund and their eligibility for appointment:

(A)

(®)
©

(®)

®

F

©)

Meaning: Trustees means Board of Trustees or the Trustee Company who hold the property of the
Mutual Fund in frust, for the benefit of the unit holders.

Regulations: Mutual Fund shall appoint frustees in accordance with Mutual Fund regulations.
Eligibility Conditions: A person can be appointed as a Trustee, only if he—

(a) is a person of ability, integrity and standing,

(b) Has not been found guilty of moral turpitude, and

(c) Has not been convicted of any economic offence or violation of any securities laws, and
(d) Has furnished the required particulars and information.

Not Eligible for appointment as Trustee:

(a) Asset Management Company

(b) Officers or Employees of AMC

Restriction on Further Appointment: A person who is appointed as a Trustee of a Mutual fund,
cannot be appointed as a Trustee of any other Mutual Fund unless —

(a) Heis an independent frustee.

(b) Prior approval of the Mutual Fund of which he is a frustee has been obtained for such an
appointment.

Independent Trustees: Atleast 2/3@ of the trustees should be independent persons and shall not be
associated with the sponsors or be associated with them in any manner whatsoever.

Company as Trustee: In case a Company is appointed as a Trustee, then its Directors can act as
frustees of any other frust, provided that the object of the frust is not in conflict with the object of
the Mutual Fund.

Rights and Obligations of the Trustees of a Mutual Fund, with reference to the operations of the Trust and
the decisions they can take with reference to a fund:

D

2)

Agreement: Trustees and the AMC should enter into an Investment Management Agreement. The
Trustees have a right to obtain all information considered necessary from the AMC.

Obligations before Launch of Scheme: Before the launch of any new scheme, the Trustees should
ensure that the AMC has —

(i)  Proper infrastructure for handling the data, records, and to take care of accounting and
dealing room requirements.

(i)  Appointed all key personnel including Fund Manager, and submitted their bio-data with the
Trustees, within 45 days of their appointment.

(i)  Appointed Auditors to audit its accounts.

(iv) Appointed a Compliance Officer, for compliance with regulatory requirement and to redress
investor grievances.

(v) Appointed registrars and laid down parameters for their supervision.

(vi) Prepared a Compliance Manual & designed internal control mechanisms including internall
audit systemes.

(vii) Specified norms for empanelment of Brokers and Marketing Agents.
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3) Diligence and Integrity of AMC: Trustees should ensure that the AMC —

(i) Has been diligentin empanelling the brokers, in monitoring securities transactions with brokers
and avoiding undue concentration of business with any brokers.

(i)  Has not given any undue or unfair advantage to any associates or dealt with any of the
associates of the AMC in any manner detrimental to interest of the unit holders.

(i) Has entered into transactions in accordance with SEBI regulations and the scheme and the
Trust Deed.

(iv) Has been managing the Mutual Fund Schemes independently of other activities, and have
taken adequate steps to ensure that the interest of investors of one scheme are not being
compromised with those of any other scheme or of other activities of the AMC.

4) Intimation to SEBI: If the Trustees believe that Mutual Fund Scheme is not being conducted in
accordance with regulations, they should immediately inform SEBI of the violation and the action
taken by them.

5) Submission of Details: Each Trustee should file details of his fransactions of dealing in securities with
the Mutual Fund on a quarterly basis.

6) Custodian of Assets: Trustees are accountable for and are the custodian of, the funds and property
of the respective schemes.

7) Calling for Information: Trustees should call for the details of transactions in securities by the key
personnel of the AMC in his own name/on behalf of the AMC & should report to SEBI, as & when
required.

8) Review Activities: Trustees should review

(i) Related Party Transactions: All fransactions carried out between the Mutual Funds, AMC & ifs
associates.

(i) Net Worth: Net Worth of the AMC and in case of any shortfall, ensure that the AMC make up
for the shortfall as per SEBI Regulations.

(iii) Service Contracts: All service contracts such as custody arrangements, tfransfer agency of the
securities and satfisfy itself that such contracts are executed in the interest of the unit holders.

(iv) Investor Complaints: Investor complaints received and the redressal of the same.

9) No Conflict of Interest: Trustees should ensure that there are no conflict of interest between the
manner of deployment of its Net worth by the AMC and the interest of the unit holders.

10) Furnishing of Information to SEBI: Trustees should furnish to the SEBI on a half yearly basis-
(i) Activity Report: Report on the activities of the Mutual Fund.

(i) Cerlificate on Transaction by Related Parties: Certificate stating that the Trustees have satisfied
themselves that there have been no instances of self dealing or front running by any of the
Trustees, directors and key personnel of the AMC.

(iii) Certificate on Management of Fund: Certificate that the AMC has been managing the schemes
independently of any other activities, by ensuring that the interest of the unit holders are
protected.

11) Consent of Unit holders: The frustees shall obtain the consent of the unit holders when —
(i)  Required to do so by the Board in the interest of the unit holders; or

(i) Required to do so on the requisition made by 3/4™ of the unit holders of any scheme; or
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(i)
(iv)

When the majority of the trustees decide to wind up or prematurely redeem the units; or

When any change in the fundamental attributes of any scheme or the frust or fees and expenses
payable or any other change which would modify the scheme or affect the interest of the
unit holders is proposed to be carried out unless the consent of not less than 3/4™s of the unit
holders is obtained.

Criteria for appointment of AMC and other conditions to be satisfied by an AMC:
(A) Eligibility Criterion:

0]

(iD)

(iii)

(iv)

Financial Performance:

7

% Sound Track Record (Net Worth and Profitability), good reputation and fairness in
fransaction.

<& Minimum Net Worth =310 Crores.
Directors / Key Personnel

< Quadlification and Experience: Directors of AMC to have adequate professional experience
in finance and financial services related field.

<% CleanRecords: Should not have been found guilty of moral turpitude or convicted of any
economic offence or violation of any securities laws / economic laws.

% Previous Employment: They should not have worked for any AMC / Mutual Fund /
Infermediary during the period when such AMC / MF / Infermediary were suspended by
SEBI.

Independent Directors: Board of Directors of AMC to have atleast 50% Independent Directors,
i.e. not associated with, the sponsor or any of its subsidiaries or the Trustees.

Chairman: Chairman of the AMC should not be Trustee of any Mutual Fund.

(B) Other Terms and Conditions: Approval granted shall be subject to the following conditions —

0]

(i)

(iii)

(iv)
)

(vi)

Restriction on Directorship: Director of the AMC shall not be Director in another AMC.
Independent Directors are excluded from this restriction.

Furnishing of Particulars: In case of any material change in the information/ particulars previously
furnished, AMC should immediately inform the SEBI.

Appointment of Directors: Appointment of Director of an AMC will require the prior approval
of the Trustees.

Compliance with Regulations: AMC should comply with SEBI Regulations.

Change in Controlling Interest: Change in controlling interest of the AMC will require the prior
approval of Trustees, SEBI and the Unit Holders.

Furnishing of Documents / Information to Trustees: AMC should furnish information and
documents to the Trustees as and when required by the Trustees.

(C) Restriction on Activities of AMC:

0]
(i)

Not to be Trustee: AMC should not act as a Trustee of any Mutual Fund.

Business Activities: Without the approval of SEBI, an AMC cannot undertake any other business
activities except :-

Portfolio Management Services,

Management and advisory services to Offshore Funds, Pension Funds, Provident Funds, Venture
Capital Funds, etc.
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intention has been made in the offer document.
Duties and obligations of an AMC with reference to management of Mutual Fund Scheme:

1) Regulations: AMC should ensure that the Scheme Funds are invested only in accordance with SEBI
Regulations and the Trust Deed.

2) Investment Decisions: It should take all its investment decisions with care and diligence, in the
same manner as any other person in the same business would have taken.

(a) Liability for Acts of Persons: AMC is responsible for the acts of commission or omissions by its
Employees, or

(b) Persons whose services have been procured by the AMC.

3) Non-Exclusion from Liability: AMC or its Directors or other Officers shall not be absolved of liability
to the Mutual Fund for their acts of commission or omission, while holding such position or office.

4) Activity Report to Trustees: AMC should submit a report on its activities and the compliance with
the SEBI regulations. Such a report should be furnished every quarter.

5) Related Party Transaction:

(@) AMC should noft utilize the services of the — (i) Sponsor, or (i) any of its Associates, or ({iii)
Employees or their relatives, for any securities tfransaction and distribution and sale of securities
without proper disclosure.

(b) Reportto SEBI/Trustees: Transactions entered into with any of the associates should be reported
to SEBI and the Board of Trustees.

(c) Transactions by Key-Management Personnel: AMC should furnish the details of fransactions
in securities by the key personnel of the AMC in their own name or on behalf of the AMC and
shall also report to SEBI, as and when required by SEBI.

6) Large Investor Particulars:
(a) Situation: Company has invested more than 5% of the NAV of a Scheme.
(b) Reportable Information: Investment made by the Mutual Fund in that Company/ Subsidiaries.

(c) Reporting and Disclosure: The above information should be brought fo the notice of the Trustees
by the AMC, and disclosed in the half yearly and annual accounts of the respective schemes.

7) Personnel Related Information: Detailed bio-data of allits Directors along with their interest in other
Companies, within 15 days of their appointment, should be submitted to the Trustees.

8) Restriction on Appointment of Personnel: AMC should not appoint any person as key personnel
who has been found guilty of any economic offence or involved in violation of securities laws.

9) Appointment of Registrar/Agents: AMC shall appoint Registrars and Share Transfer Agents who are
registered with SEBI.

Regulatory requirements with regard to Money Market Funds and the issues that act as hurdles for the
success of Money Market Mutual Funds:

1) Regulatory Framework: Instructions based on recommendations of the Task force constituted
under the chairmanship of Shri D. Basu on MMMFs were as follows -

(@) No minimum amount of investments prescribed.

(b) Minimum lock-in-period is 46 days.
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(c)

(d)
(e)
®

(9)
(h)

Minimum of 25 percent of funds (20 percent earlier) shall be invested in treasury bills and dated
Government securities having an unexpired maturity upto one year.

Maximum of 30 percent of funds (20 percent earlier) shall be diverted to call money market.
Investment in Commercial Papers restricted to 15 percent.

Maximum of 20 percent of funds may be invested in commercial transactions and accepted/
co-accepted by banks.

Investments in Capital Market Instruments have been barred so as to avoid undue risks.

Borrowing and Lending between schemes of the Money Market Mutual Funds and between
sponsoring bank and the Money Market Mutual Funds are also prohibited. Switching of assets
between Schemes will have to be at market rates and based on conscious investment decisions.

2) Regulatory impediments for the success of Money Market Funds:

CY

(b)

(c)

(d)
(e)

The Lock-in period hampers the liquidity of the fund. Money Market Fund should ideally operate
like a savings account.

Investors expect to get more than what they would get on bank fixed deposits. Considering
the administrative expenses involved, the yield on Money Market Funds should be relatively
higher.

Retail investors have to be educated about Money Market Funds. A huge network is needed
to target such investors.

A large corpus is needed to deal in the money market on a consistent basis.

No regulatory body has been determined.

Methods for evaluating the performance of Mutual Fund:

1) Sharpe Ratio:

(@)

(b)

(c)

(d)

(e)

Nature: Sharpe Ratio is a composite measure to evaluate the performance of Mutual Funds by
comparing the reward fo risk ratio of different funds. This formula uses the volafility of portfolio
return.

Basis: The reward, i.e. portfolio return in excess of the average risk free rate of return, is divided
by standard deviation. Since it considers standard deviation as a measure of risk, it takes into
account both Systematic and Unsystematic Risk.

Risk Premium: This measure indicates the risk premium return per unit of total risk. Excess return
earned over the risk free return on portfolio to the portfolio’s total risk measured by the standard
deviation.

Computation:

Sharpe Ratio = (R, -R,) +0,

Where,

R, = Return on Portfolio

R. = Risk Free Return

o, = Standard Deviation of Portfolio

Use: Sharpe Ratio is an appropriate measure of performance for an overall portfolio when it is
compared with another portfolio. The result on its own cannot lead to any comparison. It has
to be compared with returns from other portfolio for making any meaningful conclusion.
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2) Treynor’s Ratio:Nature: Treynor Ratio is a measure to evaluate the performance of mutual funds by
comparing the reward to volatility ratio of different funds. Risk considered here is only Systematic
Risk, and not Total Risk.

(a) Assumption: It assumes a completely diversified portfolio, i.e. that the investor would have
eliminated all the unsystematic risk by holding a diversified portfolio.

(b) Basis: Excess return earned over the risk free return on portfolio to the portfolio’s total risk
measured by the Beta of Portfolio. The ratio expresses the portfolio’s risk premium per unit of
beta.

(c) Computation:
Treynor's Ratio = (R, - R.) = B,
Where, R, = Return on Portfolio
R, = Risk Free Return
B, = Beta of Portfolio

(d) Use: Itis appropriate only in case of comparison with completely diversified portfolio. Asin the
case of Sharpe Ratio, Treynor’s measure cannot be used in an isolated manner. It should be
compared with such results of other portfolio fo draw conclusions.

3) Jensen’s Alpha:

(a) Nature: It is an absolute measure of evaluating a funds performance. It compares desired
performance (based on benchmark portfolio) with actual performance.

(b) Benchmark Performance: Benchmark Performance is computed using Capital Asset Pricing
Model (CAPM), i.e. by factoring the sensitivity of the portfolio return to that the Market Portfolio.

(c) Computation:
Jensen’s Alpha [a] = Actual Return Less Return under CAPM
(d) Evaluation and Appropriateness:

e If Jensen's Alpha is positive, it reflects that the Mutual Fund has exceeded the expectations
and outperformed the Market Portfolio and vice-versa.

e Alpha would give meaningful results only if its used to compare two portfolios of similar beta
factors.

° Itis used for measuring performance of a portfolio and to identify the part of the performance
that can be attributed solely to the portfolio.

e This model considers only systematic risk and not the total risk.

Different kinds of expenditure incurred by a Mutual Fund and the way to treat them in computing the
net asset value:

(A) Initial Issue Expenses: AMC incur some expenses when a scheme is launched. The benefits of
these expenses accrue over many years. Therefore, they cannot be charged to any single year.
SEBI permits amortization of initial expenses as follows —

i Close End Scheme: Such schemes floated on a load basis, the initial issue expense shall be
amortized on a weekly basis over the period of the scheme.

ii. OpenEnded Scheme: Initial issue expenses may be amortized over a period not exceeding 5
years. Issue expenses incurred during the life of an open end scheme cannot be amortized.
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(B) Recurring Expenses: It includes the followings :-

(i)  Marketing and selling expenses including|(i) Cost of fund fransfers from location to location.
Agent’'s Commission.
(i)  Brokerage and Transaction Costs. (i) Cost of providing accounts statements and
dividend / redemption cheques and warrants.
(i) Registrar Services for tfransfer of units sold or | (i) Insurance Premium paid by the Fund.
redeemed.
(iv) Audit Fees. (iv) Winding up costs for terminating a fund or a
scheme.
(v) Custodian Charges. (v) Cofts of Statutory Advertisements.
(vi) Costs related to investor communication. | (vi) Other costs as approved by SEBI.

C) TotalExpenses: TotalExpenses of the scheme ascharged by the AMC excludingissue orredemption
expenses but including investment management and advisory fees, are subject to the following
limits-

(i)
(ii)
(iii)
(iv)

On the first Y100 Crores of the average weekly Net Assets - 1.5%
On the next ¥300 Crores of the average weekly Net Assets - 2.25%
On the next ¥300 Crores of the average weekly Net Assets - 2.0%
On the balance of the assets 1.75%

Value of Traded Securities and Non-Traded Securities of Mutual Fund:

D

2)

Traded Securities:

(@)

(b)

(c)

Last Quoted Closing Price: Traded Securities should be valued at the last quoted closing price
on the Stock Exchange.

More than One Stock Exchange: If the securities are fraded on more than one Stock Exchange
then the valuation should be as per the last quoted closing price on the Stock Exchange where
the security is principally traded.

No Trading on Principal Stock Exchange: When on a particular valuation day, a security has
not been fraded on the selected Stock Exchange, the value at which it is fraded on another
Stock Exchange may be used.

Non-Traded Securities:

(@)

(b)

(c)

Meaning: If a security is not fraded on any Stock Exchange for a period of 60 days prior to the
valuation date, the scrip must be valued as a non-trade scrip.

Valuation: Non-Traded Scrips should be valued in good faith by the AMC on the basis of
valuation methods approved by the AMC.

General Principles in Valuation:

7

% Equity Instruments: Valued on the basis of capitalization of earnings solely orin combination
with the Net Asset Value. Price Earning Ratios of comparable traded securities, with an
appropriate discount for lower liquidity, should be used for the purpose of capitalization.

< Debt Instruments: Valued on YTM (Yield to Maturity) basis. Capitalization factor being
determined for comparable traded securities with an appropriate discount for lower
liquidity.

% Government Securities: Valued at YTM based on the prevailing market rate.

7

% Money Market Instruments: Valued at Cost Plus Accruals.
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R/

% Convertible Debentures/Bonds: Non-convertible component should be valued as a debt
Instrument, and Convertibles as any Equity Instrument.

Computation of the Time Weighted and Rupee Weighted Rate of Return:
1) Total Return (Investors’ Perspective):
Total Return= Distributions + Capital Appreciation
NAV at the beginning of the period
Where, Distributions = Dividend Distribution or Capital Distribution
Capital Appreciation = Closing NAV Less Opening NAV
2) Time Weighted Rate of Return (TWROR):

(a) Itis the rate of return earned per rupee invested over a period of time. It eliminates the effect
of additional cash flows and the return on such cash flows.

(b) It seeks to measure the rate of return earned per rupee invested in the fund over a period of
time, had there been no withdrawals from or further investments to that rupee.

3) Rupee Weighted Rate of Return (RWROR):

(a) This method seeks to measure the infernal rate of return based on absolute movementsin cash
with reference to the Mutual Fund. The Fund Value at the beginning of the yearis equated to
investment and the dividend distribution and the year end fund value are equated to cash
flows received.

(b) Factors: Factors affecting the RWROR are —
o Beginning and ending market values.
e Timing of the net contributions to the fund.
Hedge funds:

Hedge funds are private investment vehicles not open to the general investment public. Hedge funds
face less regulations than publicly fraded mutual funds, allowing them to hold substantial short positions
to preserve capital during market downturns. Typically, hedge fund managers generate profit from both
long as well as short positions. The private nature of hedge funds often suits both the needs of investors
and managers.

Features of Hedge Funds:

(a) Reduce risk, enhance returns and minimize the correlation with equity and bond markets.

(b) Flexibility in investment options.

(c) Variety in terms of investment returns, volatility and risk.

(d) Consistency of returns and capital preservation.

(e) Managed by experienced investment professionals who are generally disciplined and diligent.

(f) Pension funds, endowments, insurance companies, private banks and high net worth individuals
and families invest in hedge funds fo minimize overall portfolio volatility and enhance returns.

(g) Hedge funds benefit by heavily weighting hedge fund managers’ remuneration towards
performance incentives.

Hedging strategies adopted in case of Hedge Funds:

(a) Selling short: Selling shares without owning them, to buy them back at a future date at a lower
price in the expectation that their price will drop.
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(S))
(©)

(d)

(e)

Using arbitrage: Seeking to exploit pricing inefficiencies between related securities.

Trading Options or Derivatives: Contracts whose values are based on the performance of any
underlying financial asset, index or other investment.

Investing in anticipation of a specific event: Merger transaction, hosfile takeover, spin-off, exiting
of bankruptcy proceedings, etc.

Investing in deeply discounted securities: Of companies about to enter or exit financial distress or
bankruptcy, often below liquidation value.

Benefits of Hedge Funds:

@

()

(©)

(d)

Seek higher returns: Hedge fund strategies generate positive returns in both rising and falling equity
and bond markets.

Investment styles: Huge variety of hedge fund investment styles - many uncorrelated with each
other -provides investors with a wide choice of hedge fund strategies to meet their investment
objectives.

Long term Solution: Hedge funds provide an ideal long-term investment solution, eliminating the
need to correctly fime entry and exit from markefts.

Diversification:

(i) Inclusion of hedge fundsin a balanced portfolio reduces overall portfolio risk and volatility and
increases returns.

(i)  Adding hedge funds to an investment portfolio provides diversification not otherwise available
in fraditional investing.

Different Styles of Hedge Funds:

@

()

(©)

(d)

(e)

Aggressive Growth: Invests in equities, expected to experience acceleration in growth of earnings
per share; generally high P/E ratios, low or no dividends. Often smaller and micro cap stocks which
are expected to experience rapid growth. Includes sector specialist funds such as technology,
banking, or biotechnology. Hedges by shorting equities where earnings disappointment is expected
or by shorting stock indexes. Tends to be “long-biased.” Expected volatility is high.

Distressed Securities: Buys equity, debt, or frade claims at deep discounts of companiesin or facing
bankruptcy or reorganization. Profits from the market’s lack of understanding of the true value of
the deeply discounted securities and because the majority of institutional investors cannot own
below investment grade securities. Results generally not dependent on the direction of the markets.
Expected voldtility ranges from Low — Moderate.

Emerging Markets: Invests in equity or debt of emerging (less mature) markets that fend to have
higher inflation and volatile growth. Short selling is not permitted in many emerging markets, and,
therefore, effective hedging is often not available. Expected volatility is very high.

Funds of Hedge Funds: Mix and match hedge funds and other pooled investment vehicles. This
blending of different strategies and asset classes aims to provide a more stable long-term investment
return than any of the individual funds. Returns, risk, and volatility can be controlled by the mix
of underlying strategies and funds. Capital preservation is generally an important consideration.
Volatility depends on the mix and ratio of strategies employed. Expected volatility range is Low -
Moderate - High.

Income: Invests with primary focus on yield or current income rather than solely on capital gains.
May utilize leverage to buy bonds and sometimes fixed income derivatives in order to profit from
principal appreciation and interest income. Expected volatility is low.
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(f) Macro: Aims to profit from changes in global economies, typically brought about by shifts in
government policy that impact interest rates, in turn affecting currency, stock, and bond markets.
Participates in all major markets - equities, bonds, currencies and commodities - though not always
at the same time. Uses leverage and derivatives to accentuate the impact of market moves.
Utilizes hedging, but the leveraged directional investments tend to make the largest impact on
performance. Expected volatility is very high.

(g) Arbitrage: Attempts to hedge out most market risk by taking offsetting positions, often in different
securities of the same issuer. May also use futures to hedge out interest rate risk. Focuses on
obtaining returns with low or no correlation to both the equity and bond markets. These relative
value strategies include fixed income arbitrage, mortgage backed securities, capital structure
arbitrage, and closed-end fund arbitrage. Expected volatility is low.

(h) Securities Hedging: Invests equally in long and short equity portfolios generally in the same sectors of
the market. Market risk is greatly reduced, but effective stock analysis and stock picking is essential
fo obtaining meaningful results. Leverage may be used to enhance returns. Usually low or no
correlation to the market. Sometimes uses market index futures to hedge out systematic (market)
risk. Relative benchmark index usually T-bills. Expected volatility is low.

(i) Market Timing: Allocates assets among different asset classes depending on the manager's view
of the economic or market outlook. Portfolio emphasis may swing widely between asset classes.
Unpredictability of market movements and the difficulty of timing entry and exit from markets add
to the volatility of this .strategy. Expected volatility is high.

(J) Opportunistic: Investment theme changes from strategy to strategy as opportunities arise to profit
from events such asIPOs, sudden price changes often caused by aninterim earnings disappointment,
hostile bids, and other event-driven opportunities. May ufilize several of these investing styles at a
given time and is not restricted to any particular investment approach or asset class. Expected
volatility is variable.

(k) Multi Strategy: Investment approach is diversified by employing various strategies simultaneously
to realize short- and long-term gains. Other strategies may include systems trading such as trend
following and various diversified technical strategies. This style of investing allows the manager
to overweight or underweight different strategies to best capitalize on current investment
opportunities. Expected voldatility is variable.

() Short Selling: Sells securities short in anticipation of being able to re-purchase them at a future date
at a lower price due to the manager’s assessment of the overvaluation of the securities, or the
market, or in anficipation of earnings disappointments often due to accounting irregularities, new
competition, change of management, etc. Often used as a hedge to offset long-only portfolios
and by those who feel the market is approaching a bearish cycle. Risk is high. Expected volatility
is very high.

(m) Special Situations: Invests in event-driven situations such as mergers, hostile takeovers,
reorganizations, or leveraged buyouts. May involve simultaneous purchase of stock in companies
being acquired, and the sale of stock in its acquirer, hoping to profit from the spread between
the current market price and the ultimate purchase price of the company. May also utilize
derivatives to leverage returns and to hedge out interest rate and/or market risk. Results generally
not dependent on direction of market. Expected volatility is moderate.

(n) Value: Invests in securities perceived to be selling at deep discounts to their infrinsic or potential
worth. Such securities may be out of favour or under followed by analysts. Long-term holding,
patience, and strong discipline are often required until the ultimate value is recognized by the
market. Expected volatility is Low - Moderate.
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Comparison of Hedge Funds and Mutual Funds:

D

2)

Similarities between Hedge Funds and Mutual Funds: They are pooled investment vehicles (i.e.
several investors entrust their money to a manager) and invest in publicly fraded securities.

Differences between Mutual Funds and Hedge Funds:
(a) Mutual Funds seek Relative Returns whereas Hedge Funds actively seek Absolute Returns.

(b) In a bull market, hedge funds may not perform as well as mutual funds, but in a bear market
- taken as a group or asset class - they do better than mutual funds because they hold short
positions and hedges.

Categories of Hedge Funds:

D

2)

3)

Arbitrage Strategies (Relative Value): Arbitrage is the exploitation of observable price inefficiency
and, as such, pure arbitrage is considered risk less. The arbifrage strategies include use of - (1)
Derivative Instruments, (2) Trading Software, and (3) Various Trading Exchanges.

Event-Driven Strategies: Event-driven strategies take advantage of transaction announcements
and other one-time events. There are various types of event-driven strategies.

Example: "Distressed Securities” involves investing in companies that are re-organizing or have
been unfairly beaten down.

Directional or Tactical Strategies: The largest group of hedge funds uses directional or tactical
strategies. Directional or tactical strategies are:

(a) Long/short strategies fo combine purchases (long positions) with short sales.

(b) Dedicated short strategies to specialize in the short sale of over-valued securities.

Demerits associated with Hedge Funds:

1

2)

3)

4)

5)

Multiple Risks: Hedge fund investors are exposed to multiple risks, and each strategy has its own
unique risks.

Skewed Return paths: Hedge fund returns tend to be negatively skewed, which means they bear
the dreaded “fat tails”, which are characterized by positive returns but a few cases of extreme
losses.

Time-consuming: Investing in a single hedge fund requires time-consuming due diligence and
concentrates risk.

Cost: Hedge funds create a double-fee structure. There is a payment of management fee to the
fund manager in addition to fees normally paid to the underlying hedge funds.

Over-diversification: A fund of hedge funds needs to coordinate its holdings or it will not add
value. (If it is not careful, it may inadvertently collect a group of hedge funds that duplicates its
various holdings or ends up constituting a representative sample of the entfire market).
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ILLUSTRATIONS
Computation of Net Asset Value (NAV)
Illustrationl.
The following particulars relates to Gilt Fund Scheme :-
Particulars Value
1. | Investment in Shares (at Cost)
e [T and ITES Companies %28 Crores
e Infrastructure Companies %15 Crores
e Aviation, Transport and Logistics X7 Crores
e Automotive %32 Crores
e Banking / Financial Services %8 Crores
2. |Cash and Other Assets in Hand (even throughout the fund period) 32 Crores
3. |Investment in Fixed Income Bearing Bonds
e Listed Bonds [10,000 10.50% Bonds of ¥1 0,000 each] %10 Crores
e Unlisted Bonds %8 Crores
4 |Expenses payable as on closure date %3 Crore
5 |Market Expectation on Listed Bonds 8.40%
6 |No. of Units Outstanding 5.50 Crores
The particulars relating to sectoral index are as follows —
Sector Index on the date of purchase Index on the valuation date
IT and ITES 1750 2950
Infrastructure 1375 2475
Aviation, Transport & Logistics 1540 2570
Automotive 1760 2860
Banking / Financial 1600 2300
Required :-

° Net Asset Value of the Fund
° Net Asset Value per Unit

e If the period under consideration is 2 Years, and the Fund has distributed %2 per unit per year as

Cash Dividend

e Ascertain the Net Return (Annualized). Ascertain the Expense Ratio, if the Fund has incurred the

following expenses —

Management and Advisory Fees 275 Lakhs
Administration Expenses (including Fund Manager Remuneration) 3350 Lakhs
Publicity and Documentation 380 Lakhs

%705 Lakhs
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Solution:

1.

Net Asset Value of the Fund

Particulars % in Crore

1. Market Value of Shares in —

(a) ITand ITES [Cost %28 X Closing Sector Index 2950 + Opening Sector Index 1750] 47.20
(b) Infrastructure[Cost %15 X Closing Sector Index 2475 + Opening Sector Index 1375] 27.00
(c) Aviation [Cost %7 X Closing Sector Index 2570 + Opening Sector Index 1540] 11.68
(d) Automotive [Cost %32 X Closing Sector Index 2860 + Opening Sector Index 1760] 52.00
(e) Banking [Cost %8 X Closing Sector Index 2300 + Opening Sector Index 1600] 11.50
2.  Market Value of Investment in Listed Bonds [Face Value %10 Crores X Inferest on 12.50

Face Value 10.50% + Market Expectation 8.40%]

3. Cost of Investment in Unlisted Bonds 8.00
4.  Cash and Other Assets 2.00
Total Assets of the Fund 171.88
Less: Outstanding Expenses (3.00)
Net Asset Value of the Fund 168.88

Nofe: It is assumed that Cash and other Assets existed from the beginning of the period af the same
values.

2.

Net Asset Value per Unit

NAV per Unit = Net Asset Value of the Fund + No. of Units Outstanding = ¥168.88 Crores + 5.50

Crore Units =%30.71

3. Annualized Return on Fund
(a) Computation of Opening NAV
Particulars % in Crore
1. |Investment in Shares (at Cost)
e [T and ITES Companies 28.00
e Infrastructure Companies 15.00
e Aviation, Transport and Logistics 7.00
¢ Automotive 32.00
e Banking /Financial Services 8.00
2. |Investment in Fixed Income Bearing Bonds
e Listed Bonds [10,000 10.50% Bonds of ¥10,000 each] 10.00
e Unlisted Bonds 8.00
Net Asset Value 108.00

Note: Cash and Other Assets are notf included because they arise out of investments made in the
beginning.

(o)

(c)

Computation of Opening NAV per Unit

NAV per Unit = Net Asset Value of the Fund + No. of Units Outstanding =3108.00 Crores + 5.50 Crore

Units =%19.64
Computation of Returns per Unit

e  Capital Appreciation = Closing NAV per Unit - Opening NAYV per Unit
=3%30.71 LessR19.64 =%11.07
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° Cash Dividend =32 X 2 Years =34

° Returns = [Cash Dividend + Capital Appreciation] + Opening NAV

= [R4.00 +311.07] +%19.64=%15.07 +%19.64=77%
e Return p.a = Total Return/Period = 77% + 2 Years = 38.50%

4. Expense Ratio

(@) Total Expense = Management Advisory Fee %2.75 Cr. + Administration Exp. %3.50 Cr. + Publicity
and Documentation ¥0.80 Cr. =%7.05 Crores

(b) Average Value of Portfolio
= (Opening Net Asset Value + Closing Net Asset Value) + 2
= (R108 Crores + %168.88 Crores) + 2 =3276.88 Crores + 2
=%138.44 Crores

(c) Expense Ratfio= Total Expenses + Average Value of Portfolio
= (37.05 Crores + %138.44 Crores) x 100

=5.09%

(d) Expense Per Unit = Total Expenses + No. of Units =%7.05 Crores + 5.50 Crores =31.282

Illustration 2.

Find out NAV per unit from the following information of Scheme Money Plant

Name of the scheme Money Plant
Size of the scheme 100 Lakhs
Face value of the shares 100
Number of the outstanding shares %1 Lakhs
Market value of the fund's investments 180 Lakhs
Receivables 32 Lakhs
Liabilities 1 Lakh
Solution:
Particulars Amount

Total Assets

Market Value of Fund's Investments + Receivables
=7%180 Lakhs +% 2 Lakhs

=7%182 Lakhs
Liabilities T 1 Lakhs
No. of shares 1 Lakhs

Net Asset Value

(Total Assets — Liabilities) / No. of shares
=3 (182-1) Lakhs/ 1 Lakhs

=% 181.00 Lakhs
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Illustration 3.

A Mutual Fund made anissue of 10,00,000 units of ¥10 each on 01.01.2012. No entry load was charged.
It made the following investments:

Particulars 3
50,000 Equity Shares of ¥100 each @ %160 80,00,000
7% Government Securities 8,00,000
9% Debentures (Unlisted) 5,00,000
10% Debentures (Listed) 5,00,000
Total 98,00,000

During the year, dividends of ¥12,00,000 were received on equity shares. Interest on all types of debt
securities was received as and when due. At the end of the year equity shares and 10% debentures are
quoted at 175% and 90% respectively. Other investments are quoted at par.

Find out the Net Asset Value (NAV) per unit given that the operating expenses during the year amounted
t0¥5,00,000. Also find out the NAYV, if the Mutual Fund had distributed a dividend of 0.90 per unit during
the year to the unit holders.

Solution:

Given the Total Inifial Investments is ¥98,00,000, out of issue proceeds of ¥1,00,00,000. Therefore the
balance of ¥2,00,000 is considered as Issue Expenses.

Computation of Closing Net Asset Value

Particulars Opening Value Capital Closing Value of Income
of Investments Appreciation Investments ®
Q) ) Q)
Equity Shares 80,00,000 7,50,000 87.,50,000 12,00,000
7% Govt. Securities 8.00,000 Nil 8.00,000 56,000
9% Debentures (unlisted) 5,00,000 Nil 5,00,000 45,000
10% Debentures (Listed) 5,00,000 -50,000 4,50,000 50,000
Total 98,00,000 7,00,000 1,05,00,000 13,51,000
Less: Operating Expenses during the period (5,00,000)
Net Income 8,51,000
Net Fund Balance =3 (1,05,00,000 + 8,51,000) 1,13,51,000
Less: Dividend =¥ 9,00,000 (10,00,000 x 0.90) (2,00,000)
Net Fund Balance (after Dividend) 1,04,51,000
Net Asset Value (Before Considering Dividends) =% 1,13,51,000 +10,00,000 11.351
Net Asset Value (After Dividends) =% 1,04,51,000 + 10,00,000 10.45

Note: It has been assumed that the Closing Market Price of the investments have been quoted at a
percentage of the Face Value.

Computation of Annualised Return
lllustration 4.

A Good luck Mutual Fund that had a Net Asset Value of ¥17 at the beginning of a month, made income
and capital gain distribution of ¥0.04 and ¥0.03 respectively per unit during the month, and then ended
the month with a Net Asset Value of ¥17.08. Calculate monthly and annual rate of return.
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Solution:

Particulars Amount )

Opening NAV 17.00
Closing NAV 17.08
Capital Appreciation = Closing NAV- Opening NAV = 17.08 - 17.00 0.08
Dividend Distribution 0.04
Capital Gain Distribution 0.03
Total Return for the period = Capital Appreciation + Income + Capital Gains =3 (0.08 0.15
+0.04 + 0.03)

Monthly Return = Total Return + Opening NAV =%0.15 + %17 0.8824% p.m.
Annual Return = Monthly Return x 12 =0.8824 x 12 10.59% p.q.

Computation of Annualised Return

Illustration 5.

Ram invested in a Mutual Fund when the Net Asset Value was 12.65. 60 Days later the Asset Value
per unit of the fund was ¥12.25. In the meantime, Ram had received a cash dividend of Re.0.50 and a
Capital Gain distribution of Re.0.30. Compute the monthly return.

Solution:
(a) Dividend = T0.50
(b) Capital Gain Distribution = T0.30
(c) Capital Appreciation = (0.40) (Closing NAV 12.25 Less Opening NAV %12.65)
(d) Returns = [Dividend + Capital Gain Distribution + Capital Appreciation]
+ Opening NAV
= [R0.50+%0.30-%0.40] +312.65
= R0.40 +R12.65=3.16%
(e) Annualized Return = Return x 365 + Period

3.16% X 365 Days + 60 Days = 19.22% p.a
19.22% +12 = 1.60% per month

(f)  Monthly Return

Net Asset Value of Mutual Fund

Illustration 6.

Mr. Arun on 1.7.2009, during the initial offer of some Mutual Fund invested in 10,000 units having face
value of %10 for each unit. On 31.3.2010 the dividend operated by the M.F. was 10% and Mr. Arun found
that his annualized yield was 153.33%.0n 31.12.2011, 20% dividend was given. On 31.3.2012 Mr. Arun
redeemed all his balance of 11,296.11 units when his annualized yield was 73.52%. What are the NAVs
ason 31.3.2010, 31.12.2011 and 31.3.2012.
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Solution:
1. NAV as af 31.03.2010

Particulars 4
Annualised Yield 153.33%
Yield for 9 months [From 1.7.2009 1ill 31.03.2010] [153.33% X 9 + 12] 115%
Return for 9 Months [Investment ¥1,00,000 X 115%)] % 1,15,000
Less: Dividends at 10% of Opening Value [10,000 Units X 210 X 10%] (310,000)
Net Capital Appreciation %1,05,000
Closing NAV (Investment ¥1,00,000 + Capital Appreciation ¥1,05,000) %2,05,000
No. of Units Outstanding 10,000
_ %20.50
NAYV per Unit
Dividends are Reinvested at¥20.50. Therefore, Additional Units purchased as at 31.03.2010 487.80
[Dividends 10,000 + NAV p.u.320.50)
Total No. of Units as at 31.03.2010 (after reinvestment of dividend) 10,487.80
2.NAV as at 31.12.2011
Particulars 3
Units Outstanding as at 31.12.2011 10,487.80
Face Value at 10 (10,487.80 Units XX10 p.u.) 31,04,878
Dividend distributed at 20% (31,04,878 X 20%) %20,975.6
No. of Units as at 31.03.2012 (Given) 11,296.11
Less: No. of Units as at 31.12.2011 10,487.80
No. of Units issued against reinvestment of dividend 808.31
Dividends will be reissued at the NAV as at 31.12.2011. Therefore, NAV = Dividends + No.| 325.95
of Units reissued =320,975.60 + 808.31 Units =
3. NAV asat 31.03.2012
Particulars g
Annualized Yield as on 31.03.2012 73.52%
Yield for 33 months [From 1.7.2009 till 31.03.2012] [73.52% x 33 + 12] 202.18
Return for 33 Months [Investment ¥1,00,000 X 202.18%)] 32,022,180
Add: Opening Investment %1,00,000
Closing Fund Value (Dividends need not be excluded, since they are reinvested) 33,02,180
No. of Units Outstanding as at 31.03.2012 11,296.11
NAV per Unit (%3,02,180 + 11,296.11 Units) 326.75
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RETURN ON MUTUAL FUND

Illustration 7.

In case of an open ended Mutual Fund scheme the market price (ex-dividend) was 365. A dividend of
14 has just been paid and ex-divided price now is¥81 what return has been earned over the past year.

Solution:

(a) Capital Appreciation = Closing NAV p.u. - Opening NAV p.u
=381 -365=X16

(b) Returns = [Cash Dividend + Capital Appreciation + Capital Gains] + Opening NAV
=3 (14 +16) /R65=46.15%

Return on Mutual Fund

Illustration 8.

(@) A mutual fund had a Net Asset Value (NAV) of ¥62 af the beginning of the year. During the year
a sum of T5 was distributed as dividend besides I3 as capital gains distribution. At the end of the
year NAV was X70. Calculate total return for the year.

(b) Suppose the aforesaid mutual fund in the next year gives a dividend of 5 and no capital gains
distribution and NAV at the end of second year is T65. What is the return for the second year?

Solution:

Basic Data for Computation of Total Return

Particulars Amount )
Case (a) Case (b)
Opening NAV 62 70
Dividend 5 5
Capital Gains 3 0
Closing NAV 70 65
Computation of Return
Case (a) Case(b)
Capital Appreciation = Closing NAV p.u. Less 70-62 =38 65-70=(%5)
Opening NAV p.u.
Returns = [Cash Dividend + Capital Appreciation| = [5.00+ 8.00+3.00] + 62| =[(65-70) +5+0] = 70
+ Capital Gains] + Opening NAV =16.00 + 62.00 =0
=25.81%
Effective Yield
lllustration 9.
A has invested in three mutual fund schemes as per details below:
MF 1 MF 2 MF 3
Date of investment 01.12.2012 01.01.2013 01.03.2013
Amount of investment 350,000 <1, 00,000 50,000
Net Asset Value (NAV) at entry date 310.50 10 10
Dividend received upto 31.03.2013 %970 31,520 Nil
NAV as af 31.03.2013 %10.40 %10.10 39.80

What is the effective yield on per annum basis in respect of each of the three schemes to A upto
31.03.20132
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Solution:

1.  Computation of Net Value Added during the year ended 31.03.2013

Schemes Amount NAV as at | No. of Units NAV as at Total NAV Net NAV
Invested |entry date 31.03.2013 31.03.2013 ®
) ) )

(1] (2] (31 [4]=12] +[3] [3] [6] = [41X[5]| [7] = [2]-[é]
MF 1 50,000 10.50 4761.905 10.40 49,523.812 (-)476.188
MF 2 1,00,000 310 10,000 10.10 1,01,000 (+)1,000
MF 3 50,000 10 5,000 9.80 49,000 (-) 1,000

2. Effective Yield in %

° Total Yield = Net NAV + Dividend

e  Effective Yield in % = (Total Yield + Amount Invested) x (365 + No. of days of holding) x 100

Schemes Dividend Received () Total Yield No. of days Effective yield % p.a
MF 1 970 493.812 121 2.98%
MF 2 1,520 2,520 90 10.22%
MF 3 — (-) 1,000 31 (23.55)%

MUTUAL FUND AND EQUITY RETURN — INDIFFERENCE

Illustration 10.

Mr. Kiran can earn areturn of 16 per cent by investing in equity shares on his own. Now he is considering
arecently announced equity based mutual fund scheme in which initial expenses are 5.7 per cent and
annualrecurring expenses are 1.7 per cent. How much should the mutual fund earn to provide Mr. Kiran
areturn of 16 per cente

Solution:

Let the Return on Mutual Funds be ¥ X
Investor’s Expectation denotes the Return from the amount invested.

Returns from Mutual Funds = [nvestors’ Expectation
100-Issue Expenses

+ Annual Recurring Expenses

-l
(100-5.7)%
Return that the Mutual Fund should earn so as to provide a return of 16% = 18.67%

X +1.7=1696+1.7=18.67%

Monthly Return - Mutual Fund
Illustration 11.

A mutual fund that had a net asset value of 30 at the beginning of month and made income and
capital gain distribution of Re.0.0375 and Re.0.03 per share respectively during the month, and then
ended the month with a net asset value of ¥30.06. Calculate monthly refurn.
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Solution:

Particulars Amount )
Opening NAV 30
Closing NAV 30.06
Capital Appreciation = Closing NAV - Opening NAV = 30.06 - 30.00 0.06
Capital Gain Distribution 0.03
Income during the period 0.0375
Total Return for the period 0.1275
Capital Appreciation + Income + Capital Gains = 0.06 + 0.0375 + 0.03
Monthly Return 0.00425 /
=Total Return + Opening NAV =0.1275 + 30 0.425% p.m.
Annual Refurn = Monthly Return X 12 =0.425 X 12 5.1% p.a.

RETURN — ANNUALIZED RETURN
lllustration 12.

From the following data relating to investment made by a Company for the past 5 years, ascertain the
expected return for the 6" year —

Years 1 2 3 4 5
Closing Market Price (%) 50.00 64.00 85.00 100.00 125.00
Dividend Yield (%) 4.00 8.00 10.00 15.00 15.00

Opening Market Price in Year 1 was ¥45. Also ascertain the Compounded Annual Growth Rate. What
would be the Capital Annual Growth Rate if there were no dividend payouts at all?

Solution:

1. Computation of Total Return and Return %

Year %ﬁgg'?g Closing P”% Dividend ) Appreciaﬁgﬁ'g fotal Ret“(;'; Return %
1 2 3 4 5=32 6=4+5  7=6%2
1 45.00 50.00 4.00 5.00 9.00 20.00%
2 50.00 64.00 8.00 14.00 22.00 44.00%
3 64.00 85.00 10.00 21.00 31.00 48.44%
4 85.00 100.00 15.00 15.00 30.00 35.29%
5 100.00 125.00 15.00 25.00 40.00 40.00%

52.00 80.00 132.00

Expected Return = Average Return
= (20.00% + 44.00% + 48.44% + 35.29% + 40.00%) + 5=187.73 + 5=37.55%

2. Computation of Compounded Annual Growth Rate
CAGR

_ ,\/To’rol Return + Initial Investment

oy -1 [Inverse of Compound Interest Formula]
Initial Investment

Or = [(Total Return + Initial Investment) + Initial Investment] /" — 1
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Where, “n" represents the period of holding.

(a) CAGR with Dividend Payouts: (b) CAGR without Dividend Payouts:

= [(Total Return + Initial Investment) + Initial Investment]'/"-1 | = [(Capital Appreciation Return + Initial
Investment)+ Initial Investment]'/n - 1

=[[R132+345)/R45]'7°- 1 = [(T80 + T45) / T45]"/5-1

=3.933-1=1.3151-1=0.3151 or 31.51 =2.77815-1=1.2267-1= 0.2267 or 22.67

Annual Recurring Expenses of a Mutual Fund

Illustration 13.

You can earn a return of 13 percent by investing in equity shares on your own. You are considering a
recently announced equity mutual fund scheme where the inifialissue expense is 7 percent. You believe
that the mutual fund scheme will earn 16.5 percent. At what recurring expenses (in percentage terms)
will you be indifferent between investing on your own and investing through the mutual fund.

Solution:
Let the annual Recurring expenses be IX

Investors’ Expectation

Returns from Mutual funds =
100 - Issue Expenses

+ Annual recurring expenses

13
16.5% = (100-7)% +X
16.5% = 13.97 + X

X=16.5-13.97=2.53%
Therefore, the Amount of Recurring Expenses for which the return will be indifferent is 2.53%.

Distribution / Reinvestment of Mutual Fund Returns
Illustration 14.

A Mutual Fund having 200 units has shown in NAV of %8.75 and %9.45 atf the beginning and at the end
of the year respectively.

The Mutual Fund has given two options:

(@) PayX0.75 per unit as dividend and %0.60 per unit as a capital gain, or

(b) These distributions are to be reinvested at an average NAV of ¥8.65 per unit.

What difference it would make in terms of return available and which option is preferable?
Solution:

Basic Data for Computation

Particulars Value })
Opening NAV 8.75
Closing NAV 9.45
Dividend 0.75
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Capital Gain Appreciation [Closing NAV - Opening NAV]
Capital Gain Distribution
Price Paid at the year beginning [200 units X ¥8.75]

Option 1: Returns are distributed to Mutual Fund Holders

(a) Preparation of Fund Balance Sheet

Liabilities 4 Assets 4
NAYV on Closing Date [9.45x200] 1,890 | Fund Assets 2,160
Dividend Payable [0.75x200] 150
Capital Gain Distribution [0.60x200] 120
Total 2,160 | Total 2,160

Closing Fund Assets — Opening Asset Value ]

(b) Returns = [ Opening Asset Value

=1[2,160-1,750] + 1,750

=23.43%
Option 2: The Distributions are reinvested at an average NAV of ¥8.65 per unit

(a) Distributions Reinvested

Particulars 3
Capital Gain [0.60x200] 120
Dividend [0.75X200] 150
Total Distributions 270
No. of Units [Total Distributions + Average NAV p.u. = 270 + 8.65] 31.21 unifs

(b) Preparation of Fund Balance Sheet after Reinvestment

Liabilities 3 Assets 3
NAV on Closing Date Fund Assets 2,160
— 200 units @ 9.45 1890
— 31.21 units @ 8.65 270 2,160
Total 2,160 |Total 2,160

(c) Returns

Opening NAV = |:Closing Fungpisz;’r;;\(s)sgf\r;g%:sse’r Value :|
=[2,160-1,750] +%1,750

= 23.43%

Conclusion:

Holding period return is the same from Investor’s view point irespective of whether the return is reinvested
or distributed in the form of Capital Gains or Dividends.
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Computation of Sharpe Ratio — Risk Premium Approach
lllustration 15.

Chintamani Fund, a fund which invests exclusively in Public Sector Undertakings, yielded %3.75 per Unit
for the year. The opening NAV was ¥21.20. Chintfamani Fund has a risk factor of 3.50%.

Ascertain the Sharpe Ratio and evaluate the funds performance in juxtaposition with performance of
the Sensex if —

(a) Risk Free Return is 5%, Return on Sensex is 15% with a standard deviation of 2.75%.
(b) Risk Free Return is 4%, Return on Sensex is 17% with a standard deviation of 3%.
(c) Risk Free Return is 7%, Return on Sensex is 18% with a standard deviation of 4%.
Solution:

1. Formula for Computing Sharpe Ratio.

Sharpe Ratio = (R, -R;) + 0,

Where, R.= Return on portfolio

R.= Risk Free Return

o,_Standard Deviation of Portfolio

Particulars Case A Case B Case C
Risk Free Return [R ] 5% 4% 7%
Market Return [R ] 15% 17% 18%
Standard Deviation of Market 2.75% 3.00% 4.00%
Return [o,,]
Sharpe Ratio for Chintamani Fund 3.63 3.91 3.05
[(RR.) = ol [A] [(17.69% - 5%)+ [(17.69% -4%) + [(17.69% -7%) +
3.50%] 3.50%] 3.50%]
Sharpe Ratio for Market Return 3.64 4.33 2.75
[(R,R)-0,] [B] [(15% - 5%) + 2.75%)] [(17%-4%) + 3% ] [(18% -7%) + 4%)]
Sharpe Ratio is Higher for Market Return Market Return Chintamani Fund
Inference / Evaluation Market has Market has Chintamani Fund
outperformed outperformed has outperformed
Chintamani Fund’'s | Chintamani Fund’s Market's
performance. performance. performance.

Note: Refurn on Chintamani Fund = Yield ¥ 3.75 + Opening NAV X 21.20 = 17.69%
Computation of Sharpe Ratio - Risk Premium Approach
[llustration16.

Soma Funds has a fund named “F3 Fund” (F3F), a fund which invests in 3 different funds— Fund X, Fund
Y and Fund Z and the particulars of the Funds are -

Fund Value Invested Return Standard Deviation
54

X 2.5 Crores 15.50% 3.20%

6.0 Crores 19.20% 4.50%

Z 1.5 Crores 12.80% 1.50%
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Correlation between the Funds are as follows — XY 0.30; XZ 0.50; YZ 0.20

If the Risk Free Return is 5% and the return on Nifty is 17% with a standard deviation of 3%, ascertain the
Sharpe’s Index for F3F and evaluate its performance.

Solution:

1. Computation of Standard Deviation of F3F

(a) Basic Values of Factors for Determination of Portfolio Risk

Variance of Security X oX? 3.202=10.24
Variance of Security Y oY? 4.50%2 = 20.25
Variance of Security Z o172 1.502=2.25
Covariance of Securities X and Y [p XY x oX x 0Y] Cov,, 0.30 x 3.20 x 4.50 = 4.32
Covariance of Securities X and Z [p XZ x oX x OZ] Cov,, 0.50 x 3.20 x 1.50 = 2.40
Covariance of Securities Y and Z [p YZ x oY x OZ] Cov, 0.20 x 4,50 x 1.50 =1.35
Weight of Security X W, 2.5 Crore +%10.0 Crore = 0.25
Weight of Security Y W, 6.0 Crore +%10.0 Crore = 0.60
Weight of Security Z W, 1.5 Crore +X10.0 Crore =0.15
(b) Matrix
Securities X Y Z
Weights 0.25 0.60 0.15
W, W, W,
X 0.25 10.24 4.32 2.40
W, (ox?) (Cov,) (Cov,)
Y 0.60 4.32 20.25 1.35
W, (COV,) (oy?) (Cov,)
Z 0.15 2.40 1.35 2.25
W, (Cov,) (Cov,)) (0Z?)
(b) Computation of Portfolio Variance (oXYZ?)
. Computation (W X W X Cov) or
D
escription W X W X 09) Product
1 W, x W xox? 0.25 x 0.25 x 10.24 0.640
2 W, xW xCov, 0.25 X 0.60 X 4.32 0.648
3 W, x W, x Cov,, 0.25 X 0.15 X 2.40 0.090
4 W xW xCov, 0.60 X 0.25 X 4.32 0.648
5 W, x W x ay? 0.60 X 0.60 x 20.25 7.290
6 W x W xCov, 0.60 X 0.15 X 1.35 0.1215
7 W, x W, x Cov,, 0.15 X 0.25 X 2.40 0.090
8 W, xW xCov, 0.15 x 0.60 X 1.35 0.1215
? W, x W, x 072 0.15 X 0.15 X 2.25 0.051
Variance of the Portfolio (oxyz?) 9.70
Standard Deviation (Risk) of the Portfolio (oxyz) ie. F3F 3.11%
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2. Return on F3F

Return on F3F = Weighted Average Return of Fund X Fund Y and Fund Z

= [0.25 x 15.50%] + [0.60 x 19.20%] + [0.15 x 12.80%]
=3.875% + 11.52% + 1.92%

=17.315%

3.
Sharpe Ratio =(R-R) + o,

Where, R, = Return on Portfolio

R.= Risk Free Return

o, = Standard Deviation of Portfolio

Computation of Sharpe Ratio for F3F and Evaluation

Particulars F3F Market
Risk Free Return [R] 5% 5%
Return [R.] 17.315% 17%
Standard Deviation of Market Return [o] 3.11% 3%
. . 3.96 4.00
Sharpe Rafio [(R, =R;) + o, [(17.315% — 5%) = 3.11%] | [(17% - 5%) + 3%]

Sharpe Ratio is Higher for

Market Return

Inference / Evaluation

Market has marginally outperformed F3F's
performance.

Evaluation of Fund Performance — Treynor Model
Illustration 17.

Four friends S, T, U, and V have invested equivalent amount of money in four different funds in tune with

their attitude torisk, S prefers to play aggressive and

is keen on equity-funds, Tis moderately aggressive

with a desire to invest upto 50% of his funds in Equity, whereas U does not invest anything beyond 20%
in Equity. V, however, relies more on movement of market, and prefers any fund which replicates the

market portfolio.
Their investment particulars, returns therefrom and B

eta of the fund are given below —

Fund Invested Return for the year Beta Factor
Money Multiplier Fund (100% Equity) 23.50% 1.80
Balanced Growth Fund (50% Equity - 50% Debt) 16.50% 1.25
Safe Money Fund (20% Equity and 80% Debt Funds) 12.50% 0.60

If the Market Return was 16% and the Risk Free Retur|
rewarded better per unit of risk taken?2

n is measured at 7%, which of the four friends were

Solution:

Particulars S T U \Y
Risk Free Return [R.] 7% 7% 7% 7%
Fund Invested Money Balanced Safe Money | Market Portfolio

Multiplier Fund | Growth Fund Fund
Beta of the Portfolio [B.] 1.80 1.25 0.60 1.00
Return on Portfolio [R,] 23.50% 16.50% 12.50% 16.00%
9.17 7.60 9.17 9.00

Treynor Measure [(R-Re) = Bel 1103 50°7] +1.80 |[16.50-7] + 1.25|[12.50-7] + 0.60|  [16-7] + 1
Ranking 1 3 1 2
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Evaluation: Both S and U have earned the same Reward per unit of risk taken, which is more than the
Market Reward to Risk of 2.00.

Six Portfolios experienced the following results during a 7-year period:

Illustration 18.

Portfolio Average annual return Standard Deviation Correlation with market
P 18.6 27.0 0.81
Q 14.8 18.0 0.65
R 15.1 8.0 0.98
S 22.0 21.2 0.75
T -9.0 4.0 0.45
U 26.5 19.3 0.63
Market Risk 12.0 12.0
Free Rate 2.0

(a)

Rank these Portfolios using —

° Sharpe's method, and

e Treynor's Method.

(b) Compare the ranking in part (a) and explain the reasons behind the differences.

Solution:

Portfolio Sharpe’s Method Ranking o Treynor Method Ranking

[R-R)*0.] on P=pm* —* [R-R) + B, on
Sharpe m Treynor

P 0.3555 [(18.6 - 9) + 27] 4 1.823 [27x0.81+12] | 5.266 [(18.6-9)+1.823] 5

Q 0.3222 [(14.8 - 9)+ 18] 5 0.975[18x0.65+12] | 5.95[(14.8-9)+0.975] 4

R 0.7625 [(15.1 = 9) + 8] 2 0.653 [8x0.98+12] | 9.342 [(15.1-9)+0.653] 3

S 0.6132 [(22-9) +21.2] 3 1.325[21.2x0.75+12]| 9.811 [(22-9)+1.325] 2

T —45[-9-9) +4] 6 0.15[4%x0.45+12] -120 [(-9-9)+0.15] 6

U 0.9067 [(26.5-9) +19.3] 1 1.013[19.3x0.63+12] | 17.27 [(26.5-9)+1.013] 1

Reasons for Difference between Sharpe and Treynor’s method:

(a) Sharpe Index considers only the Standard Deviation and leaves market Standard Deviation and
the Correlation whereas Treynor considers market Standard Deviation and Correlation.

(b) Greater correlation result in greater value of Beta. This would reduce the points in Treynor.

(c) Portfolio R whichisranked ‘2’ in Sharpe is pushed a position back in Treynor owing to the correlation
effect. Also evident in Portfolio P and Q.
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lllustration 19.

Following information is available regarding four mutual funds:

Mutual Fund Return Risk o B (Beta) Risk free rate
P 13 16 0.90 10
Q 17 23 0.86 10
R 23 39 1.20 10
S 15 25 1.38 10

Evaluate performance of these mutual funds using Sharp Ratio and Treynor's Ratio. Comment on the
evaluation after ranking the funds.

Solution:
Mutual Under Sharpe’s Method Ranking Under Treynor Method Ranking
Fund [R-R) * o] [R,R.) * B,]
P [(13-10) = 16] =0.19 4 [(13-10) + 0.90] = 3.33 4
Q [(17-10) + 23] =0.31 2 [(17-10) + 0.8¢] = 8.14 2
R [(23-10) + 39] =0.33 1 [(23-10) + 1.20] = 10.83 1
S [(15-10) + 25] = 0.2 3 [(15-10) =+ 1.38] = 3.43 3

Inference: Ranks obtained as per Sharpe Rafio as well as Treynor's Ratio is same. This indicates that alll
the mutual funds seem to be reasonably well diversified.

Reward to Variability / Volatility Ratio
Illustration 20.

The following are the data on Five mutual funds—

Fund Return Standard deviation Beta
Raksha 16 8 1.50
Varsha 12 6 0.98
Vredhi 14 5 1.40

Mitra 18 10 0.75
Laheri 15 7 1.25

What is the reward-to-variability / volatility ratio and the ranking if the risk - free rate is 6 %2
Solution:

Formula for computing Reward-to-Volatility/Volatility Ratio is —

e TreynorsRatio = [(R,—R,) + B.]

Formula for computing reward-to-variability is

e Sharpe's Measure = [(R,-R,) + 0, ]

Ranking based on Sharpe’s Ratio and Treynor Method

Portfolio |Under Sharpe’s Method [(R.-R,) + o] Ranking |Under Treynor Method [(R.-R,) + = B,] Ranking
Raksha [(16-6) +8] =1.25 3 [(16-6) + 1.5]=6.67 3
Varsha [(12-6) = 6] =1 5 [(12-6) +0.98] = 6.12 4
Vredhi [(14-6) + 5] = 1.60 1 [(14-6) + 1.4] = 5.71 5
Mitra [(18-6) =101 =1.20 4 [(18-6) +0.75] = 16 1
Laheri [(15-6) +7].=1.29 2 [(15-6) +1.25] =7.2 2
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Evaluation of Fund Performance — Jensen’s Alpha
lllustration 21.

Somnath Investments have floated a equity based fund scheme called “X-Cube”, the funds of which
will be invested only in stocks and bonds of infrastructure and consfruction companies.

60% of the Fund Value is invested in Companies engaged Commercial Construction Services and the
other 40% in companies engaged in developing Residential Colonies/Townships.

Average Beta of refurn from development of Residential Townships is measured at 1.9 and that from
commercial construction is measured af 1.4.

The benchmark index yields 11.20% return and RBI Bonds carry an interest rate of 4.25%.

Ascertain Jensen's Alpha from the following monthly particulars relating to “X-Cube” —

Month Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
Closing NAV | 18.60 | 17.80 | 18.20 | 18.00 | 17.80 | 16.80 | 17.20 | 17.80 | 17.90 | 18.10 | 18.80 [ 18.50
Dividend — 0.75 — — — 1.20 — — — — — —
Payout

Opening NAV for January was 317.75.

Solution:
1. Computation of Return on “X-Cube” Scheme
Months Opening Closing Dividend Distributed ¥ Total Return
NAV X NAV X Return ¥ %
(1) (2) (3) (4) (5)=(4)+(3)-(2) | (6)=(5)+(2) =100
January 17.75 18.60 - 0.85 4.79%
February 18.60 17.80 0.75 (0.05) (0.27%)
March 17.80 18.20 - 0.40 2.25%
April 18.20 18.00 - (0.20) (1.10%)
May 18.00 17.80 - (0.20) (1.11%)
June 17.80 16.80 1.20 0.20 1.12%
July 16.80 17.20 - 0.40 2.38%
August 17.20 17.80 - 0.60 3.49%
September 17.80 17.90 - 0.10 0.56%
October 17.90 18.10 - 0.20 1.12%
November 18.10 18.80 - 0.70 3.87%
December 18.80 18.50 - (0.30) (1.60%)
Total 214.75 215.50 1.95 2.70 15.50%
Therefore, Actual Return from “X—Cube"” Scheme is [R, . ] 15.50%.
2. Computation of Beta of “X-Cube” Scheme
Beta of "X-Cube” = Weighted Average Beta of Commercial Construction and Residential
Construction
By cupe= 60% x 1.40 + 40% X 1.90 =0.84 + 0.76 = 1.60

3. Computation of Return of “X-Cube” under CAPM
Expected Return under CAPM [E(R
E(R =RF+[B X (R~ R)]

X—CUBE)]

X-CUBE ) X-CUBE
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=4.25% + [1.60 x (11.20% — 4.25%)]
=4.25% + [1.60 x 6.95%]

=4.25%+ 11.12%

=15.37%

4. Computation of Return of “X-Cube” under Jensen's Alpha

Jensen’s Alpha [o]= Actual Return Less Return under CAPM

= Rycupe Less E(RX-CUBE)

=15.50% -15.37% = 0.13%

Evaluation:Since, Jensen’s Alpha is positive, it has exceeded the expectations and outperformed the

Market Portfolio.

Evaluation of Fund Performance - Jensen’s Alpha

lllustration 22.

The following particulars are furnished about three Mutual Fund Schemes, P, Q and R-

Particulars Scheme P Scheme Q Scheme R
Dividend Distributed 21.75 — g1.30
Capital Appreciation 32.97 33.53 21.99
Opening NAV 332.00 327.15 323.50
Beta 1.46 1.10 1.40

Ascertain the Alpha of the three schemes and evaluate their performance, if Government of India
Bonds carry an interest rate of 6.84% and the NIFTY has increased by 12; 13%.

Solution:
Particulars Scheme P Scheme Q SchemeR
Dividend Distributed 21.75 - %1.30
Add: Capital Appreciation 32.97 33.53 31.99
Total Return [A] 34.72 %3.53 33.29
Opening NAV [B] 332.00 32715 323.50
Actual Return [A] = [B] = [C] 14.75% 13.00% 14.00%
[4.72 +32.00] [3.53 + 27.15] [3.29 + 23.50]
Beta [D] 1.46 1.10 1.40
Expected Return under CAPM [E(R,)] [E] 14.56% 12.66% 14.25%
R, +Bp X (R, —R.) =6.84+[D] x (12.13 - 6.84) [6.84 + 1.46 x [6.84+1.10 x [6.84 + 1.40 x
(12.13 - 6.84] 12.13 — 6.84] (12.13 - 6.84]
Jensen's Alpha (o) [C] - [E] 0.19% 0.34% (0.25%)
(14.75-14.56) (13.00-12.66) (14.00-14.25)
Ranking 2 1 3

Evaluation: Schemes P and Q have outfperformed the Market Portfolio (NIFTY), whereas Scheme R has

under—performed in comparison with the NIFTY.

>2.72 | ADVANCED FINANCIAL MANAGEMENT



Morning Star index — Evaluation of Fund and Market

Illustration 23.

The following are the monthly returns for *Advantage Fund” and the Market Portfolio —

Month Jan | Feb | Mar | Apr | May | Jun | Jul | Aug | Sep | Oct | Nov | Dec
Advantage Fund (%) | 2 3 (1) 2 4 1 1 2 0 2 (2) 1
Market Portfolio (%) 3 2 0 2 3 0 (1) 3 (2) 2 1 3

Ascertain the Excess Return under Morning Star Index and rate its performance in comparison with the
Market Portfolio, if the Risk Free Return is 9% p.a.

Solution:

1. Computation of Factors

Month Advantage Fund (%) Risk of Loss Market Portfolio (%) Risk of Loss
(1) (2) (3)=(2)-0.75 (4) (5) =(4)-0.75
[if (2) <0.75] [if (4) <0.75]

Jan 2.00 — 3.00 —
Feb 3.00 — 2.00 —
Mar (1.00) 1.75 0.00 0.75
Apr 2.00 — 2.00 —
May 4.00 — 3.00 —
Jun 1.00 — 0.00 0.75
Jul 1.00 — (1.00) 1.75
Aug 2.00 — 3.00 —
Sep 0.00 0.75 (2.00) 2.75
Oct 2.00 — 2.00 —
Nov (2.00) 2.75 1.00 —
Dec 1.00 — 3.00
Total 15.00 5.25 16.00 6.00

Monfthly Risk Free Return = 9% p.a.= 12 =0.75% p.m.

2.  Computation of Morning Star Index (MSI)

Particulars Advantage Fund Market Portfolio

Total Return for 12 Months 15.00% 16.00%
Average Monthly Return | [A] 15 +12=1.25% 16 +12=1.33%
Total Risk of Loss 5.25% 6.00%
Average Monthly Risk of Loss [B] 5.25 +12=0.438%| 6.00 = 12 =0.500%
Morning Star Index (i.e. Excess Return) [A] - [B] 0.812% 0.83%
[1.25% — 0.438%)] [1.33% — 0.500%]

Evaluation: MSI of Advantage Fund is lesser than that of Market Portfolio. Therefore, Advantage Fund

has underperformed.
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Morning Star Index — Evaluation of Fund and Market

Illustration 24.

Evaluate performance of Funds M, N and the Market Portfolio from the following information available
for the past six months —

Month (Return %) Apr May Jun Jul Aug Sep
Fund M 3.25 1.50 (1.00) 3.75 1.25 0
Fund N 2.50 (1.25) 0 2.75 2.25 1.25
Market Portfolio 1.00 (0.75) 2.00 1.75 0.25 3.25
The 6 Month Treasury Bills carry an interest rate of 6% p.a.
Solution:
1. Computation of Factors
Month Fund M Fund N Market portfolio
Return Risk of Loss Return Risk of Loss Return Risk of Loss
(1) (2) (3)=(2)- 0.50 (4) (5)=(4)- 0.50 (6) (7)=(6)-0.50
[if (2)<0.50] [if (4)<0.50] [if (6)<0.50]
Apr 3.25 0.00 2.50 0.00 1.00 0.00
May 1.50 0.00 (1.25) 1.75 (0.75) 1.25
Jun (1.00) 1.50 0.00 0.50 2.00 0.00
Jul 3.75 0.00 2.75 0.00 1.75 0.00
Aug 1.25 0.00 2.25 0.00 0.25 0.25
Sep 0.00 0.50 1.25 0.00 3.25 0.00
Total 8.75 2.00 7.50 2.25 7.50 1.50
Average 1.46 0.33 1.25 0.38 1.25 0.25
(8.75/6) (2.00/6) (7.50/6) (2.25/6) (7.50/6) (1.50/6)
Monthly Risk Free Return = 6% p.a. + 12 =0.50% p.m.
2. Computation of Morning Star Index (MSI)
Particulars Fund M Fund N Market Portfolio
Average Monthly Return [A] 1.46% 1.25% 1.25%
Average Monthly Risk of Loss [B] 0.33% 0.38% 0.25%
Morning Star Index (i.e. Excess Return) [A] - [B] 1.13% 0.87% 1%
[1.46% -0.33%] | [1.25% -0.38%)] [1.25% -0.25%)]
Ranking 1 3 2

Evaluation: Fund M has performed better than the Market Portfolio, while Fund N has not performed as
good as the Market Portfolio despite having the equivalent average return during the period.

Fama’s Net Selectivity — Evaluation of Fund and Market

lllustration 25.

You are given the following information about 3 funds, Tanni (All Equity Fund), Manni (Equal Debt and
Equity Mix) and Danni (High Debt Low Equity Fund) -

Particulars Tanni Manni Danni
Average Retfurn 25% 18% 12%
Standard Deviation 10% 5% 3%
Correlation with Market 0.30 0.70 0.50
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If Risk Free Return is 5%, Return on Market Portfolio is 16% with a standard deviation of 4%.

Ascertain —

1. Total Gain and the Net Gain under Foma's Net Selectivity.

2. Systematic Risk and Unsystematic Risk.
Solution:

Evaluation of Fund Tanni, Manni and Danni

Particulars Tanni Manni Danni
Average Return [R,] 25% 18% 12%
Standard Deviation [o,] [Total Risk] 10% 5% 3%
Correlation with Market [p,, | 0.30 0.70 0.50
Portfolio Beta [B.] = p,,, * O, + O,, [0.30 x 10 +4]| [0.70x 5+ 4]| [0.50 x 3 + 4]
0.75 0.875 0.375
Actual Risk Premium [R, - R ] [A] [25- 5] [18-5] [12-75]
=20% =13% =7%
Computation of Net Gain:
Desired Risk Premium [(R,, -R) x o, + 0, ] [B] [M1%x10+4]| [11% x5+ 4]| [11% x 3 +4]
27.5% 13.75% 8.25%
Fama's Net Selectivity [Net Gain] [A] — [B] (7.5%) (0.75%) (1.25%)
Computation of Total Gain = Jensen’s Alpha
Desired Risk Premium [(R,, - R.) x p,,, X 0.+ O, ] [27.5% = 0.30] | [13.75% % 0.70] | [8.25% x 0.50]
Or [Risk Premium in [B] x p,, ] [C]
8.25% 9.63% 4.13%
Total Gain [A] - [C] 11.75% 3.37% 2.87%
[20 - 8.25] [13-19.63] [7-4.13]
Systematic Risk and Unsystematic Risk:
Systematic Risk [o, X B,] 7.50% 4.375% 1.125%
[10% % 0.75] [5 % 0.875] [3 x0.375]
Unsystematic Risk [Total Risk Less Systematic 2.50% 0.625% 1.875%
Risk] [10-7.50] [5-4.375] [3-1.125]

Notes:

(1) Risk Free Return [R.] = 5%;

(2) Market Return [R,,] = 16%;

(3) Market Standard Deviation [oM] = 4%;

(4) Market Risk Premium [R,, = R.] = 16% — 5% = 11%.
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Weighted Rate of Return

Illustration 26.

Ascertain the Time Weighted Rate of Return and Annual Compounded Rupee Weighted Rate of Refurn

from

the following information given relating to Som Fund.
Fund Value at the beginning is ¥6 Crores.
3 Months hence, the value had increased by 15% of the opening value.

3 Months hence, the value had increased by12% of the value three months before. At that time,
there was an outflow of ¥1Crore by way of dividends.

3 Months hence, the value had decreased by 10% of the value three months before.

During the last three months of the year, value of the fund had increased by %1 Crore.

Solution:

1.

Computation of Closing Value (as at the year end)

Time Opening Value Additions/ Appreciation Distributions/ Closing Value
® in crore) ® in crore) Depreciation (R in crore)

Months 1-3 6.0000 0.9000 — 6.9000
[6.00 x 15%)]

Months 4-6 6.9000 0.8280 1.0000 6.7280
[6.90 x 12%]

Months 7-9 6.7280 — 0.6728 6.0552

[6.7280 x 10%)]
Months 10-12 6.0552 1.0000 — 7.0552

2.  Time Weighted Rate Return:

(a) Computation of Closing Value ignoring cash flows in between
Particulars X Crores
Opening Investment 6.0000
Add: | Value Appreciation for First Three Months [R6 Crores x 15%)] 0.9000
Value at the end of 39 Month 6.9000
Add: | Appreciation for Months 4 to 6 [6.9 Crores X 12%] 0.8280
Value at the end of 6" Month 7.7280
Less: | Depreciation for Months 7 to 9 [X7.728 Crores X 10%)] (0.7728)
Value at the end of 9" Month 6.9552
Add: | Appreciation for Months 10 to 12 1.0000
Value at the end of the Year 7.9552

(b) Computation of Return

Return in Value = Value at the end of the Year - Value at the beginning of the year

=37.

9552 Crores -36 Crores =%1.9552 Crores

Return in % (Annual Compounding)

=Re

=31.

turn in Value + Value atf the beginning of the year
9552 Crores =+ %6 Crores = 32.59% (Annual Compounding)
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Return in % (Quarterly Compounding) =
Product of each quarter’s Closing Value (before dividend) + (Opening Value for the Quarter) - 1

_ 6.9000 » 7.7280 » 6.05652 » 70552
6.0000 6.9000 6.7280  6.0552

3. Rupee Weighted Rate Return:

1=1.3506-1=0.3506 or 35.06%

(Measured from the Investor's Perspective)

Itis the rate at which the Net Present Value of Cash Flow will be equal to zero i.e. Internal Rate of Return
presuming that the investor will receive equivalent to the closing value.

(a) Computation of Return in %

Return (Value) = Dividend + Capital Appreciation

=% 1Crore + [Closing Value of ¥7. 0552 Crores Less Opening Value of 6 Crores]
=31 Crore +% 1. 0552 Crores =%2.0552 Crores

Returnin % = Returnin Value + Opening Value =32.0552 Crores + %6 Crores = 34.253% Average Quarterly
Discount Rate = 34.253 + 4 = 8.56%

(b) Computation of Net Present Value

Note: Since cash flows occur on a quarterly basis, Present Value factor is based on quarterly discount
rate. The First Discount Rate chosen 9% (average quarterly discount rate rounded off to nearest %)

Time Period Nature Cash Discount | Discounted Discount Discounted
(Quarters) Flow Factor @ 9% | Cash Flow | Factor @ 8% | Cash Flow
0 Investment (Open-| (6.000) 1.000 (6.000) 1.000 (6.000)
ing NAV)
1 — — 0.917 — 0.926 —
2 Dividend 1.000 0.842 0.842 0.857 0.857
Distribution
3 — — 0.772 — 0.794 —
4 Closing NAV 7.0552 0.708 4.993 0.735 5.186
(0.165) 0.043

Since the NPV using Rate 1 is negative, Rate 2 should be lower than Rate 1 to get a positive NPV,
(c) Computation of Infernal Rate of Return

Computation of Rupee Weighted Rate of Return (RWRR) = Internal Rate of Return:

Internal Rate of Return [IRR]

vV,- V.l
= Rz x [Rl - Rz]
[V,- Vi
[0.043-V, ]
=8% + x [9% — 8%]
[0.043 — (- 0.165)]

=8% + [0.043 / 0.208] x 1% = 8.207%
= 8.207% per quarter
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Therefore, RWRR per Quarter is 8.207% or 32.828% p.a.
(d) Rupee Weighted Rate of Return

Risk Weighted Rate of Return = Internal Rate of Return = 32.828%

Illustration 27.

Gargi Ltd has promoted an open-ended equity oriented scheme in 2004 with two plans — Dividend
Reinvestment Plan (Plan X) and Bonus Plan (Plan Y); the face value of the units was10 each. P and Q
invested 5 Lakhs each on 01.04.2006 respectively in Plan X and Plan Y, when the NAV was 342.18 for
Plan X and P%35.02 for Plan Y. P and Q both redeemed their units on 31.03.2013. Particulars of dividend

and bonus declared on the units over the period were as follows —

Date Dividend Bonus Ratio NAYV for Plan X NAYV for Plan Y
15.09.2006 15 — 46.45 29.10
28.07.2007 _ 1:6 42.18 30.05
31.03.2008 20 — 48.10 34.95
31.10.2008 — 1:8 49.60 36.00
15.03.2009 18 — 52.05 37.00
24.03.2010 — 1:11 53.05 38.10
27.03.2011 16 — 54.10 38.40
28.02.2012 12 1:12 55.20 39.10
31.03.2013 — — 50.10 34.10

You are required to calculate the annual return for P and Q after taking into consideration the following

information —

(a) Securities Transaction Tax at 2% on redemption

(b) Liability of Capital Gains to Income Tax —
(i) Long Term Capital Gains — Exempt
(i) Short Term Capital Gains —10% Plus Education Cess at 3%.

Solution:

Note: Under Dividend Reinvestment Plan, dividend will be declared as percentage of the face value of
units outstanding, and units will be allotted for the amount of dividend based on the NAV on the date

of dividend declaration.
1.  Plan X for Mr. P
(a) Units Purchased

Particulars Value
Amount Invested ¥5,00,000
NAYV per Unit on 01.04.2006 342.18
No. of Units Purchased [¥5.00,000 =+ 342.18] 11,853.96
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(b) Units Allofted under Dividend Reinvestment
Date of Units Dividend Dividend Amount NAV on | Additional Units | Total Units
Dividend |Outstanding| Rate that date Allotted
1 2 3 4=2x%10x3 5 6=4x5 7
15.09.2006 | 11,853.96 15% 317,780.94 46.45 382.79 12,236.75
[11,853.96 x%10x0.15] [17780.94 + 46.45]
31.03.2008 | 12,236.75 20% 324,473.50 348.10 508.80 12,745.55
[12,236.75 XX10 X 0.20] [24473.50 + 48.10]
15.03.2009 | 12,745.55 18% 322,941.99 352.05 440.77 13,186.32
[12,745.55 x%10 X 0.18] [22941.99 + 52.05]
27.03.2011| 13,186.32 16% 321,098.11 354.10 389.98 13,576.30
[13,186.32 x%10 x 0.16] [21098.11 = 54.10]
28.02.2012| 13,576.30 12% 16,291.56 355.20 295.14 13,871.44
[13,576.30 xX10 X 0.12] [13576.3 + 55.20]
(c) Redemption Proceeds and Annual Refurn
Particulars Value
Units Redeemed 13,871.44
NAYV per Unit on 31.03.2013 (date of redemption) 350.10
Gross Redemption Proceeds [13,871.44 Units X ¥50.10] 36,94,959.14
Less: |Securities Transaction Tax @ 2% 13,899.18
Net Proceeds 36,81,059.96
Less: |[Initial Investment %5,00,000.00
Total Return for 7 Years 31,81,059.96
Annual Return
_ Total Retun 1
~ Initial Investment * Period of Investment 5.17%
1,81,059.96 1
= X =517%
5,00,000 7 Years
Note:

Since all the units redeemed are held for more than 12 months, all the units are long term capital assets
under the income tax, and therefore, gain on their redemption is exempt from income tax.

2. Plan'Y for Mr. Q

(a) Units Purchased

Particulars Value
Amount Invested < 5,00,000
NAYV per Unit on 01.04.2006 335.02
No. of Units Purchased [X5.00,000 -%35.02] 14,277.56
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(b) Units Allofted under Bonus

Date Description Units
01.04.2006 | Purchase of Units for ¥5,00,000 at ¥35.02 per Unit 14,277.56
28.07.2007 | Add: Bonus Issue at 1: 6= 1/6 X 14,277.56 2,379.59
31.10.2008 | Total Units after: First Bonus Issue 16,657.15

Add: Bonus Issue at 1:8=1/8 X 16,657.15 2,082.14
24.03.2010 | Total Units after Second Bonus Issue 18,739.29
Add: Bonuslssue at1:11=1/11X18,739.29 1,703.57
28.02.2012 | Total Units after Third Bonus Issue 20,442.86
Add: Bonus Issue at 1:12=1/12 X 20,442.86 1,703.57
31.03.2013 | Total Units after Fourth Bonus Issue 22,146.43
= Units Outstanding on the date of redemption i.e. 31.03.2013
(c) Redemption Proceeds and Annual Return
Particulars Value
Units Redeemed 22,146.43
NAYV per Unit on 31.03.2013 (date of redemption) 334.10
Gross Redemption Proceeds [22,146.43 Units X X34.10] 37,55,193.26
Less: |Securities Transaction Tax @ 2% 315,103.87
Net Proceeds 37,40,089.39
Less: |Initial Investment 35,00,000.00
Total Return for 7 Years 32,40,089.39
Annual Refurn
B Total Return 1
~ Initial Investment * Period of Investment
2,40,089.39 1
= x =6.86%
5,00,000 7 Years 6.86%

Note:

Since all the units (financial assets) redeemed are held for more than 12 months, all the capital assets
under the income tax law, and therefore, gain on their redemption is exempt from units are long term

income tax.

Illustration 28.

XXX Mutual Fund (approved Mutual Fund) sponsored open-ended equity oriented scheme “Chankya

Opportunity Fund”.

There were three plans viz., “S” Dividend Re-investment Plan, “T"-Bonus Plan & “U"” - Growth Plan.

At the time of initial Public Offer on 1-4-2002, Mr.Gautam, Mr.Gaurav & Mrs.Ratna, three investors invested

%1,00,000 each & chosen “T", “U" & “S" Plan respectively.
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The history of the Fund is as follows:

Date Dividend % Bonus ratio Net Asset Value per unit (F.V.X 10)

Plan S PlanT Plan U
28-07-2006 20 - 30.70 31.40 33.42
31-03-2007 70 5:4 58.42 31.05 70.05
31-10-2010 40 - 42.18 25.02 56.15
15-03-2011 25 - 46.45 29.10 64.28
31-03-2011 - 1:3 42.18 20.05 60.12
24-03-20 12 40 1:4 48.10 19.95 72.40
31-07-2012 - - 53.75 22.98 82.07

[lgnore Education Cess]

On 31st July all three investors redeemed all the balance units.
Calculate annual rate of return to each of the investors.
Consider:

(i)  Long term capital gain is exempt from Income tax.

(i)  Short term capital gain is subject to 10% Income tax.

(i) Security fransaction tax 0.2 percent only on sale / redemption of units.

Solution:
1. Return from Plan S - Dividend Reinvestment for Mrs. Ratna

Under Dividend Reinvestment Plan, the amount of Dividend is reinvested in the business at the prevailing
rate.

(a) Statement of Units, Value and Return on Investment

Date Dividend % Investment Rate Units Cum. Units Value )
(1) (2) (3) = Div X Cum. (4) (5) = (3)+ (4) (6) (7) = (6) x %10
Unifs
01.04.2002 Initial Offer 1,00,000 10.00 10,000.00 10,000.00 1,00,000
28.07.2006 0.20 20,000 30.70 651.47 10,651.47 1,06,515
[2x10,000]

31.03.2007 0.70 74,560 58.42 1,276.28 11,927.75 1,19,278
[7X10,651.47]

31.10.2010 0.40 47,711 42.18 1,131.13 13,058.88 1,30,589
[4x11,927.75]

15.03.2011 0.25 32,647 46.45 702.85 13,761.73 1,37,617

[2.5X13,058.88]

24.03.2012 0.40 55,047 48.10 1,144.43 14,906.16 1,49,062
[4x13,761.73]

31.07.2012 - - 53.75 14,906.16 1,49,062
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(b) Return on Investment

Particulars 4
Redemption value 14,906.16 X 53.75 8,01,206.10
Less: Short term capital gain fax @ 10% =1,144.43 units (53.75-48.10) X 10% 646.00
8.00,560.10
Less: Securities Transaction Tax @ 0.2% [0.2% X 8,01,206.10] 1,602.41
Redemption Value net of Taxes 7,98,957.69
Less: Investment 1,00,000.00
Net Return from Investment 6,98,957.69
Period of Investment [1/4/02 to 31/07/12] in months 124
Annual Average Return
B [Net Return x 12 months x 100]
~ Purchase Price x Period of Investment (months)
_ [6,98,957.69 x 12 x 100]
1,00,000 x 124 67.64%

° Short Term Capital Gains is only in respect of Investment made in 24/03/2012 where the period of

holding is less than 1 year.

e  Securities Transaction Tax is not fo be considered for computation of Short term Capital Gains and

hence deducted from the net amount to ascertain the Cash Flows.
2.  Return from Plan T - Bonus Plan for Mr. Gautam

Under the Bonus Plan, Bonus units are issued in the specified ratio.

(a) Statement of Units, Bonus and Value per unit
Date Bonus Ratio Units Cum. Units NAV per unit
(1) (2) (3) (4) (5)
01.04.2002 Initial Issue 10,000 10,000 10
31.03.2007 5:4 12,500 22,500 31.05
[10,000 x 5 + 4]
31.03.2011 1:3 7,500 30,000 20.05
[22,500 x 1 + 3]
24.03.2012 1:4 7,500 37,500 19.95
[30,000 x 1 + 4]
(b) Return on Investment
Particulars 3
Redemption value 37,500 X 22.98 8,61,750.00
Less: Short term capital gain tax @ 10% = 7,500 X (22.98 - 0) X 10% (See Note (a) below) 17,235.00
8.44,515.00
Less: Securities Transaction Tax @ 0.2% 1,723.50
Net of tax 8.42,791.50

>2.82 | ADVANCED FINANCIAL MANAGEMENT



Less: Investment

Net gain

7.42,791.50

Annual Average Return

[Nef Return x 12 months x 100]

~ Purchase Price x Period of Investment (months)

7,42,791.50 x 12 x 100

1,00,000 x 124

71.88%

Note:

(a) ForIncome tax purposes, Cost of Acquisition of Bonus Shares is considered as NIL.

(b) Short Term Capital Gains is only in respect of Bonus issued on 24/03/2012 as the period of holding

is less than 1 year.

3. Return from Plan U - Growth Plan to Mr.Gaurav

Particulars 3
Redemption value [10,000 X82.07] 8,20,700.00
Less: Security Transaction Tax (S.T.T) is 0.2% 1,641.40
Net amount received 8,19,058.60
Less: Investment 1,00,000.00
Net gain 7.19,058.60

There is no Short Term Capital Gains as the period of holding is more than *1 year.

Average Annual Return

__7.19.058.60 x 12 x 100

1,00,000 x 124

lllustration 29.

Equi-Stable, is a portfolio model where in 20% of Fund Value is invested in Fixed Income Bearing Instfruments.
The Balance of 80% is divided among Old Industry Stock (Iron and Steel), Automotive Industry Stock,
Information Technology Stocks, Infrastructure Company Stocks and Financial Services Sectorin the ratio

of 4:2:6:3:5.

Three mutual funds X, Y and Z, offer a Fund Scheme based on the Equi-Stable Portfolio Model. The actual
return on Equi-Stable portfolios of each of the three funds for the past 3 years is as follows —

Year 1 2 3
Portfolio X 17.35% 18.70% 21.60%
Portfolio Y 17.20% 18.25% 22.15%
Portfolio Z 17.10% 18.60% 22.00%

Beta factor of the Equi-Stable portfolio is measured at 1. 35. Return on Market Portfolio indicate that
1000 invested will fetch ¥153 in an year (including capital appreciation and dividend yield). RBI Bonds,

guaranteed by the Central Government yields 4.50%.

Rate the fund managers of X, Y and Z.
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Solution:

1. Computation of Expected Rate of Return under CAPM
E(RX) = R+[B, x (R,,- R)] [Expected Return on portfolio X]
Risk Free Return R_ 4.50% [RBI Bonds]

Annual Refurn X153

Return on Market Portfolio R,, 15.30% [ =
Investment 31,000

Beta of Equi-Stable B, 1.35 [Given]
Expected Return of Equi-Stable E(R.) = 4.50% + [1.35 x (15.30% -4.50%)] = 19.08%
2.  Computation of Alpha Factor of the 3 Funds

Year Mutual Fund X Mutual Fund Y Mutual Fund Z
Actual Abnormal Return Actual Abnormal Return Actual Abnormal Return
Return [AR/] Return [AR,] Return [AR]
(1) (2) (3) = (2)- E(Ry) (4) (5) = (4) - ERy) (6) (7) = (6)- E(R)
1 17.35%| 17.35-19.08 = (1.73)| 17.20%| 17.20-19.08 =(1.88)| 17.10% 17.10-19.08 = (1.98)
2 18.70%| 18.70-19.08 = (0.38)| 18.25%| 18.25-19.08 = (0.83)| 18.60% 18.60 -19.08 = (0.48)
3 21.60%| 21.60-19.08=2.52| 22.15% 22.15-19.08 = 3.07| 22.00% 22.00-19.08 = 2.92
0.41 0.36 0.46

Alpha Factor:

FundX o, =IAR +n =0.41+3Years =0.137%

FundY o, =XAR +n =0.36+3Years =0.120%

FundZ o, =IAR+n =0.46+3Years =0.153%

Evaluation: Equi-Stable Scheme of Mutual Fund Z has the highest Alpha i.e. it has yielded 0.153% return

more than the market expectations, when compared to 0.137% and 0.12% of Fund X and Y. Therefore,
Fund Manager of Mutual Fund Z has performed better. Ranking of the fund managers are as follows —

1. - Fund Manager of 7
2. — Fund Manager of X
3. —» Fund Manager of Y

Illustration 30.

An aggressive mutual fund promises an expected refurn of 18% with a possible volatility (standard
deviation) of 20 %. On the other hand, a conservative mutual fund promises an expected return of 17%
and volatility of 19%.

(a) Which fund would you like to invest in?
(o) Would you like to invest in both if you have money?

(c) Assuming you can borrow money from your provident fund at an opportunity cost of 10 %, which
fund you would invest your money in?

(d) Would you consider both funds if you could lend or borrow money at 10 %2
Solution:
(a) It depends on your preference and risk-taking attitude.
(b) You can achieve diversification gains if you invest in both.
(c) The slopes of the capital market line for two funds are:
e Aggressive fund = (18 - 10)/20 = 0.40; and
e Conservative fund: (17-10)/19 = 0.368. Aggressive fund is preferable.

(d) Benefits of diversification can be obtained if you invest in both funds and also lend and borrow at
10%.
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Study Note - 3

COMMODITY EXCHANGE _ﬁ_

This Study Note includes

3.1 Commodity Exchange

3.2 Commodities Exchanges in India

3.3 Commodity Exchange - Structure

3.4 Indian Commodity Market - Regulatory Framework
3.5 Indian Economy and Role of Agricultural Commodity
3.6 Unresolved Issues and Future Prospects

3.7 Contract Specification

3.8 Instruments Available for Trading

3.9 Participants of Commodity Market

3.10 Intermediaries of Commodity Markets

3.11 Product Specification

3.12 How the Commodity Market Works

3.13 Clearing House Operations

3.14 Risk Management

3.15 Basis and basis risk

3.16 Market Monitoring and Surveillance

3.17 Commodity Futures and Its Mechanism

3.18 Commonly Used Terms in Commodity Market

3.1 COMMODITY EXCHANGE

A commodities exchange is an exchange where various commodities and derivatives products are
traded. Most commodity markets across the world trade in agricultural products and other raw materials
(like wheat, barley, sugar, maize, cotton, cocoa, coffee, milk products, pork bellies, oil, metals, etc.) and
contracts based on them. These contracts can include spot, forwards, futures and options on futures.
Other sophisticated products may include interest rates, environmental instruments, swaps, or ocean
freight contracts.

Commodities exchanges usually trade futures contracts on commodities, such as trading contracts to
receive something, say corn, in a certain month. A farmer raising corn can sell a future contract on his
corn, which will not be harvested for several months, and guarantee the price he will be paid when he
delivers; a breakfast cereal producer buys the contract now and guarantees the price will not go up when
it is delivered. This protects the farmer from price drops and the buyer from price rises.

Speculators and investors also buy and sell the futures contracts in attempt to make a profit and provide
liguidity to the system. However, due to the financial leverage provided to traders by the exchange,
commodity futures traders face a substantial risk.

A commodity exchange is considered to be essentially public because anybody may trade through its
member firms. The commodity exchange itself regulates the frading practices of its members while prices
on a commodity exchange are determined by supply and demand.
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A commodity exchange provides the rules, procedures, and physical for commodity trading, oversees
trading practices, and gathers and disseminates marketplace information. Commodity exchange
fransactions take place on the commodity exchange floor, in what is called a pif, and must be effected
within certain time limits.

History

e Commodity exchanges are one of the oldest forms of commerce. In early economies, people
realized that it was useful to talk about general categories of goods, instead of specific products.
For example, if a farmer borrowed money and promised to pay back the loan with a cow later, it
would be easier to set up the deal if it could be any cow, not a particular cow. If “that cow” could
be replaced by “any equivalent cow,” the cow became a commodity.

Once this concept was understood, it was natural to create venues for buying and selling
commodities, either immediately or for future delivery. These exchanges formed in large cities with
active economies, like London, Amsterdam, New York, and Chicago.

Single-Commodity Exchanges

. Many commodity exchanges exist to trade only a single commodity. This is the most common way
for exchanges to start: producers and consumers of a single product (pigs, oil or rice, for example)
will set up a regular meeting place and common standards for doing business. Single-commodity
exchanges are increasingly rare, because most traders prefer to use an exchange that has more
products to trade.

Users of Commodity Exchanges

*  The main users of commodity exchanges are hedgers and speculators. A hedger is someone who
is taking a risk based on the price of a commodity. For example, a power plant might produce
power using coal, and sell this power at a fixed price. If coal rose in price, they could be forced to
sell af aloss. This producer might buy coal futures in order to profit from those futures if coal prices
rose. When a financial fransaction leads to a profit that offsets a business loss (or a loss that offsets
a business profit), it is known as a hedge. A speculator is simply betting on the direction of prices,
without having an underlying business interest.

3.1.1 Definition of Commodity

In economics, a commodity is a marketable item produced to satisfy wants or needs. Economic
commodities comprise goods and services.

The more specific meaning of the tferm commodity is applied to goods only. It is used to describe a class
of goods for which there is demand, but which is supplied without qualitative differentiation across a
market. Commodity has full or partial fungibility; that is, the market treats its instances as equivalent or
nearly so with no regard to who produced them. “From the taste of wheat it is not possible to tell who
produced it, a Russian serf, a French peasant or an English capitalist.” Petroleum and copper are other
examples of such commaodities, their supply and demand being a part of one universal market. Items
such as stereo systems, on the other hand, have many aspects of product differentiation, such as the
brand, the user interface and the perceived quality. The demand for one type of stereo may be much
larger than demand for another.

In contrast, one of the characteristics of a commodity good is that its price is determined as a function of
its market as a whole. Well-established physical commodities have actively traded spot and derivative
markets. Generally, these are basic resources and agricultural products such as iron ore, crude oil,
coal, salt, sugar, tea, coffee beans, soybeans, aluminum, copper, rice, wheat, gold, silver, palladium,
and platinum. Soft commodities are goods that are grown, while hard commodities are the ones that
are extracted through mining.

There is another important class of energy commodities which includes electricity, gas, coal and oil.
Electricity has the particular characteristic that it is usually uneconomical to store; hence, electricity
must be consumed as soon as it is produced.
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3.1.2 Global commodities trading company
This is a list of giant commodities trading companies who operate worldwide.
(a) Vitol

(b) Glencore International AG

(c) Trafigura

(d) Cargill

(e) Archer Daniels Midland

() Gunvor (company)

(@) Mercuria Energy Group

(h) Noble Group

() Louis Dreyfus Group

() Bunge Limited

(k) Wilmar International

() Olam International

3.1.3 Global Commodity Exchanges

(a) New York Mercantile Exchange (NYMEX)

(b) London Metal Exchange (LME)

(c) Chicago Board of Trade (CBOT)

(d) New York Board of Trade (NYBOT)

(e) Kansas Board of Trade

() Winnipeg Commodity Exchange, Manitoba
(g) Dalian Commodity Exchange, China

(h) Bursa Malaysia Derivatives exchange

() Singapore Commodity Exchange (SICOM)

() Chicago Mercantil Exchange (CME), US

(k) Tokyo Commodity Exchange (TOCOM)

()  Shanghai Futures Exchange

(m) Sydney Futures Exchange

(n) London International Financial Futures and Options Exchange (LIFFE)
(o) Dubai Gold & Commodity Exchange (DGCX)
(p) Dubai Mercantile Exchange (DME)
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Global Commodities Market

3.2 COMMODITIES EXCHANGES IN INDIA

3.2.1 History of Commodity Market in India

The history of organized commodity derivatives in India goes back to the nineteenth century when
Cotton Trade Association started futures trading in 1875, about a decade after they started in Chicago.
Over the time derivatives market developed in several commodities in India. Following Cotton,
derivatives trading started in oilseed in Bombay(1900), raw jute and jute goods in Calcutta (1912),
Wheat in Hapur (1913) and Bullion in Bombay (1920).

However many feared that derivatives fuelled unnecessary speculation and were detrimental
to the healthy functioning of the market for the underlying commodities, resulting in to banning of
commodity options trading and cash settlement of commodities futures after independence in 1952.
The parliament passed the Forward Contracts (Regulation) Act, 1952, which regulated contracts in
Commodities all over the India. The act prohibited options trading in Goods along with cash settlement
of forward trades, rendering a crushing blow to the commodity derivatives market. Under the act only
those associations/exchanges, which are granted reorganization from the Government, are allowed
to organize forward trading in regulated commodities. The act envisages three tire regulations:

(i) Exchange which organizes forward trading in commodities can regulate trading on day-to-day
basis;

(i) Forward Markets Commission provides regulatory oversight under the powers delegated to it by
the central Government.

(i) The Central Government- Department of Consumer Affairs, Ministry of Consumer Affairs, Food and
Public Distribution- is the ultimate regulatory authority.
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After Liberalization and Globalization in 1990, the Government set up a committee (1993) to examine
the role of futures trading. The Committee (headed by Prof. K.N.Kabra) recommended allowing futures
trading in 17 commodity groups. It also recommended strengthening Forward Markets Commission, and
certain amendments to Forward Contracts (Regulation) Act 1952, particularly allowing option trading in
goods and registration of brokers with Forward Markets Commission. The Government accepted most
of these recommendations and futures’ trading was permitted in all recommended commodities. It is
timely decision since internationally the commodity cycle is on upswing and the next decade being
touched as the decade of Commodities. Commodity exchange in India plays an important role where
the prices of any commodity are not fixed, in an organized way.

Commodity exchanges in India play a crucial role in India’s economic development and growth. If
price of any commodity is not fixed then commodity exchanges determines the price of that particular
commodity in an organized way. The price is determined examining right from grassroots level and it
goes through producers, retail investors and even end-users. Commodity exchanges have brought
Indian buyers and seller in an equal importance to trade and to do business swiftly.

3.2.2 Commodity Market in India — Present Position

Today, commodity exchanges are purely speculative in nature. Before discovering the price, they
reach to the producers, endusers, and even the retail investors, at a grassroots level. It brings a price
transparency and risk management in the vital market. By Exchange rules and by law, no one can bid
under a higher bid, and no one can offer to sell higher than someone else’s lower offer. That keeps
the market as efficient as possible, and keeps the traders on their toes to make sure no one gets the
purchase or sale before they do. Since 2002, the commodities future market in India has experienced
an unexpected boom in terms of modern exchanges, number of commodities allowed for derivatives
trading as well as the value of futures trading in commodities, which crossed $ 1 trillion mark in 2006. In
India there are 25 recognized future exchanges, of which there are four national level multi-commodity
exchanges. After a gap of almost three decades, Government of India has allowed forward transactions
in commodities through Online Commodity Exchanges, a modification of traditional business known as
Adhat and Vayda Vyapar to facilitate better risk coverage and delivery of commodities.

THE FOUR EXCHANGES ARE:

() National Commodity & Derivatives Exchange Limited (NCDEX)
(i)  Multi Commodity Exchange of India Limited (MCX)

(i) National Multi- Commodity Exchange of India Limited (NMCEIL)
(iv) Indian Commodity Exchange Limited (ICEX)

There are other regional commodity exchanges situated in different parts of India.
3.2.3 National Level Commodity Exchanges in India

3.2.3.1 National Multi Commodity Exchange of India Ltd. (NMCE)

NMCE is the first demutualised electronic commodity exchange of India granted the National exchange
on Gouvt. of India and operational since 26th Nov, 2002.

Promoters of NMCE are, Central warehousing corporation (CWC), National Agricultural Cooperative
Marketing Federation of India (NAFED), Gujarat Agro-Industries Corporation Limited (GAICL), Gujarat
state agricultural Marketing Board (GSAMB), National Institute of Agricultural Marketing (NIAM) and
Neptune Overseas Ltd. (NOL). Main equity holders are PNB.

The Head Office of NMCE is located in Ahmedabad. There are various commodity frades on NMCE
Platform including Agro and non-agro commodities.
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3.2.3.2 National Commodity & Derivatives Exchange Limited (NCDEX)

National Commodity & Derivatives Exchange Limited (NCDEX) is a professionally managed online multi
commodity exchange promoted by ICICI Bank Limited (ICICI Bank), Life Insurance Corporation of India
(LIC), National Bank for Agriculture and Rural Development (NABARD) and National Stock Exchange of
India Limited (NSE). Punjab National Bank (PNB), CRISIL Limited (formerly the Credit Rating Information
Services of India Limited), Indian Farmers Fertilizer Cooperative Limited (IFFCO) and Canara Bank by
subscribing to the equity shares have joined the initial promoters as shareholders of the Exchange.
NCDEX is the only commodity exchange in the country promoted by national level institutions. This
unique parentage enables it to offer a bouquet of benefits, which are currently in short supply in the
commodity markets. The institutional promoters of NCDEX are prominent players in their respective
fields and bring with them institutional building experience, trust, nationwide reach, technology and
risk management skills.

NCDEX is a public limited company incorporated on April 23, 2003 under the Companies Act, 1956.
It obtained its Certificate for Commencement of Business on May 9, 2003. It has commenced itfs
operations on December 15, 2003.

NCDEX is a nation-level, technology driven de-mutualized on-line commodity exchange with an
independent Board of Directors and professionals not having any vested interestin commodity markets.
It is committed to provide a world-class commodity exchange platform for market participants to
trade in a wide spectrum of commodity derivatives driven by best global practices, professionalism
and transparency.

NCDEX is regulated by Forward Market Commission in respect of futures trading in commodities.
Besides, NCDEX is subjected to various laws of the land like the Companies Act, Stamp Act, Contracts
Act, Forward Commission (Regulation) Act and various other legislations, which impinge on its working.

NCDEX is located in Mumbai and offers facilities to its members in more than 390 centers throughout
India. The reach will gradually be expanded to more centers.

NCDEX currently facilitates trading of thirty six commodities - Cashew, Castor Seed, Chana , Chilli,
Coffee, Cotton, Cotton Seed Oilcake, Crude Palm Qil, Expeller Mustard Oil, Gold, Guar gum, Guar
Seeds, Gur, Jeera, Jute sacking bags, Mild Steel Ingot, Mulberry Green Cocoons, Pepper, Rapeseed
- Mustard Seed ,Raw Jute, RBD Palmolein, Refined Soy Oil, Rice, Rubber, Sesame Seeds, Sik, Silver,
Soy Bean, Sugar, Tur, Turmeric, Urad (Black Matpe), Wheat, Yellow Peas, Yellow Red Maize & Yellow
Soybean Meal. At subsequent phases trading in more commodities would be facilitated.

The above doesindicate that the commodity derivatives market has a bright future in India. The volume
and value of trade in commodity derivatives could in fact take a quantum jump as bullion, crude oll
and other high value commodities being added with each passing day get more actively traded
in the coming months. It is also being speculated by market operators that finally the commodity
derivatives market would out-pace and overtake the market for stock derivatives.

The Exchange facilitates trading in an array of over 45 commodity contracts, both agricultural and
non-agricultural. With over 830 members, trading is conducted in more than 35,000 terminals across
700 centers in India. It also facilitates delivery of commodities through a network of over 775 delivery
centers with a holding capacity of around 1.3 million tonnes.

3.2.3.3 Multi-Commodity Exchange of India Limited (MCX)

MCX an independent and de-mutulized multi commodity exchange has permanent recognition from
Government of India for facilitating online trading, clearing and settlement operations for commodity
futures markets across the country. Key shareholders of MCX are Financial Technologies (India) Ltd.,
State Bank of India, NABARD, NSE, HDFC Bank, State Bank of Indore, State Bank of Hyderabad, State
Bank of Saurashtra, SBI Life Insurance Co. Ltd., Union Bank of India, Bank of India, Bank of Baroda,
Canara Bank, Corporation Bank.
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of the commodity futures markets. Through the integration of dedicated resources, robust technology
and scalable infrastructure, since inception MCX has recorded many first to ifs credit.

Inaugurated in November 2003 by Shri Mukesh Ambani, Chairman & Managing Director, Reliance
Industries Ltd, MCX offers futures trading in the following commodity categories: Agri Commodities,
Bullion, Metals- Ferrous & Non-ferrous, Pulses, Oils & Oilseeds, Energy, Plantations, Spices and other soft
commodities.

MCX has built strategic alliances with some of the largest players in commodities eco-system, namely,
Bombay Bullion Association, Bombay Metal Exchange, Solvent Extractors’ Association of India, Pulses
Importers Association, Shetkari Sanghatana, United Planters Association of India and India Pepper and
Spice Trade Association.

Today MCX is offering spectacular growth opportunities and advantages to a large cross section of the
participants including Producers / Processors, Traders, Corporate, Regional Trading Centers, Importers,
Exporters, Cooperatives, Industry Associations, amongst others MCX being nation-wide commodity
exchange, offering multiple commodities for trading with wide reach and penetration and robust
infrastructure, is well placed to tap this vast potential.

3.2.3.4 Indian Commodity Exchange Limited (ICEL)

Indian Commodity Exchange Limited is latest commodity exchange of India Started Function from
27 Nov, 09. It is a screen based on-line derivatives exchange for commodities and has established a
reliable, time-tested, and a transparent trading platform. It is also in the process of putting in place
robust assaying and warehousing facilities in order to facilitate deliveries. It is jointly promoted by
Reliance Exchange Next Infrastructure Limited and MMTC limited, Indiabulls Financial Services Ltd.,
KRIBHCO, Indian Potash Ltd., and IDFC among others, as its partners.

This exchange is ideally positioned to tap the huge scope for increasing the depth and size of
commodities’ market and fill in the structural gaps existing in the Indian market. We have head office
located in Mumbai and have regional offices spread across the country which covers agri belt, with a
vision to encourage participation of farmers, traders and actual users to hedge their positions against
the wide price fluctuations.

3.2.4 Unique Features of National Level Commodity Exchanges
The unique features of national level commodity exchanges are:

® They are demutualized, meaning thereby that they are run professionally and there is separation of
management from ownership. The independent management does not have any trading interest
in the commodities dealt with on the exchange.

® They provide online platforms or screen based trading as distinct from the open-out-cry systems
(ring trading) seen on conventional exchanges. This ensures transparency in operations as everyone
has access to the same information.

They allow trading in a number of commodities and are hence multi-commodity exchanges.

They are national level exchanges which facilitate trading from anywhere in the country. This
corollary of being an online exchange.

3.2.5 Indian Commodity Market- set for paradigm shift

()  Four licenses recently issued by Govt. of India to set- up National online Multi Commodity
Exchanges - to ensure a transparent price discovery and risk management mechanism,;

(i) List of commodities for futures trade - increased from 11 in 1990 to over 100 in 2003;

(i)  Reforms with regards to sale, storage and movement of commodities initiated;
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(iv) Shift from administered pricing to free market pricing- WTO regime;

(v) Overseas hedging has been allowed in metals;

(vi) Petro-products marketing companies have been allowed to hedge prices;
(vii) Institutionalization of agriculture.

3.2.6 Why are Commodity Derivatives Required?

India is among the top-5 producers of most of the commodities, in addition to being a major consumer
of bullion and energy products. Agriculture contributes about 22% to the GDP of the Indian economy. It
employees around 57% of the labor force on a total of 163 million hectares of land. Agriculture sector is
an important factor in achieving a GDP growth of 8-10%. All this indicates that India can be promoted
as a major center for trading of commodity derivatives.

It is unfortunate that the policies of FMC during the most of 1950s to 1980s suppressed the very markets it
was supposed to encourage and nurture to grow with times. It was a mistake other emerging economies
of the world would want to avoid. However, it is not in India alone that derivatives were suspected of
creating too much speculation that would be to the detriment of the healthy growth of the markets
and the farmers. Such suspicions might normally arise due to a misunderstanding of the characteristics
and role of derivative product.

It is important to understand why commodity derivatives are required and the role they can play in
risk management. It is common knowledge that prices of commodities, metals, shares and currencies
fluctuate over time. The possibility of adverse price changes in future creates risk for businesses.
Derivatives are used to reduce or eliminate price risk arising from unforeseen price changes. A derivative
is a financial contract whose price depends on, or is derived from, the price of another asset. Two
important derivatives are futures and options.

(i) Commodity Futures Contracts: A futures contract is an agreement for buying or seling a commodity
for a predetermined delivery price at a specific future time. Futures are standardized contracts that are
traded on organized futures exchanges that ensure performance of the contracts and thus remove
the default risk. The commodity futures have existed since the Chicago Board of Trade (CBOT, www.
cbot.com) was established in 1948 to bring farmers and merchants together. The major function of
futures markets is to transfer price risk from hedgers to speculators. For example, suppose a farmer is
expecting his crop of wheat to be ready in two months time, but is worried that the price of wheat may
decline in this period. In order to minimize his risk, he can enter into a futures contract to sell his crop in
two months’ time at a price determined now. This way he is able to hedge his risk arising from a possible
adverse change in the price of his commodity.

(i) Commodity Options contracts: Like futures, options are also financial instruments used for hedging
and speculation. The commodity option holder has the right, but not the obligation, to buy (or sell) a
specific quantity of a commodity at a specified price on or before a specified date. Option contracts
involve two parties — the seller of the option writes the option in favour of the buyer (holder) who pays
a certain premium to the seller as a price for the option. There are two types of commodity options: a
‘call’ option gives the holder a right to buy a commodity at an agreed price, while a ‘put’ option gives
the holder a right to sell a commodity at an agreed price on or before a specified date (called expiry
date).

The opftion holder will exercise the option only if it is beneficial fo him; otherwise he will let the option
lapse. For example, suppose a farmer buys a put option to sell 100 Quintals of wheat at a price of ¥ 1250
per quintal and pays a ‘premium’ of X 25 per quintal (or a total of ¥2500). If the price of wheat declines
to say 1000 before expiry, the farmer will exercise his option and sell his wheat at the agreed price of%
1250 per quintal. However, if the market price of wheat increases to say X 1500 per quintal, it would be
advantageous for the farmer to sell it directly in the open market at the spot price, rather than exercise
his option to sell at ¥ 1250 per quintal.
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opportunity to speculators who are willing to assume risk for a possible return. Further, futures trading
and the ensuing discovery of price can help farmers in deciding which crops to grow. They can also
help in building a competitive edge and enable businesses to smoothen their earnings because non-
hedging of the risk would increase the volatility of their quarterly earnings. Thus futures and options
markets perform important functions that cannot be ignored in modern business environment. At the
same time, it is true that too much speculative activity in essential commodities would destabilize the
markets and therefore, these markets are normally regulated as per the laws of the country.

3.2.7 Commodity Exchange in India - Characteristics

e Thereis no value-adding process performed on commodity items. A unit of one type of commodity
is broadly interchangeable with another unit. This allows the units to be traded on exchanges without
prior inspection.

e Commodities are produced “naturally” which means that each commodity is subject to unique
supply factors. For example, the production of coffee is affected by the weather, while that of
copper is affected by availability of ore. The supply of oil is subject to a great deal of disruptions
including wars, geopolitical uncertainty, accidents, or transport issues.

e Commodities are subject to cycles in demand from both intermediate players and end users. High
prices usually lead to a boost in resource investments causing excess supply in the future which
eventually pushes down commodity prices.

e Commodities from different groups can often exhibit negative correlation at any point of time. For
example, the prices of wheat and aluminum can move in the opposite direction as they are affected
by a different set of factors.

e Commodity prices are positively correlated with growth measures, although there may be a
significant lag between a pickup in industrial production and commodity prices.

e Commodities generally exhibit positive correlation with inflation indicators. In particular, commodities
tend to react to an early stage of inflation as raw material price appreciation generally tends to
precede, and quite often exceed consumer price inflation growth. While frue over the very long
term, the relationship between inflation and commodity prices has been considerably weaker over
the last 10 years, which has been characterized by disinflation/low inflation.

The above characteristics may not be true for all commodities taken individually; however they
are true for diversified indices of industrial commodities and agricultural commodities.

3.2.8 Commodity Market - Participants

There are two basic types of participants in commodities markets—hedgers and speculators. Hedgers
seek to minimize and manage price risk, while speculators take on risk in the hope of making a profit.

As an example of a hedger, you might be a large corn farmer wanting to sell your product at the
highest possible price. However, unpredictable weather may create risk, as well as excess supply that
could drive prices down. You could take a short position in corn futures, and if prices fall, you could
then buy back the futures at a lower price than you previously had sold them. This would help you
offset the loss from your cash crop and help minimize your risk. Of course, if prices rose, you’d lose
money on the futures transaction, but the idea is to use futures as a hedge.

A speculator—including individual investors and professionals such as hedge funds or managed futures
traders, could take the opposite side of the hedger’s futures transaction. That participant would bear
the risk that prices are going forise in hopes of generating a profit on the long futures position. Most likely,
this type of speculator has no actual stake in the business, other than futures trading. A commercial
food producer in need of the raw product (a breakfast cereal processor, for example) may also take
the other side of the short hedger’s trade to offset the risk of paying higher prices for the commodity.
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If the price of corn rises, the commercial food producer could still capture a profit from the futures
position, even though he’d be paying more for the actual corn.

An individual trader who commits his or her own capital to act as speculator on a particular exchange
provide market liquidity by constantly buying and selling throughout the trading session and are viewed
as important participants in the market by shouldering risk. While the term local has been used to
designate those trading in the open-outcry markets, this era of electronic trading is making the phrase
a little obsolete. However, their function as liquidity providers is equally important in electronic markets

3.2.9 Fundamental Factors

There are various fundamentals factors that drive the commodity markets. These fundamentals
may be different for different commodities based on its characteristics. There are certain important
fundamentals that apply to all commodities either directly or indirectly.

(a) Demand & supply

Demand and supply are basic factors that affect the movement of any commodity prices. The law of
demand and supply is same for equity as well as commodity markets. However demand and supply
of all commodities vary during different time periods depending upon seasons, domestic and global
condifions and various other major factors influencing its characteristics.

(b) Demand Curve

It is refined form of demand analysis. Demand curve in alaymen'’s ferm is a graphical representation of
demand over a period of time. Price is represented on y-axis and demand on the x-axis. The graph is a
line graph representing demand at particular prices over a period of time. It gives a clear understanding
of the demand situation over a period of time at various price levels.

(c) Global and domestic economy

Economic scenario significantly affects the prices of a commodity. Demand and supply of any
commodity has a direct relationship with economic condition in the state. Depending upon the
nature of the commodity, global and domestic economic scenarios affect the commodity prices. For
e.g.; Steel prices highly depend on global economic factors as this is a globally and massively used
commodity. However as far as a commodity like Kapas (cotton beans) is concerned global factors
affect less when compared to domestic factors.

(d) Economic growth

Economic growth of the world as well as the domestic economy is an important fundamental that
will affect the demand and supply positions in a country. If the country is growing at a fast rate the
consumption level will also be at a higher rate. This will increase the demand on one hand but supply
may not increase at the same rate as it takes time to set up new industries and increase production.
This drives the commodity prices of all major commodities.

(e) Inflation

Commodities are considered as hedge against inflation because unlike equity, commodity prices
move in direction of inflation. With increase in inflation the prices of major commodities tend to increase
and it is true the other way as well.

(f) Geo-political concerns

Political factors have a direct as well as indirect effect on commodity prices. For example if we take
the case of Potato when one year back it was barred from trading on the exchanges. However at time
political factors can have positive effects as well.
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(9) Major Economic Indicators

The Gross Domestic Product, Industrial Production, Purchasing Managers Index ,Durable Goods,
Housing data, Unemployment Data, Retail Sales, Producer Price Index , Consumer Price Index, Interest
Rate, Consumer Confidence Index etc.

(h) Extra-ordinary events

There may be certain extra-ordinary factors that do not occur very frequent. Wars, natural calamities,
depression etc. are such events that affect the commodity prices in a dramatic way.

(i) Speculation

Speculators bring information into system at times fake or over hyped in-order to trigger the price
movement in a particular direction. Speculators are though a part of technical analysis but it is
important in the matter of fact that speculation may be of some fundamental factors. However they
are an important part of the market’s price discovery mechanism.

3.2.10 Benefits of Commodity Trading

The world is witnessing a new trend wherein developing countries like India, China, Brazil & other
emerging markets are driving the global economy with their rising domestic consumption patterns. This
sustained increase in consumption has led to investment analysts realizing the growth potential of a
new asset class namely Commodities.

Commodities have also evolved as an asset class with the development of various commodity future
indices. The performance of commodities as an asset class is usually measured by the returns on a
commodity index, such as the Rogers International Commodity Index (RICI), which tracks the return in
36 different commodity products. In the last 9 years, the RICI Index has given compounded annualized
returns of 18.31% as compared to 17.22% returns given by BSE SENSEX

(a) Strong Performance Track Record: The table alongside reflects positive performance of RICI Index
during falling & rising market phases. In fact, the RICI INDEX has outperformed all other indices since
1999.

Indices Falling Market | Flat Market | Rising Market | Year to Date Since 1999
(2000-2001) 2002 (2003-2007) (1999-till date)
SENSEX -34.55% 4.04% 490.68% -17.32% 443.94%
MSCI Emerging Markets -28.06% -8.55% 249.98% *3.23% 274.04%
MSCI APAC ex-Japan -27.57% -8.12% 181.81% -7.09% 162.32%
MSCI WORLD -22.13% -21.00% 73.74% -4.02% 31.50%
RICI INDEX 13.50% 33.26% 109.90% 20.16% 454.83%

Note: RICI Index - The Rogers International Commodity Index is acting as a proxy for commodity asset
class. All above returns are in INR and in absolute terms (Source: Bloomberg as on 23rd April 2008)

(b) Portfolio Diversification: Adding commodities to your investment portfolio helps you take advantage
of the benefit of diversification. In a diversified portfolio, assets do not move in sync with each other,
as commodities exhibit low/ negative correlation with respect to equity and bonds. Low/ negative
correlation means commodities can play an important role in portfolio diversification by reducing
overall portfolio risk. This should improve the consistency of returns over time.

Correlation 1999 2000 2001 2002 2003 2004 2005 2006 2007
Coefficient

Equity -0.04 -0.08 -0.16 0.06 0.002 -0.08 0.13 0.21 0.09
Bond 0.14 0.09 -0.12 -0.04 -0.02 -0.07 0.01 0.03 -0.02
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Correlation coefficients of RICI Index (Commodities) with respect to Equities and Bonds

Note: CRISIL Fund-dx which tracks debt mutual fund returns has been used to represent bond asset
class, while BSE Sensex has been used to represent equity asset class (Source: Bloomberg & CRISIL
Investment Manager)

(c) Inflation Hedge: Commodities tend to react to changing economic fundamentals in ways that are
different from traditional financial assets. For example, commodities are one of the few asset classes
that tend to benefit from rising inflation. As demand for goods and services increases, the price of those
goods and services usually rises as well, so do the prices of the commodities that are used to produce
those goods and services. Since commodity prices usually rise when inflation is accelerating, investing
in commodities may provide portfolios with a hedge against inflation. As shown in the table overleaf,
commodity has a positive sensitivity to inflation as compared o asset classes like stocks and bonds.

Inflation Sensitivity

Stocks Bonds Commodity
Monthly -0.10 -0.10 0.09
Quarterly -0.19 -0.30 0.28
Semi-Annually -0.04 -0.53 0.43
Annually -0.02 -0.03 0.49

Stocks: S&P500, Bonds : Lehman Aggregate Bond Index, Rogers International Commodity Index Date
31.12.1999 - 31.12. 2007, Source: Mirae Asset MAPS

(d) Role of Commodities in Optimizing Portfolio Returns

An exposure to commodities in your portfolio can help you optimize its returns considerably. The graph
below indicates how with a prudent mix of commodity and SENSEX stocks in a portfolio, one could
enhance portfolio returns while at the same time reducing the volatility of investments.

(Source: Bloomberg, data calculated from 1st Jan 1999 to 11th Apr 2008)
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3.3 COMMODITY EXCHANGE - STRUCTURE

Broadly, the commodities market exists in two distinct forms—the over-the-counter (OTC) market and
the exchange based market. Further, as in equities, there exists the spot and the derivatives segments.
Spot markets are essentially OTC markets and participation is restricted to people who are involved with
that commodity, such as the farmer, processor, wholesaler, etc. A majority of the derivatives trading
takes place through the exchange-based markets with standardized contracts, settlements, etc. The
exchange-based markets are essentially derivative markets and are similar to equity derivatives in their
working, that is, everything is standardized and a person can purchase a contract by paying only a
percentage of the contract value. A person can also go short on these exchanges. Moreover, even
though there is a provision for delivery, most contracts are squared-off before expiry and are settled
in cash. As a result, one can see an active participation by people who are not associated with the
commodity. The typical structure of commodity futures markets in India is as follows:

Ministry of Consumer Affairs

FMC

Commodity Exchanges

National Exchanges Regional Exchanges

N

NCDEX MCX NMCE ICEX NBOT Other Regional Exchanges

At present, there are 26 exchanges operating in India and carrying out futures trading activities
in as many as 146 commodity items. As per the recommendation of the FMC, the Government of
India recognized the National Multi Commodity Exchange (NMCE), Ahmadabad; Multi Commodity
Exchange (MCX), National Commodity and Derivative Exchange (NCDEX), Mumbai and Indian
Commodity Exchange ( ICEX) as nation-wide multi-commodity exchanges.

As compared to 59 commodities in January 2005, 94 commodities were traded in December 2006 in
the commodity futures market. These commodities included major agricultural commodities such as
rice, wheat, jute, cotton, coffee, major pulses (such as urad, arahar and chana), edible oilseeds (such
as mustard seed, coconut oil, groundnut oil and sunflower), spices (pepper, chillies, cumin seed and
turmeric), metals (aluminium, tin, nickel and copper), bullion (gold and silver), crude oil, natural gas and
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polymers, among others. Gold accounted for the largest share of trade in terms of value. A temporary
ban was imposed on futures trading in urad and tur dal in January 2007 to ensure orderly market
condifions. An efficient and well-organised commodities futures market is generally acknowledged to
be helpful in price discovery for traded commodities.

3.3.1 Commodity Eco-System

USERS Logistics Companies SUPPORT AGENCIES
armers & Farme <———Storage & Transport Requirement ——— Central & Stat“
Co—operatives Quality Certification Requirement Warehousing

Testing & Certifying Tporaticly

APMC Mandis Companies

Traders — Spot Markets >

State Civil Private Sector

: I Warehousing
.Suppluteiz E:pera" Ly MCX ‘ Companies ‘

Warehouse Receipt System — <— ------cocoeoo- L
l Commodity Information

Lending Agencies

3.3.2 Commodities Traded In India

World-over one will find that a market exits for almost all the commodities known to us. These commodities
can be broadly classified into the following:

Metal Aluminium, Copper, Lead, Nickel, Sponge Iron, Steel Long (Bhavnagar), Steel Long
(Govindgarh), Steel Flat, Tin, Zinc

Bullion Gold, Gold HNI, Gold M, i-gold, Silver, Silver HNI, Silver M

Fiber Cotton L Staple, Cotton M Staple, Cotton S Staple, Cotton Yarn, Kapas

Energy Brent Crude Qil, Crude Qil, Furnace Oil, Natural Gas, M. E. Sour Crude Oill

Spices Cardamom, Jeera, Pepper, Red Chilli, Turmeric

Plantations Arecanut, Cashew Kernel, Coffee (Robusta), Rubber

Pulses Chana, Masur, Yellow Peas

Petrochemicals |HDPE, Polypropylene(PP), PVC

Oil & Oil Seeds |Castor Qil, Castor Seeds, Coconut Cake, Coconut Oil, Cotton Seed, Crude Palm
QOil, Groundnut Oil, Kapasia Khalli, Mustard Oil, Mustard Seed (Jaipur), Mustard
Seed (Sirsa), RBD Palmolein, Refined Soy Qil, Refined Sunflower Qil, Rice Bran DOC,
Rice Bran Refined Oil, Sesame Seed, Soymeal, Soy Bean, Soy Seeds

Cereals Maize

Others Guargum, Guar Seed, Gurchaku, Mentha OIl, Potato (Agra), Potato (Tarkeshwar),
Sugar M-30, Sugar S-30
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3.3.3 Commodities in Which Futures Trading is Being Conducted in India

Fibres and
manufactures

Commodities
—_ Y - iic oiseed
/ \ & oll

Energy
Products

Vegetables

3.3.4 Year Wise Turnover Wise Comparative Analysis

Exchanges 2004 - 05 2005 - 06 2006 - 07 2007 - 08
MCX 165,147 961,633 1,621,803 2,505,206
NCDEX 266,338 1,066,686 944,066 733,479
NMCE 13,988 18,385 101,731 24,072
NBOT 58,463 53,683 57,149 74,582
Others 67,823 54,735 14,591 37,997
All Exchanges 571,759 2,155,122 2,739,340 3,375,336

Total value of trading at the Commodity Exchanges during the fortnight from 1t March 2010 to 15th
March 2010 was ¥ 3,78,758.22 crores. The cumulative value of trades from 1stApril, 2009 upto 15th
March,2010 for the financial year 2009-10 was T 73,50,974.95 crores. The corresponding figures for the
previous year were X 2, 62,813.49 crores and X 49,07,310.41 crores respectively.
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3.3.5 India’s place in World Market

Commodity India World Share Rank
Rice (Paddy) 240 2049 11.71 Third
Wheat 74 599 12.35 Second
Pulses 13 55 23.64 First
Groundnut 6 35 17.14 Second
Rapeseed 6 40 15.00 Third
Sugarcane 315 1278 24.65 Second
Tea 0.75 2.99 25.08 First
Coffee (Green) 0.28 7.28 3.85 Eight
Jute and Jute Fibers 1.74 4.02 43.30 Second
Cotton (Unit) 2.06 18.84 10.09 Third

3.3.6 Indian Exchanges for Commodity Market

The following are the list of exchange and commodities in which futures contracts are traded in India
are as follows

S.NO EXCHANGE COMMODITY
1 India pepper & Spice Trade Association, Kochi Pepper (both domestic and
(IPSTA) international contracts)
2 Vijay Beopar chamber Ltd., Muzaffarnagar Gur
3 Rajdhani oil & oilseed exchange Itd, Delhi Gur, Mustard seed its oil & oilcake
4 Bhatinda Om & oil exchange Ltd, Bhantada Gur
5 The chamber of commerce, Hapur Gur, potatoes and Mustard seed
6 The Meerut Agro Commodity Exchange Itd., Gur
Meerut
7 The Bombay Commodity Exchange Ltd., Bombay |Oilseed complex
8 Rajkot seeds, oil & Bullion Merchants Association, |Castrol seed, Ground nut, its oil & cake,
Rajkot cottonseed its oil &cake, cotton & RBD
Palmolein
9 The Ahmedabad Commodity Exchange, Castrol seed, cottonseed , its oil and
Ahmedabad oilcake
10 |The East India Jute & Hussian Exchange Ltd., Hessian & sacking
Calcutta
11 |The East India cotton Association Ltd., Calcutta Cotton
12 | The Spices & Oilseeds Exchange Ltd, Sangli Turmeric
13 |Kanpur Commodity Exchange Ltd., Kanpur Rapeseed/Mustard seed, its oil and
cake
14 |National Board of trade, Indore Soya seed, Soya oil and Soya meals.
Rapeseed/Mustard seed its oil and
oilcake and RBD Palmolien
15 |The First Commodities Exchange of India Ltd., Copra/Coconut, its oil& oilcake
Kochi
16 |Central India Commerce Exchange Ltd., Gwalior |Gur and Mustard Seed
17 |E-Sugar India Ltd., Mumbai Sugar
18 National Multi—-Commodity Exchange of India Oilseed complex and Rubber, sugar,
Ltd., Ahmedabad Aluminum, nickel, Zinc, Copper, Lead.
tin, pepper, Gram and Sacking

>3.16 | ADVANCED FINANCIAL MANAGEMENT




19 |Coffee Futures Exchange India Ltd.,Bangalore Coffee

20 |Surendranagar Cotton oil & Oilseeds, Cotton, Cotton seed, Kapas
Surendranagar

21 |E-Commodities Ltd., New Delhi Sugar

22 |Bullion Merchants Association, Bikaner Mustard seed its oil & oilcake

23 | Multi Commodity Exchange (MCX), Mumbai Metals & Agri Commodities

24 |National Commodity and Derivation Exchange Metals & Agri Commodities
(NCDEX), Mumbai

25 |National Multi Commodity Exchange (NMCE) Metals & Agri Commodities

26 |Indian Commodity Exchange ( ICEX) Metals & Agri Commodities

3.4 INDIAN COMMODITY MARKET - REGULATORY FRAMEWORK

3.4.1 Need for Regulation

The need for regulation arises on account of the fact that the benefits of futures markets accrue in
competitive conditions. Proper regulation is needed to create competitive conditions. In the absence
of regulation, unscrupulous participants could use these leveraged contracts for manipulating prices.
This could have undesirable influence on the spot prices, thereby affecting interests of society at large.

Regulation is also needed to ensure that the market has appropriate risk management system. In
the absence of such a system, a major default could create a chain reaction. The resultant financial
crisis in a futures market could create systematic risk. Regulation is also needed to ensure fairness and
transparency in trading, clearing, setttement and management of the exchange so as to protect and
promote the interest of various stakeholders, particularly non-member users of the market.

After independence, the Constitution of India brought the subject of “Stock Exchanges and futures
markets” in the Union list. As a result, the responsibility for regulation of commodity futures markets
devolved on Govt. of India. A Bill on forward contracts was referred to an expert committee headed
by Prof. A.D.Shroff and Select Committees of two successive Parliaments and finally in December 1952
Forward Contracts (Regulation) Act, 1952, was enacted. The Act provided for 3-tier regulatory system;

(a) Anassociationrecognized by the Government of India on the recommendation of Forward Markets
Commission,

(b) The Forward Markets Commission (it was set up in September 1953) and

(c) The Central Government.

Forward Contracts (Regulation) Rules were nofified by the Central Government in July,1954.
The Act divides the commodities into 3 categories with reference to extent of regulation, viz.:

(a) The commodities in which futures trading can be organized under the auspices of recognized
association.

(b) The Commodities in which futures trading is prohibited.

(c) Those commodities which have neither been regulated for being traded under the recognized
association nor prohibited are referred as Free Commodities and the association organized in such
free commodities is required to obtain the Certificate of Registration from the Forward Markets
Commission.

3.4.2 Forward Markets Commission (FMC)

Forward Markets Commission (FMC) headquartered at Mumbai, is a regulatory authority which is
overseen by the Ministry of Consumer Affairs, Food and Public Distribution, Govt. of India. Itis a statutory
body set up in 1953 under the Forward Contracts (Regulation) Act, 1952.
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Forward Markets Commission provides regulatory oversight in order to ensure financial integrity (i.e. to
prevent systematic risk of default by one major operator or group of operators), market integrity (i.e.
to ensure that futures prices are truly aligned with the prospective demand and supply conditions)
and to protect and promote interest of customers/ non-members. It prescribes the following regulatory
measures:

1. Limit on net open position as on the close of the trading hours. Some times limit is also imposed on
intra-day net open position. The limit is imposed operator-wise, and in some cases, also member-
wise.

2. Circuit-filters or limit on price fluctuations to allow cooling of market in the event of abrupt upswing
or downswing in prices.

3. Special margin deposit to be collected on outstanding purchases or sales when price moves up
or down sharply above or below the previous day closing price. By making further purchases/sales
relatively costly, the price rise or fall is sobered down. This measure is imposed only on the request
of the exchange.

4.  Circuit breakers or minimum/maximum prices: These are prescribed to prevent futures prices from
falling below as rising above not warranted by prospective supply and demand factors. This measure
is also imposed on the request of the exchanges.

5. Skipping frading in certain derivatives of the contract, closing the market for a specified period and
even closing out the contract: These extreme measures are taken only in emergency situations.

Besides these regulatory measures, the FC(R) Act provides that a client’s position cannot be
appropriated by the member of the exchange, except when a written consent is taken within three
days time. The FMC is persuading increasing number of exchanges to switch over to electronic trading,
clearing and settlement, which is more customer-friendly. The FMC has also prescribed simultaneous
reporting system for the exchanges following open out-cry system. These steps facilitate audit trail and
make it difficult for the members to indulge in malpractices like trading ahead of clients, etc. The FMC
has also mandated all the exchanges following open outcry system to display at a prominent place in
exchange premises, the name, address, telephone number of the officer of the commission who can
be contacted for any grievance. The website of the commission also has a provision for the customers
to make complaint and send comments and suggestions to the FMC. Officers of the FMC have been
instructed to meet the members and clients on a random basis, whenever they visit exchanges, to
ascertain the situation on the ground, instead of merely attending meetings of the board of directors
and holding discussions with the office-bearers.

3.4.3 Forward Market Commission of India

The Forward Markets Commission is a regulatory body for commodity markets in India. The forward
contracts in commodities are regulated as per F.C.( R) Act, 1952 by this body. Inherent objective is
to achieve price stability by means of price discovery and risk management. The Commission also
collects information regarding the trading conditions in respect of goods to which any of provisions
of Actis made applicable. It also advises Central Government regarding recognition of associations.

3.4.4 Functions of Forward market commission of India

(a) To advice the Central Government in respect of the recognition or withdrawal of recognition from
any association. It also advices government about any other matter arising out of the administration
of this act.

(b) Second function of the act includes the task of keeping forward market s under observation and
take necessary actions. The actions taken should be according to powers given to the commission
by the “Forward Contract Regulation Act”.

(c) To collect information regarding the trading conditions in respect of goods (to which any of the
provisions of this Act is made applicable) including information regarding supply, demand and
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prices. And publish information whenever the Commission thinks it necessary, It also performs the

task of submitting to the Central Government periodical reports on the operation of this Act and
on the working of forward markets relating to such goods.

(d) To make recommendations generally with a view to improving the organization and working of
forward markets

(e) Toundertake the inspection of the accounts and other documents of [ any recognized association
or registered association or any member of such association] whenever it considers it necessary.

(f) To perform such specified duties and exercise assigned powers by the “Forward Confract Regulation
Act”.

3.4.5 Powers of Forward market commission

(1) The Commission shall, in the performance of its functions, have all the powers of a civil court under
the Code of Civil Procedure, 1908 (5 of 1908), while trying a suit in respect of the following matters,
namely:

(&) Summoning and enforcing the attendance of any person and examining him on oath.
(b) Requiring the discovery and production of any document.

(c) Receiving evidence on affidavits.

(d) Requisitioning any public record or copy thereof from any office.

(e) Any other matters which may be prescribed.

(2) The Commission shall have the power to require any person, subject to any privilege which may
be claimed by that person under any law for the time being in force, to furnish information on such
points or matters as in the opinion of the Commission may be useful for, or relevant to any matter
under the consideration of the Commission and any person so required shall be deemed to be
legally bound to furnish such information within the meaning of Sec. 176 of the Indian Penal code,
1860 (45 of 1860).

(3) The Commission shall be deemed to be a civil court and when any offence described in Sections.
175,178, 179, 180 or Sec. 228 of the Indian Penal Code, 1860 (45 of 1860), is committed in the view
or presence of the Commission, the Commission may, after recording the facts constituting the
offence and the statement of the accused as provided for in the Code of Criminal Procedure,
1898 (5 of 1898)11[11] forward the case to a Magistrate having jurisdiction to try the same and the
Magistrate to whom any such case is forwarded shall proceed to hear the complaint against the
accused as if the case had been forwarded to him under Section 482 of the said Codel12[12].

(4) Any proceeding before the Commission shall be deemed to be a judicial proceeding within the
meaning of Sections. 193 and 228 of the Indian Penal Code, 1860

3.4.6 Regulatory measures taken by FMC
(1) lllegal contracts
Following are the scenarios, in which the contracts are termed as illegal contracts,

(a) Forward Confracts in the permitted commodities, i.e., commodities nofified under S.15 of the
Forward Contracts (Regulation) Act, 1952, which are entered into other than: (a) between
the members of the recognized Association or (b) through or (c) with any such members.

(b) Forward contractsin prohibited commodities, which are described under section 17 of forward
contract act.

(c) Forward Contracts in the commodities in which such contracts have been prohibited.
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Measures against lllegal Forward Trading

(@) The role of Forward Markets Commission is to communicate the information relating to
offences under the Act to the police authorities and assist such authorities in their work such
as accompanying the police in conducting searches for documents etc.

(b) The offences under the Act are technical in nature and it is difficult fo prove the charges in
accordance with the rules of evidence contained in the Evidence Act. So, the Forward Markets
Commission periodically conducts fraining programs, Seminars, Workshops etc. for the benefit
of Police Officers/ Prosecutors and also Judicial Magistrates First Class/Metropolitan Magistrates.

Rules governing illegal Forward Contracts

(a) Owner of a place which is used for performing illegal forward contracts, with the knowledge
of such owner.

(b) A personwho, without permission of the Central Government, organizes illegal forward contract.

(c) Any person who willfully misrepresents or induces any person to believe that he is a member
of a recognized association or that forward contract can be performed through him.

(d) Any person who is not a member of a recognized association canvasses, advertises or touts
in any business connected with forward contracts in contravention of the Forward Contracts
(Regulation) Act, 1952.

(e) Any person who joins, gathers, or assists in gathering at any place other than the place of
business specified in the bye-laws of the recognized associations for making bids or offers or
for entering into illegal forward contracts.

(H  Any person who makes publishes or circulates any statement or information, which is false and
which he knows to be false, affecting or tending to affect the course of business in forward
contracts in permitted commodities.

3.4.7 Important development and regulatory steps taken by FMC

The Forward Markets Commission is committed towards the development of institutional capability
of the commodity market. The Commission has taken several steps in this direction, which include
sensitizing policy makers and all other co traders improving the efficiency of all the participants in
the marketing chain by organizing awareness programs, workshops, subject specific consultancies,
study tours, lectures, etc., members.

FMC has set itself an ambitious target for reaching out to various market segments and grass roots
level participants. FMC solicits active collaboration with Universities, Educational Institutions and
other organizations desiring to spread awareness about Futures Trading in commodities.

The developmental measures also include the price dissemination among the farmers through
APMC:s (spot market regulators).

3.4.8 The commodities that is suitable for Forward Contract

All the commodities are not suitable for futures trading and for conducting futures trading. For
being suitable for futures trading the market for commodity should be competitive, i.e., there should
be large demand for and supply of the commodity - no individual or group of persons acting in
concert should be in a position to influence the demand or supply, and consequently the price
substantially. There should be fluctuations in price. The market for the commodity should be free
from substantial government control. The commodity should have long shelf-life and be capable
of standardisation and gradation.

With the issue of the Notifications dated 1.4.2003 futures tfrading is not prohibited in any commodity.
Futures trading can be conducted in any commodity subject to the approval /recognition of
the Government of India. 91 commodities are in the regulated list i.e. these commodities have
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been nofified under section 15 of the Forward Contracts (Regulation) Act. Forward frading in
these commodities can be conducted only between, with, or through members of recognized
associations. The commodities other than those listed under Section 15 are conventionally referred to
as ‘Free’ commodities. Forward trading in these commodities can be organized by any association
after obtaining a certificate of Registration from Forward Markets Commission.

3.4.9 Limitations and Future of FMC

This section presents limitations, various issues and challenges present in FMC and what the future
of FMC is going to be.

(1) Limitations of FMC
Following are the limitations of FMCs
(a) Option trading prohibited
(b) Functions as a Government department with limited autonomy with respect to:
() Recognition / de-recognition of exchanges
(i) Regulation of intermediaries
(i) Financial and administrative autonomy.
(c) Market expansion has put heavy pressure on the FMC’s coping capacity
(2) Issues and Challenges
(a) Strengthening of and Autonomy for the Regulator

Currently, the commission is an arm functioning under the Ministry of Consumer Affairs and
it looks after the working of futures exchanges also. Unlike India’s autonomous stock market
regulator, the commodities regulator i.e. Forward Market Commission (FMC), is controlled by
the Consumer Affairs Ministry and needs to seek government permission for many decisions.
As per the latest news, the Forward Market Commission will be given autonomy through an
ordinance to strengthen the legal and regulatory framework with stiffer punishment for violators
and stringent provisions for preventing misuse of insider information. According to FMC chairman
B C Khatua, strengthening the regulator would likely enable banks and financial institutions to
enter commodities bourses and deepen trading. The changes would also help the introduction
of options trading in commodities. The strength of the FMC would be raised from the present
four members to nine, including a Chairman and upto three whole-time members.

(b) Increasing the breadth and depth of the market

For increasing breadth and depth of market, there is necessity of participation of farmers/
aggregators and other hedgers as well as participation of banks and mutual funds.

(c) Improving the Governance of Exchanges and Intermediaries

Possible way to improve this can be stricter enforcement of legal and regulatory provisions
and improvement in competencies and transparency.

(d) Standardisation of contract designs and quality parameters across the market

There is a need for standardization of contract designs and quality control parameters are to
be fixed across the market to maintain uniformity.

(e) Removal of interstate tariff and non-tariff barriers -Market integration

For market integration, there is a need for revisiting the tariffs — inter-state as well as the non-
tariff barriers, which are divergently in existence at different states in India. There is a need for
rationalization to facilitate the participants and allow seamless flow of fransactions.
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(f) Capacity Building: FMC, Exchanges, Warehouses

Imbibing quality improvement in services through building of qualitative infrastructure for
increasing the capacity of an organization which would facilitate working together with the
stakeholders.

(9) R & D in Commodity market governance and structural issues

Research and Development activities in commodity market shall strengthen the quality of
services, improve the degree of transparency. Expansion of markets, innovations are possible
through R&D in this economic spectrum.

(h) Sensitizations of policy makers / opinion makers with respect to the benefits of the commodity
futures market

Increasing financial literacy, propagating the benefits of commodity futures market amongst
the stakeholders/participants is one of the major objective which will facilitate to sensitize the
policy makers/ opinion makers.

(3) Way Forward
The followings are under implementation:
(@) Amendment of Forward Contracts (Regulation) Act, 1952.
(b) A progressive FDI policy for the Commodity Exchanges.

(c) Greater and urgent action on governance issues including storage, quality and delivery related
issues.

(d) Dissemination of commodity prices (futures and spot) through ticker boards. (Provision of¥ 100
million in 2007-08.)

(e) A massive awareness campaign among the stake holders including farmers.
(f) Programs for capacity building across the value chain. - 25 mn budgeted
(g) Efforts are on to promote Aggregators for direct participation of the farmers in the market.

(h) Hope to see a well regulated, strong, efficient and transparent commodity futures market in
India in 2 to 3 years time.

3.5 INDIAN ECONOMY AND ROLE OF AGRICULTURAL COMMODITY

3.5.1 Introduction

It is well-known that commodities are the foundation of the economies of most developing countries
by way of providing food, creating income-generating opportunities and export earnings to the
people directly involved in agricultural activities. Like others, Indian commodity sector has also been
experiencing tremendous surge towards a more sophisticated structure during the last decade. Being
a key sector, occupying almost 17% share (at constant price of 2004-05) of India’s Gross Domestic
Product (GDP) during 2009-10, Agriculture and Allied sectors plays a very important role in the Indian
economy. Therefore, unlike of other countries all over the world where the share of that specific sector
in their respective GDP is quite marginal (except in some Asian countries like Pakistan, Bangladesh, Sri
Lanka, Indonesia, China, Thailand, Malaysia, etc.), the growth of agriculture and allied sector has a
significant role in the overall growth of Indian economy. In most of the agriculture driven economy,
it has been commonly observed that the agricultural policy (s) made by the Government tends to
protect and promote the agriculture sector through different procurement and administered price
mechanism. At the same time, in view of reduced direct support to agriculture under the Agreement
on Agriculture with the World Trade Organization (WTO), there is a tremendous policy shift towards the
market oriented approach. Historically, the Government intervention is found at every stage of the
marketing of major agricultural products. These includes, setting Minimum Support Prices for selected
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and international frading of these commodities, etc. But Government intervention has significantly
declined after the initiation of liberalization and economic reforms since 1991.The impact of agricultural
commodity is of great importance in the stabilization of Indian economy, as reflected through the
share of primary articles, especially the food articles in derivation of the price indices (WPl and CPI) in
India. The current weight of primary articles in 2004-05 series of WPI in India is 20.11815%, out of which
the weight of Food and Non-Food articles are respectively 14.33709% and 4.25756%. On the other hand
the weight of Food and Beverages in CPlin India is currently fixed at 47.13%. These facts clearly indicate
the necessity of significant growth and stability of agricultural sector to foster the overall growth of
Indian economy.

3.5.2 Derivatives and its Role in Commodity Market

Given the standing International Commodity Agreement, a regular attempts are made worldwide to
establish the necessity of managing the risk of agricultural market, rather the market itself. It has been
clearly observed how the policy of market intervention and stabilization of agricultural commodity
market have shifted towards policies that emphasized on the management of the concerned risk
through market-based instruments. Prices of agricultural commodities are determined increasingly
by market forces of demand and supply. Hence fluctuation in demand and supply of agricultural
commodities is expected to result in high price risk for agri-business. Various studies such as Varangis
(2002), Morgan(2000) have strongly indicated that due to the radical transformation of commodity
market policies in most of the Less Developing Countries (LDCs) from its original interventionist roots to
market-based approaches would be able to successfully deal with commodity price risk and will bring
the necessary market stability.

Application of several market-based instruments to deal with the commodity price risk basically focuses
on the introduction of derivatives viz. futures and options contract on several commodities. In other
words, it is widely proposed to setup an efficient derivative market for commodities to strengthen the
agricultural market. It is internationally appreciated that if the derivative markets function adequately,
some of the important policy goals regarding price volatility of agricultural commodities can be
addressed in a market oriented manner. The basic need to trade in commodity derivatives in general
and commodity futures in particular arises essentially to get the necessary support from any variation
in the commodity prices. This is nothing but what we call Hedging. Hedging can be represented as just
taking a required amount of counter position (Buy or Sell) in a standardized futures contract against
the corresponding position (Sell or Buy) of the related underlying commodity. This counter positions in
the futures contract help to offset the loss expected to incur from the adverse price movements of the
underlying commodities. Therefore it is very important to develop futures and other forms of derivative
frading in all commodities those are vulnerable to large and erratic price fluctuations. The growth in the
production of principal cropsin India over the last two decades, supports the requirement of such futures
contract to facilitate the necessary growth in agricultural sector in India. Commodity futures also help
to discover the future prices of underlying commodities. This anticipation of commodity prices as on
some future dates makes the underlying market more strong and vibrant. Therefore, commodity futures
market is expected to have a built-in mechanism for stabilizing commodity prices which are otherwise
prone to fluctuate in response to any swing in the demand and supply forces. But af the same time it
is also important to ensure that the commodity futures market is free from any manipulations, which
otherwise lead to price distortion and resist the market from performing an effective price discovery
function.

Even if it was generally felt that the initiation of derivatives trading on commodities will successfully
achieve its primary goal of managing the price volatility observed in the commodity market, especially
after the withdrawal of regulators’ intervention on agricultural commodities, the role actually played by
such market-based instruments in different LDCs has come under a severe doubts among the market
players.
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3.5.3 Evidences of Price Discovery and Spot Price Volatility in the Indian Commodities Market

India has passed through a tumultuous period and researchers have tried to examine the various
aspects related to future market efficiency. The findings of empirical studies undertaken on different
India has passed through a tumultuous period and researchers have tried to examine the various
commodities after the commencement of organized futures trading are presented in the section
below.

3.5.4 Types of Commodities:
Broadly speaking commodities can be divided in two categories: Soft and Hard.

Soft commodities are typically grown. Corn, wheat, soybean, Soybean oil, sugar are all examples of
“soft” commodities. Many soft commodities are subject to spoilage, which can create huge volatility in
the short term. Weather plays a huge role in the softs market, which makes predicting supply especially
difficult.

On the other “Hard” commodities are typically mined from the ground or taken from other natural
resources: gold, oil, aluminum. In many cases, initial products are refined into further commodities, as
oilisrefined into gasoline. Because “hard” commodities are easier to handle than “softs,” and because
they are more integrated into the industrial process, most investors focus on these products.

A. Agriculture commodities:

Agriculture provides the principal means of livelihood for over 58.4% of India’s population. It contributes
approximately one-fifth of total gross domestic product (GDP). Agriculture accounts for about 10 per
cent of the total export earnings and provides raw material to a large number of industries. Being
the third largest land mass in world it is number top producer of many agriculture commodities. And
yet Indian agriculture has one of the lowest yields in most commodities, nearly 55.7% of area sown is
dependent on rainfall. Clearly while there are challenges there are huge potentials as well.

(i) Wheat

Wheat is the second largest cereal grain consumed on earth and the consumption is expected to
increase from 680 million tons in 2009-10 to 775 million tons in 2020. Within the country government
intervenes in the normal market functioning to stabilize the prices and supply. Wheat futures were
studied from 2004 to 2006 (Raizada & Sahi, 2006) for examining the price discovery and results indicated
that they are even in weak form inefficient and did not aid in price discovery. Rather, information
assimilation was faster in spot market. It was also observed that growth in wheat futures volume had
a significant impact on volatility. Sahi G.S. in another study again confirmed the significant impact
on spot price volatility of increase in wheat futures trading volume & open interest. Ghosh (2010)
using the wheat data from 2009-10 also found that futures prices did not serve as reference price for
fransacting contracts in physical market. The volume of futures frading was too low to influence the
spot market prices. However, in the period of 2004-07 Mukherjee (2010) used Vector Auto regression
technique on spot & futures prices and found evidence of futures market leading spot market. The
result of GARCH (1,1) showed no volatility interdependence in the two wheat markets. The Findings
of the study by Lokare S.M.(2007) for the period 2003-04 gave evidence of higher volatility of wheat
futures prices compared to spot prices. Therefore, studies on wheat have given mixed results as to the
effectiveness of futures trading which may be because wheat being an essential food item has been
facing government intervention to maintain price and supply stability.

(ii) Pepper

Indian pepper is traded at a premium in international markets owing to its superior quality. In case of
pepper, futures market was found to be leading the spot market with bidirectional volatility spillover
in both markets (Mukherjee, 2010). Even Lokare S.M.(2007) examined that pepper futures market was
efficient. But in the research by Gurbandini, 2010 pepper future contracts were not fairly priced giving
rise to arbitrage opportunities. In a very recent study by Dey K., 2011 on pepper spot & future prices
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from 2006 to 2010, it was observed that there was unidirectional causality from futures to spot market.

Also, positive shocks generated steeper movement on logarithmic conditional variance of spot and
future return series as compared to negative shocks.

(iii) Chana

India is the largest producer of chana (chickpea) followed by Pakistan. A Chana future trading was
examined by Abhijit Sen Committee, 2008 to review the spot price increase in 2006-07. The committee
observed that no major change in spot price volatility was observed after introduction of futures
trading. Low production in 2005-06 could have driven up the prices. In a study on price discovery,
futures prices led spot prices of chana and there was no evidence of volatility spillover in the two
markets (Mukherjee, 2010). Research by Gurbandini, 2010 showed that closing spot prices of chana
for the previous day had no impact on the opening future price of the subsequent day. Also, futures
contracts were overpriced on 85% of the trading days observed.

(iv) Castor Seed

India is the biggest exporter of castor oil holding about 70% share of the International trade. Castor oil
is the largest vegetable oil exported out of India. Castor seed market of Mumbai and Ahmadabad
from 1986 to 1999 was studied by Karande (2007) giving evidence of futures market performing the
price discovery function for all contracts except those where the trading volume was too less. Spot
price volatility did increase after the introduction of futures trading but it stabilized later indicating that
infroduction of futures aided in information assimilation and had a beneficial impact on spot market
volatility. However Mukherjee (2010) found no lead lag relation and volatility interdependence in spot
& future prices.

(v) Soya Oil

Refined soya oil is one of the main consuming edible oil in India and is the leading vegetable oil fraded
in the international market. Soya Oil futures led the spot market but there was no volatility spillover from
futures to spot market (Mukherjee, 2010). Refined Soya Oil contracts were underpriced for 74% of the
observed trading days ( Gurbandini, 2010)

(vi) Chilli

Indiais the largest producer & exporter of chilliwith domestic demand from the spice producing industry
increasing at a fast rate. Also, globally Indian chillies are of superior quality. Though futures market was
found perform the function of price discovery but volatility spillover was also observed from futures to
spot market (Mukherjee, 2010)

(vii) Jeera

Jeera (Cumin Seed) contract is highly liquid and so is useful for hedgers & speculators as well. In case
of Jeera spot markets were leading the futures market. Also there was volatility spillover from futures to
spot market (Mukherjee, 2010)

(viii) Mentha Oil

Demand of Mentha Oil comes from the food and cosmetic industry and India plays a significant role in
the world mentha oil market being the largest producer and exporter of the commodity. In mentha oll
market, futures market was leading the spot market with bi directional volatility spillover in both markets
(Mukherjee, 2010)

(ix) Mustard Seed

Being an important source of edible oil and feed meal to the country, mustard seed (RM seed) is
the focus of Indian Oilseed Industry. There is considerable price volatility in the physical and futures
RM Seed market. Exchange traded RM seed futures are ideal for the price risk management needs
of producers, traders, processors and end users. Spot prices of mustarsdeed were leading the future
prices with no volatility interdependence (Mukherjee, 2010)
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(X) Cotton

India is one of the largest producer & consumers of cotton and in 2010-11 it was the world’s second
largest exporter. Cotton futures were examined from 2003 to 2004 by Lokare(2007). Futures prices
exhibited higher volatility than spot prices with indications of speculation in many contracts. However,
long run co-integration integration was established in both markets.

(xi) Rubber

World NaturalRubber (NR) production hasincreased by 43%in the lastdecade whereasthe consumption
has gone up by 47%. Rubber futures prices variability was higher than that of spot prices reflecting
excessive speculation Lokare (2007). lyer V.,Pillai A (2010) empirically testing the rubber futures contract
examined that rubber futures contract were not useful for hedging as the information convergence
we expiration week.

B. Non - Agriculture commodities:

While Nonagricultural commodities can include everything that is not agriculture, the derivative
segment has evolved in Industrial Metals, Energy and Precious Metals.

India has huge deposits of natural resources in form of minerals like copper, iron ore, bauxite, and gold.
Even on demand front India is one the major consumer of industrial metals and largest consumer of
Gold. India is one of the few high growth economies. With growing focus on infrastructure the demand
for these metals will continue to rise. India’s energy consumption has been increasing at one of the
fastest rates in the world due to population growth and economic development.

(a) Precious Metals

A precious metal is a rare, naturally occurring metal of high economic value. The best-known precious
metals are gold and silver. Other precious metals include the platinum group metals: ruthenium,
rhodium, palladium, osmium, iridium, and platinum. The demand for precious metals is driven not only
by their practical use but also by their role as investments and a store of value.

Gold is known for its role of an alternative asset in case of economic or political uncertainty. India being
the biggest gold consumer also plays a key role in gold market. Silver is the cheapest precious metal
but has close correlation with gold and rightly called poor man’s gold. Platihum group metals are
mostly used for industrial purposes.

Gold and silver are few of the highly liquid commodities on Indian and global commodity exchanges.
Physical market for these metals is equally developed.

() Gold

Gold futures trading has given India second ranking in the world . Srinivasan K., Deo M. (2009) examined
Gold trading for 2005-08 and found unidirectional causality from spot to futures market with spot
market acting as the centre for price discovery. However, in another study, due to sufficient frading
volume, futures market was the centre of price discovery and the information convergence was
instantaneous in the expiry week. Therefore, it is a useful hedging instrument (lyer V.,Pillai A 2010). Study
by Chaihetphon P., Pavabutr P.(2010) on Gold Standard and Mini contracts from 2003-07 found futures
market to be efficient. Gold Mini contfracts (100 grams) confributed to over 30% of price discovery
though they accounted for only 2% of trading value on MCX. Therefore, findings on Gold market have
been consistent.

(i) Silver

India’s number one metal in terms of futures trading volume, silver is a much sought after metal for
being both a precious metal and industrial commodity. Silver futures contract was a useful for hedging
as price discovery was taking place in the futures market (lyer V.,Pillai A 2010)
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(b) Base Metals Complex:

Base metal complex is alternatively known as Non-Ferrous complex and includes metals like - Copper,
Aluminium, Lead, Nickel and Zinc. They are used extensively in industrial applications. Availability is
region specific while the usage is worldwide. As a result the price discovery is global. This complex has
attracted the attention of the investment community giving different dimension to their importance.
London Metal Exchange (LME) is considered to be benchmark for base metals pricing.

(i) Copper

For copper futures also India enjoys second rank in the world trading of commodity futures. After steel
and aluminum, copper stands third in terms of world consumption. Copper futures market was found
to be efficient and helped in price discovery (lyer V. Pillai A 2010).

(i)  Aluminium
Aluminium is also one of the highest traded commodities on Indian commodity bourses. MCX Aluminium

price can be used as reference for Indian traders. As the commodities market grows and per-capita
income rises, demand for industrial metals will remain higher.

(iii) Nickel

China is the top producer and consumer of Nickel followed by Japan and US. India is eighth largest
consumer of Nickel. With growing urbanization and industrialization in both China and India, the
demand is expected fo rise even further. The developing counfries are investing significant amounts
in infrastructure sector boosting demand for Nickel. Also growing stainless steel industry is expected to
keep demand for the metal higher. MCX Nickel price can be used as reference for Indian traders. As

the commodities market grows and per-capita income rises, demand for industrial metals will remain
higher.

(iv) Zinc

The diverse uses of Zinc make the metal significant for the progress of Steel, tfransport, and construction
industry. China is the top producer and consumer of Zinc. India is fourth largest consumer of Zinc after
US and South Korea. With growing urbanization and industrialization in both China and India, the
demand is expected to rise even further. The developing countries are investing significant amounts
in infrastructure sector boosting demand for Zinc. Also growing automobile industry is expected to
keep demand for the metal higher. MCX Zinc price can be used as reference for Indian traders. As
the commodities market grows and per-capita income rises, demand for industrial metals will remain
higher.

(c) Energy

Energy sources can be divided into two major groups- renewable (an energy source that can be easily
replenished) and nonrenewable (an energy source that we are using up and cannot recreate). We
get most of our energy from nonrenewable energy sources, which include the fossil fuels - crude oll,
natural gas, and coal.

Crude oil is a vital source of energy for the world and will likely remain so for many decades to come. It
is used to produce fuel for transportation, for power generation and to produce many other industrial
fuels. Most countries are significantly affected by developments in the oil market, either as producers,
consumers, or both. India being a growing economy and a major consumer plays an important role in
crude oil market.

Natural gas is also used for transportation, electricity generation or residential/industrial heating but is
a much cleaner source of energy than oil or gas. Natural gas is gaining a significant share in India’s
energy mix to reduce dependence on oil and coal.

Crude oll is one of the most liquid commodities on domestic and international exchange.
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(i) Crude Ol

India is world’s 4th largest crude oil consumer with consumption at 3.1 million barrels per day. India
imports almost 70% of its total consumption. Crude oil is the biggest component of India’s import basket
and its price affects overall economy. Rapid economic development is expected to further increase its
consumption. Indian commodity marketis growing and crude oil is one of the most traded commodities
on domestic bourses.

(i) Natural Gas

As Indian industry develops, natural gas demand is on the rise, rapidly exceeding its supply. To curb the
growing pollution in metropolitan cities, the Government of India encourages the use of automobiles
powered with compressed natural gas (CNG). Natural gas price in India is lower than that of crude oil,
making it an attractive investment. Not only is India’s GDP growing at a rapid rate but its commodities
market is also large and flourishing.

All these factors have contributed to increased natural gas trading in India, making it a lucrative
commodity to add to one’s investment portfolio.

3.6 UNRESOLVED ISSUES AND FUTURE PROSPECTS

3.6.1 Unresolved Issues

Even though the commodity derivatives market has made good progress in the last few years, the real
issues facing the future of the market have not been resolved. Agreed, the number of commodities
allowed for derivative trading have increased, the volume and the value of business has zoomed, but
the objectives of setting up commodity derivative exchanges may not be achieved and the growth
rates witnessed may not be sustainable unless these real issues are sorted out as soon as possible. Some
of the main unresolved issues are discussed below.

(a) Commodity Options: Trading in commodity options contracts has been banned since 1952. The
market for commodity derivatives cannot be called complete without the presence of thisimportant
derivative. Both futures and options are necessary for the healthy growth of the market. While
futures contracts help a participant (say a farmer) to hedge against downside price movements,
it does not allow him to reap the benefits of an increase in prices. No doubt there is an immediate
need to bring about the necessary legal and regulatory changes to introduce commaodity options
trading in the country. The matter is said to be under the active consideration of the government
and the options trading may be introduced in the near future.

(b) The Warehousing and Standardization: For commodity derivatives market to work efficiently, it is
necessary to have a sophisticated, cost-effective, reliable convenient warehousing system in the
country. The Habibullah (2003) task force admitted, “A sophisticated warehousing industry has
yet to come about”. Further, independent labs or quality testing centers should be set up in each
region to certify the quality, grade and quantity of commodities so that they are appropriately
standardized and there are no shocks waiting for the ultimate buyer who takes the physical delivery.
Warehouses also need to be conveniently located. Central Warehousing Corporation of India (CWC:
www.fieo.com) is operatfing 500 Warehouses across the country with a storage capacity of 10.4
million tonnes. This is obviously not adequate for a vast country. To resolve the problem, a Gramin
Bhandaran Yojana (Rural Warehousing Plan) has been introduced to construct new and expand
the existing rural godowns. Large scale privatization of state warehouses is also being examined.

(c) Cash versus Physical Settlement: It is probably due to the inefficiencies in the present warehousing
system that only about 1% to 5% of the total commodity derivatives trade in the country are settled
in physical delivery. Therefore the warehousing problem obviously has to be handled on a war
footing, as a good delivery system is the backbone of any commodity frade. A particularly difficult
problem in cash settlement of commodity derivative contracts is that at present, under the Forward
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Contracts (Regulation) Act 1952, cash settlement of outstanding contracts at maturity is not allowed.
In other words, all outstanding contracts at maturity should be settled in physical delivery. To avoid
this, participants square off their positions before maturity. So, in practice, most contracts are settled
in cash but before maturity. There is a need to modify the law to bring it closer to the widespread
practice and save the participants from unnecessary hassles.

(d) The Regulator: As the market activity pick-up and the volumes rise, the market wil definitely need
a strong and independent regular, similar to the Securities and Exchange Board of India (SEBI) that
regulates the securities markets. Unlike SEBI which is an independent body, the Forwards Markets
Commission (FMC) is under the Department of Consumer Affairs (Ministry of Consumer Affairs, Food
and Pubilic Distribution) and depends on it for funds. It is imperative that the Government should
grant more powers to the FMC to ensure an orderly development of the commodity markets. The
SEBI and FMC also need to work closely with each other due to the inter-relationship between the
two markets.

(e) Lack of Economy of Scale: There are too many (4 national level and 26 regional) commodity
exchanges. Though over 80 commodities are allowed for derivatives trading, in practice derivatives
are popular for only a few commodities. Again, most of the trade takes place only on a few
exchanges. All this splits volumes and makes some exchanges unviable. This problem can possibly
be addressed by consolidating some exchanges. Also, the question of convergence of securities
and commodities derivatives markets has been debated for a long time now. The Government
of India has announced its intention to integrate the two markets. It is felt that convergence of
these derivative markets would bring in economies of scale and scope without having to duplicate
the efforts, thereby giving a boost to the growth of commodity derivatives market. It would also
help in resolving some of the issues concerning regulation of the derivative markets. However, this
would necessitate complete coordination among various regulating authorities such as Reserve
Bank of India, Forward Markets commission, the Securities and Exchange Board of India, and the
Department of Company affairs etc.

(f) Taxand Legal bottlenecks: There are at present restrictions on the movement of certain goods from
one state to another. These need to be removed so that a truly national market could develop for
commodities and derivatives. Also, regulatory changes are required to bring about uniformity in
octroi and sales taxes etc. VAT has been introduced in the country in 2005, but has not yet been
uniformly implemented by all states.

India is one of the top producers of a large number of commodities, and also has a long history of
trading in commodities and related derivatives. The commodities derivatives market has seen ups
and downs, but seem to have finally arrived now. There is a great need and vast scope of commodity
derivative market in India provided the mistakes of the past are not repeated and the Government
promptly addresses the serious problems facing the market. Among issues that need immediate
resolution are those related to introduction commodity options, warehousing, cash settlement at
maturity and standardization.

3.6.2 Future Prospects

With the gradual withdrawal of the Govt. from various sectors in the post liberalization era, the need
has been left that various operators in the commodities market be provided with a mechanism to
hedge and transfer their risk. India’s obligation under WTO to open agriculture sector to world trade
require future trade in a wide variety of primary commodities and their product to enable divers market
functionaries to cope with the price volatility prevailing n the world markets.

Following are some of applications, which can utilize the power of the commodity market and
create a win-win situation for all the involved parties:-
e Regulatory approval/permission to FII'S to trading in the commodity market.

e Active Involvement of mutual fund industry of India.
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e Permission to Banks for acting as Aggregators and traders.

e Active involvement of small Regional stock exchanges.

e Newer Avenues for trading in Foreign Derivatives Exchanges.

e Convergence of variance market.

e Amendment of the commodities Act and Implementers of VAT.

e Introduction of option contract.

3.7 CONTRACT SPECIFICATIONS (For Tutorial Reference only)

Confract specifications mean principal frading terms (spread, lot size, initial margin size, margin for the
locked positions etc.) for each instrument.

All exchange tfraded futures and opftions have standard contract specifications. With contract
specifications, all market participants can frade the contracts with confidence as they know what
the contract price represents in terms of the underlying physical grade, the delivery locations and
the delivery period. Knowing these factors makes it possible for both the buyer and the seller to
negotiate the contract price.

MCX
METAL & ENERGY

Trade with Trust

Annexure 1
Coniract Specifications of Gold

Symbol GOLD

Description GOLDMMMYY

Contract Listing Contracts are available as per the Contract Launch Calendar.

Contract Start Day 16" day of contract launch month. If 16" day is a holiday then the
following working day.

Last Trading Day 5t day of contract expiry month. If 5" day is a holiday then preceding
working day.

Trading

Trading Period Mondays through Saturdays

Trading Session Mondays to Friday: 10.00 a.m. to 11.30 p.m.
Saturday: 10.00 a.m. to 2.00 p.m.

Trading Unit 1kg

Quotation/ Base Value 10 grams

Price Quote Ex-Ahmedabad (inclusive of all taxes and levies relating to import duty,
customs but excluding sales tax and VAT, any other additional tax or
surcharge on sales tax, local taxes and octroi)

Maximum Order Size 10 kg

Tick Size (Minimum Price Re. 1 per 10 grams

Movement)
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Daily Price Limit The base price limit will be 3%. Whenever the base daily price limit is
breached, the relaxation will be allowed upto 6% without any cooling
off period in the trade. In case the dalily price limit of 6% is also breached,
then after a cooling off period of 15 minutes, the daily price limit will be
relaxed upto 9%

In case price movement in international markets is more than the
maximum daily price limit (currently 9%), the same may be further
relaxed in steps of 3% beyond the maximum permitted limit, and inform
the Commission immediately.

Initial Margin Minimum 4 % or based on SPAN whichever is higher

Additional and/ or Special | In case of additional volatility, an additional margin (on both buy &

Margin sell side) and/ or special margin (on either buy or sell side) at such
percentage, as deemed fit; will be imposed in respect of all outstanding
positions.

Maximum Allowable Open | For individual client: 2.5 MT for all Gold contracts combined together

Position For a member collectively for all clients: 12.5 MT or 15% of the market
wide open position whichever is higher, for all Gold contracts combined
together.

Delivery

Delivery Unit 1lkg

Delivery Period Margin 25% of the value of the open position during the delivery period

Delivery Centre(s) Ahmedabad and Mumbai at designated Clearing House facilities at

these centers and at additional delivery centers at Chennai, New Delhi
and Hyderabad (for procedure please refer circular no. MCX/198/2005).

Quality Specifications 995 purity

It should be serially numbered Gold bars supplied by LBMA approved
suppliers or other suppliers as may be approved by MCX to be submitted
along with supplier’'s quality certificate.

If the Seller offers delivery of | Seller will get a proportionate premium and sale proceeds will be
999 purity calculated in the manner of Rate of delivery* 999/ 995 If the quality is
less than 995, it is rejected.

Due Date Rate DDR is calculated on the expiry day of the contract. This is calculated
by way of taking simple average of last 3 days spot market prices of
Ahmedabad.

Delivery Logic Compulsory

Note: We have demonsirated the Contract Specification for *Gold — Annexure1” only. Others are not
demonstrated as they are relevant for practical aapplication.

3.8 INSTRUMENTS AVAILABLE FOR TRADING

In recent years, derivatives have become increasingly popular due to their applications for hedging,
speculation and arbitrage.

While futures and options are now actively traded on many exchanges, forward contracts are popular
on the OTC market.

While at the moment only commodity futures trade on the NCDEX, eventually, as the market grows, we
also have commodity options being traded.
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3.8.1 Forward Contracts
A forward contract is an agreement to buy or sell an asset on a specified date for a specified price.

One of the parties to the contract assumes a long position and agrees to buy the underlying asset on a
certain specified future date for a certain specified price. The other party assumes a short position and
agrees to sell the asset on the same date for the same price. Other contract details like delivery date,
price and quantity are negotiated bilaterally by the parties to the contract. The forward contracts are
normally traded outside the exchanges.

The salient features of forward contracts are:
e They are bilateral contracts and hence exposed to counter-party risk.

e Each contract is custom designed, and hence is unique in terms of contract size, expiration date
and the asset type and quality.

e The contract price is generally not available in public domain.
e On the expiration date, the contract has to be settled by delivery of the asset.

e Ifthe party wishes to reverse the contract, it has to compulsorily go to the same counterparty, which
often results in high prices being charged.

However forward contracts in certain markets have become much standardized, as in the case of
foreign exchange, thereby reducing transaction costs and increasing transactions volume. This process
of standardization reaches its limit in the organized futures market.

3.8.2 Futures Market

Futures markets were designed to solve the problems that exist in forward markets. A futures contract
is an agreement between two parties to buy or sell an asset at a certain time in the future at a certain
price. But unlike forward contracts, the futures contracts are standardized and exchange traded.
To facilitate liquidity in the futures contracts, the exchange species certain standard features of
the contract. It is a standardized contract with standard underlying instrument, a standard quantity
and quallity of the underlying instrument that can be delivered, (or which can be used for reference
purposes in settlement) and a standard timing of such settlement. A futures contract may be offset prior
to maturity by entering into an equal and opposite transaction. More than 99% of futures transactions
are offset this way.

The standardized items in a futures contract are:

Quantity of the underlying

Quality of the underlying

The date and the month of delivery

The units of price quotation and minimum price change

Location of settlement

Spot price: The price at which an asset trades in the spot market.

Futures price: The price at which the futures contract trades in the futures market.
Margin Requirements

(i) Initial Margin

The amount that must be deposited in the margin account at the time a futures contract is first entered
into is known as initial margin.

Initial margin based on “Value at Risk” Model (VaR) to estimate worst loss that can happen for a
tfime horizon 99% confidence level SPAN® is the system used for margin calculation. Volatility is one of
the inputs to the SPAN calculations EWMA/ J.P. Morgan Risk Metrics methodology for calculation of
volatility will be adopted. Similar procedure is followed in most international exchanges like CBOT, CME,
NYMEX, NYBOT, TOCOM, LME, LIFFE.
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(i) Marking- to- market Margin
In the futures market, at the end of each trading day, the margin account is adjusted to reflect the
investor’s gain or loss depending upon the futures closing price. This is called marking-to-market.

All open positions will be marked-to-market at the daily settlement price at the end of the day Client
has to bring mark-to-market (MTM) margin to be through funds transfer the next day.
(iii) Maintenance margin

This is somewhat lower than the initial margin. This is set to ensure that the balance in the margin
account never becomes negative. If the balance in the margin account falls below the maintenance
margin, the investor receives a margin call and is expected to top up the margin account to the initial
margin level before trading commences on the next day.

3.8.3 Options

Options are fundamentally different from forward and futures contracts. An option gives the holder of
the option the right to do something. The holder does not have to exercise this right. In contrast, in a
forward or futures contract, the two parties have committed themselves to doing something.

Whereas it costs nothing (except margin requirements) to enter into a futures contract, the purchase
of an option requires an up-front payment.

There are two basic types of options, call options and put options.

Call option: A call option gives the holder the right but not the obligation to buy an asset by a certain
date for a certain price.

Put option: A put option gives the holder the right but not the obligation to sell an asset by a certain
date for a certain price.

3.8.4 Comparative Analysis of Commodity And Equity Markets

Factors Commodity Markets Equity Markets

Percentage Gold gives 10-15 %returns on the Returns in the range of 15-20 % on annual
Returns conservative Basis basis.

Initial Margins Lower in the range of 4-5-6% Higher in the range of 25-40%

Arbitrage Exists on 1-2 month contracts. There Significant Arbitrage Opportunities exists.
Opportunities is a small difference in prices, but

in case of commodities, which it
is in large tonnage makes a huge

difference.
Price Movements |Price movements are purely based on|Prices movements based on the
the supply and demand. expectation of future performance.
Price Changes Price changes are due to policy Price changes can also be due

changes, changes in tariff and duties. |to Corporate actions, Dividend
announcements, Bonus shares / Stock

splits.

Future Predictability of future pricesis notin |Predictability of futures performance is
Predictability the control due to factors like Failure |reasonably high, which is supplemented

of Monsoon and Formation of El-ninos | by the History of management

at Pacific. performance.
Volatility Lower Volatility Higher Volatility
Securities Securities Transaction Act is not Securities Transaction Act is applicable to
Transaction Act |applicable to commodity futures equity markets trading.

Application trading.
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3.9 PARTICIPANTS OF COMMODITY MARKET

Participants who trade in the derivatives market can be classified under the following three broad
categories:

e Hedgers
e Speculators
e Arbitragers

(1) Hedgers

A Hedger can be Farmers, manufacturers, importers and exporter. A hedger buys or sells in the futures
market to secure the future price of a commodity intended to be sold at a later date in the cash
market. This helps protect against price risks.

The holders of the long position in futures contracts (buyers of the commodity), are trying to secure as
low a price as possible. The short holders of the contract (sellers of the commodity) will want to secure
as high a price as possible. The commodity contract, however, provides a definite price certainty for
both parties, which reduces the risks associated with price volatility. By means of futures contracts,
Hedging can also be used as a means to lock in an acceptable price margin between the cost of the
raw material and the retail cost of the final product sold.

Someone going long in a securities future contract now can hedge against rising equity prices in three
months. If at the time of the contract’s expiration the equity price has risen, the investor’s contract can
be closed out at the higher price. The opposite could happen as well: a hedger could go short in a
contract today to hedge against declining stock prices in the future.

(2) Speculators

Other commodity market participants, however, do not aim to minimize risk but rather o benefit from
the inherently risky nature of the commodity market. These are the speculators, and they aim to profit
from the very price change that hedgers are protecting themselves against. A hedger would want to
minimize their risk no matter what they’re investing in, while speculators want to increase their risk and
therefore maximize their profits. In the commodity market, a speculator buying a confract low in order
to sell high in the future would most likely be buying that contract from a hedger selling a contract low
in anticipation of declining prices in the future.

Unlike the hedger, the speculator does not actually seek to own the commodity in question. Rather, he
or she will enter the market seeking profits by off-setting rising and declining prices through the buying
and selling of contracts.

Long Short
Hedger Secure a price now to protect|Secure a price now to protect
against future rising prices against future declining prices
Speculator Secure a price now in anticipation | Secure a price nhow in anticipation
of rising prices of declining prices

(3) Arbitragers

A central idea in modern economics is the law of one price. This states that in a competitive market, if
two assets are equivalent from the point of view of risk and return, they should sell at the same price. If
the price of the same asset is different in two markets, there will be operators who will buy in the market
where the asset sells cheap and sell in the market where it is costly. This activity termed as arbitrage,
involves the simultaneous purchase and sale of the same or essentially similar security in two different
markets for advantageously different prices. The buying cheap and selling expensive continues till
prices in the two markets reach equilibrium. Hence, arbitrage helps to equalize prices and restore
market efficiency.
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Since the cash and futures price tend to move in the same direction as they both react to the same
supply/demand factors, the difference between the underlying price and futures price is called
as basis. Basis is more stable and predictable than the movement of the prices of the underlying or the
Futures price. Thus, arbitrageur would predict the basis and accordingly take positions in the cash and
future markets.

EXHIBIT 3.9.1 Participants of Commodity Market

* Producer-Farmer
H E DG ER * Consumers- refineries, food processing companies

* Brokerage houses

SPECU LATORS : Retail investors

People involved in commodity spot trading

¢ Brokerage houses
¢ People trading in commodity spot markets
ARB ITRAG EU RS ¢ Warehousing companies

3.10 INTERMEDIARIES OF COMMODITY MARKETS

Commodity mutual funds, clearing houses, collateral managers, commodity brokers, members of the
commodity exchanges, freight and forwarding agents, mandi operators, warehouse keepers and
others, who are part of the vast batallion of intermediaries in the commodity markets, would soon be
regulated by the commodity futures regulator the Forward Market Commission (FMC).

What is more, like their counterparts in the securities industry regulated by the Securities and the
Exchange Board of India (SEBI), they will also have to chip in the registration fees that would go towards
financing the FMC's activities in effective regulation of the commodity futures markets.

Currently, none of the intermediaries, not even the members of the commodity exchanges, are formally
regulated by the FMC. Interestingly, this move will see dual registration and regulation of some of
the stock broking entities which have opted to take membership of the Nationwide Multi Commodity
Exchanges (NMCEs). A nhumber of leading stock broking entities like Share Khan, Refco (India), Ashit
Mehta and others have taken membership of the new NMCEs.

In this regard, a full new chapter will be soon be introduced in the Forward Contracts (Regulation) Act,
1952 which is silent on this whole issue of regulating the intermediaries. This new chapter will be part of
other related aspects aimed at strengthening the FC(R) Act and the FMC’s role in regulating India’s
fast-evolving commodity futures market. This and other amendments to the FC(R) Act have been
awaiting the government’s nod since 1998.

Included in the amendment of the FC(R) Act is also the permission for options trading, which too is
currently banned.

A high level committee looking into widening the scope of the FC(R) Act 1952 as also the ways and
means to strengthen the FMC has submitted its report to the government which has been cleared
by the Rajya Sabha, after the Lok Sabha clears these amendments will be passed in the Parliament
through a gazette notification.

Like in the securities industry, regulation of intermediaries of the commodity markets is also extremely
important, more so because of the complexities involved in the grades, varieties and number of hands
the commodity changes hands before the buyer/consumer/investor gets the commodity.

Interestingly, despite the existence of some 23 commodity exchanges, their 3,000 plus members too
are not currently regulated by the FMC.
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The new nationwide multi commodity exchanges (NMCEs) are expected to add further 1,000 members
among theselves, some of which may be common to any of the three NMCEs.

The new move to regulate intermediaries would see the regulation even of the commodity mutual
funds, which like in the developed economies, would be regulated by the FMC. A number of players
in the commodity market, as also from international markets, are said to be keen to set up commodity
specific mutual funds to take advantage of the emerging interest in the commodity markets.

It may be recalled that in her ‘Integrated Report On Commodity Exchanges and the FMC’ Farida
Youssef (under the aegies of the World Bank Project for improvement of the commodities futures
markets in India) had in October 2000 had highlighted the need to regulate the brokers in the interest
of the customers.

Lastly, it may be mentioned here that given the rising interest in India’s commodity markets, among
the players in the international commodity markets there is expected to be alliances between the
international commodity market players and Indian intermediaries.

In this direction too, Ms Youssef had indicated that the global futures industry is undergoing a period of
immense change, and previous international brokerage models may not longer be as appropriate a
benchmark to guide India’s development of its brokerage industry.

Given these aspects, the regulation of the commodity market intermediaries will be extremely essential.

3.11 PRODUCT SPECIFICATION

Commodities on which futures trading take place

At present, futures are available on the following commodities

Bullion Gold and Silver

Oil & Oilseeds Castor seeds, Soya Seeds, Castor Oil, Refined Soya Oil, Soya meal, Crude Palm
Oil, Cotton seed, Oilcake, Cottonseed, Mentha oil

Spices Pepper, Red Chilli, Jeera, Turmeric, Cardamom, Coriander

Metals Copper, Nickel,Tin, Steel, Zinc, Aluminium

Fibre Kapas, Long Staple Cotton, Medium Staple Cotton

Pulses Chana

Cereals Wheat, Maize

Energy Crude oll, Furnace Oil, Natural Gas, Heating Qill

Others Rubber, Guar Seed, Guar Gum, Sugar, Gur

* Since the exchanges continue to add new products, the above list may be outdated

Futures prices determination

Futures prices evolve from the interaction of bids and offers emanating from all over the country -
which converge in the trading floor or the trading engine. The bid and offer prices are based on the
expectations of prices on the maturity date.

Two methods generally used for predicting futures prices are fundamental analysis and technical
analysis. The fundamental analysis is concerned with basic supply and demand information, such
as, weather patterns, carryover supplies, relevant policies of the Government and agricultural
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reports. Technical analysis includes analysis of movement of prices in the past. Many participants use

fundamental analysis to determine the direction of the market, and technical analysis to time their
entry and exist.

Date of expiry of Contract

At NCDEX the contracts expire on 20" day of each month. If 20" happens to be a holiday the expiry
day will be the previous working day.

Margins on Commodity future contracts

Generally commodity futures require an initial margin between 5-10% of the contract value. The
exchanges levy higher additional margin in case of excess volatility. The margin amount varies between
exchanges and commodities. Therefore they provide great benefits of leverage in comparison to the
stock and index futures trade on the stock exchanges. The exchange also requires the daily profits and
losses to be paid in/out on open positions (Mark to Market or MTM) so that the buyers and sellers do not
carry a risk of not more than one day.

Following is a table showing the details regarding major commodities traded on MCX & NCDEX and

their lot size, delivery centre and rupee movement.

MCX
Commodity | Quotation Lot Size | Expiry Date | Delivery Centres | P/L per I Movement
Units
Gold 10 Grams 1Kg 5th Mumbai 100
Ahmedabad
Silver 1Kg 30 Kg 5th Amedabad 30
Copper 1Kg 1MT 30th / 31st Mumbai 1000
Aluminium 1Kg 2 MT 30th / 31st Bhiwandi 5000
Zinc 1Kg 5 MT 30th / 31st Mumbai 5000
Crude Ol 1 Barrel 100 Barrels 15 th Mumbai 100
Natural Gas 1 1250 20 th 1250
m.m.b.t.u. m.m.b.t.u.

Refined Soyoil 10 Kg 10 MT 15th Indore 1000
Menthaoil 1Kg 360 Kg 30th / 31st Chaundasi 360
Potato 100 Kg 30 MT 15 th Agra 300
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NCDEX
Commodity | Quotation Lot Size Expiry Date Delivery Centre P/L per I Movement
Units
Guar Seed 100 Kg 10 MT 20 th Jodhpur 100
Guar Gum 100 Kg 10 MT 20 th Jodhpur 50
Chana 100 Kg 10 MT 20 th Delhi 100
Soyoil -re- 10 Kg 10 MT 20 th Indore 1000
fined
Soyabean 100 Kg 10 MT 20 th Indore 100
RM seed 100 Kg 10 MT 20 th Jaipur 100
Castor seed 20 Kg 10 MT 20 th Deesa 500
Jeera 100 Kg 3 MT 20 th Unjha 30
Pepper 100 Kg 1MT 20 th Kochi 10
Chilli 100 Kg 5 MT 20 th Guntur 50
Turmeric 100 Kg 5 MT 20 th Nizamabad 50
Sugar 100 Kg 10 MT 20 th Kolhapur 100
Gur 40 Kg 10 MT 20 th Muzaffarnagar 250
Maize 100 Kg 10 MT 20 th Nizamabad 100

# The specifications are subject to change by the exchanges / FMC

The list given above covers only the popular commodities and not exhaustive.
Margin payable on commodity

The margins payable on each commodity at present are as follows:

Commodity Initial margin
GOLD 5%
Gold Mini 5%
Silver 5%
Silver Mini 5%
Steel Long 5%
Steel Flat 5%
Crude Palm oil 4%
Ground nut oil 4%
RBD Palmolein 4%
Refined Soy Qil 4%
Rubber 5%
Soy Seed 4%
Black Pepper 8%
Kapas 5%
Castor oil 4%
Castor Seed 4%
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3.12 HOW THE COMMODITY MARKET WORKS

3.12.1 Working Procedure

The futures market is a centralized market place for buyers and sellers from around the world who meet
and enter into commodity futures contracts. Pricing mostly is based on an open cry system, or bids and
offers that can be matched electronically. The commodity contract will state the price that will be
paid and the date of delivery. Almost all futures contracts end without the actual physical delivery of
the commodity.

There are two kinds of trades in commodities.

l Commodity Trade - Types

Spot Trade Futures Trade

The first is the spot frade, in which one pays cash and carries away the goods.

The second is futures trade. The underpinning for futures is the warehouse receipt. A person deposits
certain amount of say, goods X in a ware house and gets a warehouse receipt which allows him to ask
for physical delivery of the good from the warehouse but someone trading in commodity futures need
not necessarily posses such a receipt to strike a deal. A person can buy or sale a commodity future on
an exchange based on his expectation of where the price will go.

Futures have something called an expiry date, by when the buyer or seller either closes (square off)
his account or give/take delivery of the commodity. The broker maintains an account of all dealing
parfies in which the daily profit or loss due to changes in the futures price is recorded. Squiring off is
done by taking an opposite contract so that the net outstanding is nil.

For commodity futures to work, the seller should be able to deposit the commodity at warehouse
nearest to him and collect the warehouse receipt. The buyer should be able to take physical delivery
at a location of his choice on presenting the warehouse receipt. But at present in India very few
warehouses provide delivery for specific commodities.

Following diagram gives a fair idea about working of the commodity market

Working of the Commodity Market

THE FUTURE OF COMMODITY TRADING

AGRO Commodity is graded and certified BANK line future frading f
TRADING by specialist agency or storage Online “,;{'e “g"&grmm
agency and online warehouse ;":’o'ﬁ";?"’éle’::;‘usee':g?'s
Sales directly receipt is issued fo be credited to 9 P!
i depositor account with depository
at Mandi

Trader deposit at warehoue

MANDI (Local Market)

Farmer directly deposit
at Warehouse WAREHOUSE
Metals DEPOSITORY

Trading LIKE NSDL
Trader deposit at Warehouse

FARMER

NATIONAL

COMMODITY HEDGERS (Commodity

EXCHANGE traders and producer)
TRADERS WAREHOUSE & Speculator
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A future contract is an agreement between two parties: a short position, the party who agrees to
deliver a commodity, and a long position, the party who agrees to receive a commodity.

In every commodity contract, everything is specified: the quantity and quality of the commodity,
the specific price per unit, and the date and method of delivery. The Price of a futures contract is
represented by the agreed — upon price of the underlying commodity or financial instruments that will
be delivered in the future.

3.12.2 Delivery Process
(a) Procedures for Delivery:
J Open a Beneficiary Demat account
(b) Information Required for delivery:
. Commodity code
J Quality
. Location/branch preference for physical receipt/delivery of commodities
. Demat Indicator Delivery process requires
(c) Delivery Process Requirements:
. Delivery information submitted on Expiry date.
e Thisis done through the delivery request window on the Trading Terminal.
J Matching delivery information is obtained.
(d) Validation of Delivery Information:
J On Client’s Net Open Position
*  On Delivery lot for commodity
J Excess quantity rejected and cash settled
J Matched delivery information
(e) MATCHING PARAMETERS:
J Commodity

J Quantity
o Location
° Branch

J Matching limited to the total warehouse capacity
J Settlement through Depository.
J Settlement Schedule in Settlement Calendar

Today Commodity trading system is fully computerized. Traders need not visit a commodity market
to speculate. With online commodity frading they could sit in the confines of their home or office
and call the shots.

The commodity trading system consists of certain prescribed steps or stages as follows:

Trading Clearing Settlement
-Order receiving -Matching -Marking to market
-Execution -Registration -Receipts and payments
-Matching -Clearing -Reporting
-Reporting -Clearing limits -Delivery upon expiration or
-Surveillance -Notation maturity
-Price limits -Margining
-Position limits -Price limits

-Position limits

-Clearing house
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3.13 CLEARING HOUSE OPERATIONS

3.13.1 Introduction

Exchange-traded derivatives (ETD) are those derivatives products that are traded in stock Exchanges.
Clearing House acts as an intermediary to all related transactions, and takes Initial margin from both
sides of the trade to act as a guarantee.

Clearing House protects the financial integrity of markets by serving as the counterparty to every
transaction and virtually eliminating credit risk. It is responsible for settling trading accounts, clearing
trades, collecting and maintaining collateral funds, regulating delivery and reporting trading data. The
financial integrity of futures and options markets depends on the robustness of their arrangements for
clearing and settling trades.

General Aspects of Clearing House

A derivatives clearing house may be a department within the exchange for which it clears or an
independent legal entity. If organized as an independent legal entity, the clearing house is typically
owned by the exchange for which it clears or by its clearing members. Historically, a derivatives
exchange was typically owned by its members (primarily brokers, banks, investment companies and
insurance companies). The members were also generally the exchange’s largest users.

When a trade is executed, Clearing House stands between the buyer and seller as counterparty of
both contractual partners. The Clearing House enables the parties of the transaction to make further
decisions fully independent of each other and limit counterparty risks to a single contractual partner.

3.13.2 Clearing Structure

The derivatives clearing house restricts direct participation in the clearing process to the most
creditworthy subset of the exchange’s members; these are those clearing members that have a
principal relationship with the clearing house in its capacity as central counterparty for all contracts
submitted and accepted for clearing. Market participants that are not clearing members must establish
an account relationship directly or through another party (a non-clearing broker) with a clearing
member to effect settlement. Generally, there is no contractual relationship between the derivatives
clearing house and these non clearing member market participants.

A General Clearing Member (GCM) may settle its own transactions, those of its customers, as well as
those of market participants which do not hold a clearing license (Non Clearing Members—-NCM). A
Direct Clearing Member (DCM) is entitled to clear only its own transactions, those of its customers, and
those of its corporate affiliates which do not hold a clearing license.

Clearing Membership

v v v

General cleaning member Direct cleaning member Non cleaning member
(GCM) (DCM) (NCM)
(Can execute : ) Can execute : Can execute :
e Proprietary busines e Proprietary busines e Proprietary busines
. * Customer business ) e Customer business e Customer business
e 2\ 4 2\
Can clear : Can clear :
e Proprietary busines « Proprietary busines
* Customer bL{Slness » Customer business
* Non clearing member ¢ Business of affiliated non
business with whom they clearing member
have a clearing agreement ] | 9 )
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If a market participant does not itself hold a Clearing License, it must clear its transactions via a GCM or
a company-affiliated DCM. In such cases, the contractual party of the Non-Clearing Member (NCM)
will not be the clearing house, but rather the GCM or company-affiliated DCM, which in turn is the
contractual party of the Clearing House.

CLEARING HOUSE

\

~
Non clearing General clearing Direct clearing Company affiliated non
member member member clearing member

CUSTOMER CUSTOMER CUSTOMER CUSTOMER

Each Clearing Member is obliged to demand from its customers and NCMs margin amounts which are
at least as high as the levels that result from the clearing house method of calculation.

\

3.13.3 Clearing and Settlement

Most futures contracts do not lead to the actual physical delivery of the underlying asset. The settlement
is done by closing out open positions, physical delivery or cash settlement. All these settlement functions
are taken care of by an entity called clearinghouse or clearing corporation. National Securities Clearing
Corporation Limited (NSCCL) undertakes clearing of trades executed on the NCDEX. The settlement
guarantee fund is maintained and managed by NCDEX.

(1) Clearing
Clearing of trades that take place on an exchange happens through the exchange clearing house.

A clearing house is a system by which exchanges guarantee the faithful compliance of all trade
commitments undertaken on the trading floor or electronically over the electronic trading systems. The
main task of the clearing house is to keep track of all the transactions that take place during a day so
that the net position of each of its members can be calculated. It guarantees the performance of the
parties to each transaction.

Typically it is responsible for the following:

e Effecting timely settlement.

e Trade registration and follow up.

e  Control of the evolution of open interest.

e Financial clearing of the payment flow.

e Physical seftlement (by delivery) or financial settlement (by price difference) of contracts.
e Administration of financial guarantees demanded by the participants.

The clearing house has a number of members, who are mostly financial institutions responsible for
the clearing and settlement of commodities traded on the exchange. The margin accounts for the
clearing house members are adjusted for gains and losses at the end of each day (in the same way as
the individual traders keep margin accounts with the broker).
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Clearing Mechanism

Only clearing members including professional clearing members (PCMs) are entitled to clear and settle
contracts through the clearing house.

The clearing mechanism essentially involves working out open positions and obligations of clearing
members. This position is considered for exposure and daily margin purposes. The open positions
of PCMs are arrived at by aggregating the open positions of all the TCMs clearing through him, in
contracts in which they have traded. A TCM’s open position is arrived at by the summation of his
clients’ open positions, in the contracts in which they have traded. Client positions are netted at
the level of individual client and grossed across all clients, at the member level without any set-offs
between clients. Proprietary positions are netted at member level without any set-offs between client
and proprietary positions.

(2) Settlement

Futures contracts have two types of settlements, the MTM settlement which happens on a continuous
basis at the end of each day, and the final settflement which happens on the last trading day of the
futures contract.

® Daily settlement price: Daily settlement price is the consensus closing price as arrived after closing
session of the relevant futures contract for the trading day. However, in the absence of trading for
a contract during closing session, daily settlement price is computed as per the methods prescribed
by the exchange from time to time.

® Final settlement price: Final settlement price is the closing price of the underlying commodity on
the last trading day of the futures contract. All open positions in a futures contract cease to exist
after its expiration day.

Types of

Settlement

Daily Settlement Final Settlement

1. Final Settlement Price

2. Handle Final settlement of all
open positions

3. On contract expiry day

1. Daily Settlement Price

2. Handles Daily Price fluctuation
for all trades (Mark to Market)

Settlement mechanism

Seftlement of commodity futures contracts is a little different from settlement of financial futures
which are mostly cash settled. The possibility of physical settlement makes the process a little more
complicated.
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(a) Daily mark to market settlement

Daily mark to market settlement is done till the contract expiry. This is done to take care of daily price
fluctuation for all frades. All the open positions of the members are marked to market at the end of the
day and the profit/ loss is determined as below:

* On the day of entfering intfo the confract, it is the difference between the entry value and daily
settlement price for that day.

¢ On any infervening days, when the member holds an open position, it is the difference between
the daily settlement price for that day and the previous day’s settlement price.

e On the expiry date if the member has an open position, it is the difference between the final
settlement price and the previous day’s settlement price.
(b) Final settlement

On the date of expiry, the final settlement price is the spot price on the expiry day. The spoft prices are
collected from members across the country through polling. The polled bid/ ask prices are bootstrapped
and the mid of the two booftstrapped prices is faken as the final settlement price.

The responsibility of settlement is on a trading cum clearing member for all trades done on his own
account and his client’s trades. A professional clearing member is responsible for settling all the
participantsl] frades which he has confirmed to the exchange.

EXHIBIT 13.1: Settlement Pay-In and Pay-Out Mechanism

PAY-IN PAY-OUT
Commodity Commodity

Pay-in
e Instruction to DP by seller to move commodities
to Clearing Member Pool Account

e Pay-in of commodities on Settlement Date
thru Clearing member pool account

e Seller ensures Demat of commodities prior to|e

Credit given into the Buyer member CM Pool

A/c

e Instruction by Member to transfer from CM
pool to buyer client’s Demat account

e Subsequent Remat of commodities

physical movement handled by buyer

and

FUNDS

e Pay-in of funds - Thru the Clearing bank of the
Member on the Pay-in day.

FUNDS

e Funds pay-out is done into the designated
bank account of the Member with the

Clearing bank

3.13.4 Process flow of settlement of Commodity Derivative’s — Future Contracts

The process flows in the event of physical settflement of commodities are different from that of other
underlying. The process flow is as follows:

(a) Delivery Notice Period

Unlike in the case of say equity futures, in the case of commodities, a seller has an option to give notice
of delivery. This option is given during a period identified as 'delivery notice period’ (DNP).In a manner
similar to options markets such contracts are then assigned to a buyer. The intention of this notice is to
allow verification of delivery and to give adequate notice to the buyer of a possible requirement to
take delivery.

Typically in all commodity exchanges, delivery notice is required to be supported by a warehouse
receipt. The warehouse receipt is the proof for the quantity and quality of commodities being delivered.
Some of exchanges have certified laboratories for verifying the quality of goods. In these exchanges the
seller has to produce a verification report from these laboratories along with delivery nofice. The seller
who notifies the clearing house about delivery of the commodity cannot net off his position. Position
should be kept open till the time delivery is done. After delivery, the position will be closed out by the
clearing house.
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(b) Assignment

Whenever delivery notices are given by the seller, the clearing house identifies the buyer to whom the
delivery notice may be assigned. One approach of assignment is to display the delivery notice and
allow buyers wishing to take delivery to bid for taking delivery. Among the international exchanges,
BMF, CBOT, CME display delivery notices. Alternatively, the clearing houses may assign deliveries to
buyers on some basis.

Clearing house assigns the delivery intentions to open long positions. Assignment is done typically either
on random basis or first—in—first out basis. In some exchanges (CME) the buyer has the option to give his
preference for delivery location. The clearing house decides on the daily delivery order rate at which
delivery will be settled. Delivery order rate depends on the spot rate of the underlying adjusted for
discount/ premium for quality and freight costs. The discount/premium for quality and freight costs are
published by the clearing house before introduction of the contract. The most active spot market is
normally taken as the benchmark for deciding spot prices. Alternatively, the delivery rate is determined
based on the previous day closing rate for the contract or the closing rate for the day.

(c) Delivery

After the assignment process, clearing house/exchange issues a delivery order to the buyer. Exchange
also informs the respective warehouse about the identity of the buyer. The buyer is required to deposit
a certain percentage of the contract amount with the clearing house as margin against the warehouse
receipt. The period available for the buyer to take physical delivery is stipulated by the exchange.
Buyer or his authorized representative in presence of seller or his representative takes the physical stocks
against the delivery order. Proof of physical delivery having been effected is forwarded by the seller to
the clearing house and the invoice amount is credited to the seller’s account. If a seller does not give
notice of delivery then at the expiry of the contract the positions are cash settled by price difference
exactly as in cash settled equity futures contracts. Penalty isimposed on the seller for not marking open
positions for delivery.

(i) Clearing Member who has Short position in the contract sends a delivery notice to the clearing
house about its intent to deliver the underlying. This happens before the last day of the delivery
notice period.

(i) Some clearing houses request a report from the entire clearing member who has LONG positions
in the contract.

(i) Clearing House allocates the delivery to the clearing members who has LONG positions.

(iv) Clearing House notifies the allocated buyer-clearing member (LONG Position holder) about the
delivery allocation that includes the seller-clearing member information.

(v) Clearing House notifies the seller-clearing member (LONG Position holder) about the delivery
allocation that includes the buyer-clearing member information against their delivery notice.

(vi) Upon receipt of the names of the buyer-clearing member obligated to accept delivery from him,
the seller-clearing member shall prepare invoices addressed to its assigned buyers describing the
commodity to be delivered to each such buyer and, if applicable, the delivery location. Such
invoices shall show the amount which buyers must pay to sellers in settlement of the actual deliveries,
based on the delivery prices established by the Clearing House for that purpose, adjusted for
applicable premiums, discounts, storage charges, premium charges, premium for FOB conveyance,
quantity variations and other items for which provision is made in these Rules relating to contracts.
Such invoices shall be in the form designated by the Exchange.

(vii) Such invoices shall be delivered to the Clearing House by seller-clearing member

(viii) Upon receipt of such invoices, the Clearing House shall promptly make them available to buyers
to whom they are addressed.

(iX) A buyer receiving a Delivery Notice from the Clearing House shall make payment in same day
funds for the invoicing price and based on receipt of payment can take the delivery.
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3.14 RISK MANAGEMENT

3.14.1 Overview

As a central counterparty to its clearing members, a derivatives clearing house assumes a variety of risks
which must be managed. More specifically, the clearing house must have adequate risk management
measures in place to cover

(A) Default of a clearing member

(B) Default of a settlement bank, and
(C) Number of other risks.

(A) Defaults of Clearing Members

The defaults of clearing members on their outstanding contracts may expose the clearing house to
principal (delivery) risk, replacement cost risk and liquidity risk.

Principal Risk

Can occur if contracts are settled through delivery of the underlying commodity or instrument. For
example, if a commodity or underlying instrument is delivered prior to receipt of payment, the deliverer
risks losing its full value. If payment is made prior to delivery, the payer risks losing the full value of the
payment.

Replacement Cost Risk

The clearing house has an obligation to the clearing member on the other side of the contract, so that
it must take a position identical to that on which the clearing member has defaulted. However, as time
passes after the default, market prices will tend to move away from the level that existed at the time
the defaulting clearing member last posted margin to cover its obligations under the contract. As a
result, the obligations of the clearing house may fluctuate from the time of the default until the clearing
house covers and closes out the position.

Liquidity Risk
Clearing house must fulfill its payment obligations without delay even if one or more members default or
their performance of their settlement obligations is delayed. This is particularly critical because, owing

to the central counterparty’s central position, any doubts about its ability to conclude settlement may
create systemic disturbances.

(B) Settlement Bank Failures

If clearing houses effect money settlements through private settlement banks, they are exposed to
the risk of settlement bank failure. Such failures could expose a clearing house to both credit risk and
liquidity risk.

(C) Other Risks to which the Derivatives Clearing Houses may be exposed
(i) Market Risk:

A clearing house may be subject to market risk if it accepts securities as margin. Clearing houses usually
address this market risk by discounting the value of non-domestic currencies and securities posted as
margin (i.e. by subjecting them to “haircuts”) and by marking them to market daily.

(i) Currency Exchange Risk

If the clearing house accepts non-domestic currency as margin or if it clears contracts that are
denominated and settled in a non-domestic currency, but that are collateralized with domestic currency
or assets denominated in domestic currency. Clearing houses usually address this risk by subjecting non-
domestic currency and assets denominated in non-domestic currency to haircuts and by marking all
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(iii) Operational risk:

Any operational problem that delays settlement or prevents the clearing house from resolving a default
could increase counterparty exposures. In addition, an operational breakdown might prevent a clearing
house from monitoring its exposures.

(iv) Legal risks:

The enforceability of netting arrangements, the ability to realize a defaulting member’s assets, the
finality of payments and securities tfransfers, the enforceability of the clearing house's internal rules and
the general legal framework applicable in the jurisdiction in which the clearing house operates must
be subject to a high degree of legal certainty.

3.14.2 Risk Management Procedures of Clearing House

* Imposition of membership requirements, including capital requirements, and an ongoing monitoring
of compliance with such requirements in order to limit the likelihood of defaults;

* Imposition of security deposit, collateral requirements and exposure ceilings to limit loss by using
more than one settlement bank. Another technique to minimize the risk of settlement bank failure is
to convert customer cash held in deposits at the settlement bank into securities, e.g. Treasury bonds,
held by the settlement bank. While a cash deposit account creates a debtor/creditor relationship
between the bank and its customer for the amount on deposit and a customer claim against the
assets of the bank in the event of its insolvency, customer securities held by a settlement bank
are segregated for the benefit of the customer on its books, are not included in its assets upon its
insolvency and can be recovered by the customer free of any claims against the bank.

3.15 BASIS AND BASIS RISK

The principle of convergence of price states that futures price and spot price converge on the date
of maturity. If this happens at the time of exiting, a perfect hedge is possible. However, efficiency of
hedge is not as much dependent upon convergence as it is dependent upon the correlation of futures
and spot price. This aspect can be understood through basis, which is defined as difference of futures
price and the spot price. If today the futures and spot prices are F  and S respectively, the basis is

Bo = Fo - So

Note that in a normal market the basis will be positive, while in an inverted market it shall be negative.
The principle of convergence assumes that basis shall become zero on the maturity date futures and
spot prices being equal. At the time of setting up the hedge, by going long or short on futures the basis
is known.

During the period of hedge, spot prices as well as futures prices change with time and are unknown.
At the end of the period of the hedge (when one squares up the position in the futures market) if the
futures and spot prices are F, and S, respectively, then the basis at the end of hedge period is

Bl = Fl - S1

Let us look at the gain or loss of the hedger in the spot and futures market separately. If the hedger
were long on the underlying asset valued at S, today, at the end of period of hedge his payoff will be

Gain/loss in the spot market =S, - §;

The hedger went short on futures market at F, and bought back at F, at the end of period of hedge.
His payoff on the futures market is

Gain /loss in the futures market = F - F,
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The total gain/loss on the combined position in spot and futures markets is
Net gain/loss =S,- S, + F - F = (F,—S)) - (F, - S))
=B,-B,
= difference of basis at start and end of hedge

For perfect hedge the net gain or loss must be zero, and hence hedge will be perfect if the difference
in basis is zero. The hedger will achieve his objective if he minimizes the differential of basis. If he is
unhedged the price risk is

Price risk =S, - S,

With hedging through his risk is limited to difference in basis, which is expected to be much smaller than
the price risk. The difference in the basis is referred as basis risk, being the risk borne by the hedger. By
hedging, the larger price risk is replaced by much smaller basis risk. Basis risk arises due to mismatch of
positions in the physical and futures markets, as discussed eatrlier.

Besides quality of the asset, the basis risk also arises due to the time of maturity of the futures contract
and the period for which underlying is to be hedged. For example, consider a sugarcane trader who
would like to get rid of his stock on a particular date in April; whereas future contract expires on say 25
April. Since the time of exiting the exposure on asset owned and the time of square up of the futures
contract will not be the same, he would either be over hedged (when futures position is open and
position in physical asset is closed) or under hedged (when futures position is closed prior to closure
of position in the asset) with respect to time. This implies that the principle of convergence cannot be
made use of. Some element of basis risk will remain though the basis reduces as the time of maturity
decreases.

3.16 MARKET MONITORING AND SURVEILLANCE

The ability of a futures exchange to function properly depends in part upon the ability of the exchange
anditsregulators to ensure that prices of contracts traded on the exchange reflect supply and demand.
In order to do this, the rules governing exchange operations must be price neutral and must be sufficient
to detect and deter attempts to manipulate prices - market integrity should be impeccable.

Good market monitoring and surveillance is needed to ensure protection of market users and investors,
which in turn should stimulates demand liquidity and turnover. The surveillance and monitoring
environment should operate in parallel to and be proportionate with the commercial interests of the
exchange. The conditionsin Indian commodity exchanges have implications for the market surveillance
function at the exchange level. Open outcry frading, which is recognized to be more difficult to human
errors and intervention, is widely prevalent and preferred by market participants.

Proper market monitoring and surveillance has the following elements:
e asound framework for regulation and compliance

e proper controls over floor frading practices

e properly enforced regulation for exchange members/brokers

* awell-performing clearing system

e awel-managed delivery system

e the capacity to detect market manipulation attempts, and act in a timely manner.
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(i) Regulation and Compliance

The overall authority for regulation and compliance rests with the board of the exchange and is
performed via its executive. There should be a strict division between the commercial and marketing
function of the exchange on the one hand and it’s regulatory and compliance disciplines on the
other. The regulatory division should ensure that the confidentiality of any sensitive or commercial
information required for regulatory and monitoring purposes is preserved and segregated. This may
also require additional physical security measures, which would limit physical access to the regulatory
and compliance areas within the exchange offices.

The exchange needs clear, written rules and procedures for regulation and compliance (and persons
assigned to ensure that these rules and procedures are followed) in a number of areas:

e market floor operations
e electronic frading operations (where appropriate)
* market surveillance (monitoring market activity)

*  membersurveillance (to ascertain that members are acting in compliance with the exchange rules
and that their procedures and systems promote a sound basis for their exchange activities)

e investigation (info any breaches of exchange rules and regulations)

* enforcement (where the exchange believes that there has been an identifiable breach of its rules,
the matter might be referred to internal enforcement lawyers for consideration of formal disciplinary
action as provided for within the exchange rules)

* All modern exchanges whether screen-based or open outcry, rely on electronics technology to
transmit orders, record trades, construct audit trails, and monitor surveillance.

e Through areliable and sophisticated audit frail, the commodity exchange should be able to follow
every stage of the transaction process.

* Exchange staff should focus on monitoring floor tfrading practices, review (through computer
assistance) members’ records and analyze trading data compiled through the clearing process.

¢ The exchange should also monitor the financial solvency of its members’ firms (particularly during
periods of volatile market activity).

(i) Controlling Floor Trading

The procedures for order execution and floor frading should be recorded either in the rules of the
exchange or in a separate procedural manual. They should be vigorously enforced by the exchange.
Exchanges need fo guarantee that orders reaching the market floor and the price discovery

mechanisms between frading members on the floor are conducted openly in accordance with the
regulations.

e Only licensed brokers/traders and exchange staff should have access to the trading floor during
trading hours.

* Exchange officials need to monitor and confrol floor frading, to ensure that traders act within the
rules of the exchange.

e Floorrules may range across the whole gamut of regulations - from banning eating on the floor and
vandalising booths to protection of customer orders.

* Individuals should be rotated in their jobs at regular intervals, say every six months, in order to keep
fresh and to avoid any collusion with traders.

* Use video and sound recording within the trading area, which can be used to review frading
situations.

e Af a higher level the exchange should have the authority to impose strict controls which may
include fines and restriction of members from trading.

e There should be astrict procedure governing the manner in which closing prices (daily or at delivery
month expiry) are determined.
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There should be a minimum fime period, say 20 minutes, during which time all fraders must write out
the necessary dealing slips and deliver them for entering into the exchange’s audit trail.

Exchanges should install a price reporting system to provide local displays of prices, bids, offers,
highs, lows and last traded prices together with volumes for every delivery month of any contract.

It should not be the case that prices are only announced at the close of business. Prices should
also be distributed to as wide a public as possible. This should be done preferably in real-time but
certainly throughout the trading day at particular set intervals.

Senior market operations employees should be members of

— Any price quotations committee has the responsibility for determining official prices at the close
of each day in each commodity.

— Any floor disciplinary committee have the power to impose, on the spof, fines on individual
dealers who have committed dealing offences, or to refer cases to a higher disciplinary body.

(iii) Regulating Members: the Exchanges’ Responsibilities

Vetting Members/Brokers

Exchanges and their clearing corporations should have explicit rules as to the approval of and
acceptance into membership of applicant companies.

In order to verify the financial strength and compliance of member firms, the exchange should
audit the financial books and records of the members. Their compliance with the rules should be
strictly checked and enforced.

Those applying to become member/broker must prove that they maintain effective operational
and risk management procedures. Furthermore, they must be in compliance with exchange rules
and standards of good practice.

The company should have “fit and proper” staff, suitably qualified and experienced.

Only individuals who have been frained and licensed, and have passed an examination set by the
exchange should be permitted to tfrade on the floor.

Protecting customers

The compliance officers of the exchange need to ensure that customers’ orders are fransmitted
to the floor without any delay and that there should be no malpractice in respect of broker's front-
running orders or withholding orders or failing to offer them to the market at the right time.

In case trading members are found to be colluding, doing pre-arranged deals, they should be
fined or banned from trading.

The exchange should have the right to audit relevant records so that they are able to investigate
cases of malpractice, under their overall responsibility for operating an orderly market.

Each exchange needs to have arisk-monitoring group to investigate any complaints from customers
or members in connection with market trading.

Safeguarding the exchange'’s financial status

Any trading member has to have his or her trades guaranteed by himself or herself or by another
member of the clearing organization. It may therefore be necessary from time to time for a clearing
member to prevent a frading member from fulfilling any additional trades or stipulating than only
trades can be carried out to reduce or close positions.

The exchange needs to monitor these aspects and must have surveillance procedures in place to
do so.

Only with timely recording of frades and their entry into computer systems to check against the
necessary limits under a risk management environment can this be successfully achieved.
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3.17 COMMODITY FUTURES AND ITS MECHANISM

A commodity may be defined as an article, a product or material that is bought and sold. It can be
classified as every kind of movable property, except Actionable Claims, Money& Securities.

The general understanding about the commodity trading futures market is that it is a very complex and
difficult to analyze market. However on the other hand it is not so! Infact there are a few basic facts that
people need to know of which will change their perception about what the commodity trading futures
market is and how they work. The basic knowledge is that the commodity trading futures market or the
exchange market as it is known is a public marketplace where the sale or purchase of commodities
takes place. These sales and purchases are done at an agreed price so that commodities are delivered
at a specified date. The broker is a person who needs to do the purchase or sales of the commodities.
The broker is also a part of the organized exchange and the deal is completed according to the
terms and conditions as given in the standardized futures contract. The main thing that distinguishes
the futures commodity trading market and a commodity market where commodities are bought and
sold is that the futures market works with the help of contract agreements that follow a standard
procedure. These agreements are responsible for delivery of a particular commodity at an amount
as specified for a future month. It does not include the immediate fransfer of commodities ownership.
In short the buying and selling in the commodity trading futures market does not need the buyer or
the seller to be the owner of the particular commodity that they are trading for. With futures the main
concern is receiving the delivery or making the delivery of the commodity, however the futures should
not be bought or sold during the month of delivery. The previous sale also can be cancelled at any
time with respect to the equal offsetting sale. If the sale is cancelled before the commodities delivery
month then the trade cancels out completely. In this case the commodity is not received by the buyer
or delivered by the seller. In reality there is only a very small percentage very specifically less than 2%
of the total of all futures commodity trading contracts that are settled or entered into through the
deliveries. A larger part shows that there is a lot of cancellation of deliveries of commodities even
before the delivery month in the manner that is described above. This forms the basic mechanics or the
functioning of the commodity trading futures market. Subscription is easy as you can subscribe either
by Cheque Deposit, Online Money Transfer, Cash Deposit or Credit Card Payment.

Structure of Derivatives Markets in India

Derivatives in India
l

!
Ministry of Finance Ministry of Consumer Affairs
Securities & Exchange Board of India Forward Markets Commission
Stock Exchange Commodity Exchange
Financial Derivaties Commodity Derivatives
l
! ] }
Futures Options Futures
l
Precious Metals Other Metals
Agriculture Energy
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3.17.1 To qualify as a commodity for futures trading, an article or a product has to meet some basic
characteristics:

() The product must not have gone through any complicated manufacturing activity, except for
certain basic processing such as mining, cropping, etc. In other words, the product must be in a
basic, raw, unprocessed state. There are of course some exceptions to this rule. For example, metals,
which are refined from metal ores, and sugar, which is processed from sugarcane.

(i) The product has to be fairly standardized, which means that there cannot be much differentiation
in a product based onits quality. For example, there are different varieties of crude oil. Though these
different varieties of crude oil can be treated as different commodities and traded as separate
contracts, there can be a standardization of the commodities for futures contract based on the
largest traded variety of crude oil. This would ensure a fair representation of the commodity for
futures trading. This would also ensure adequate liquidity for the commodity futures being traded,
thus ensuring price discovery mechanism.

(i) A major consideration while buying the productis its price. Fundamental forces of market demand
and supply for the commodity determine the commodity prices.

(iv) Usually, many competing sellers of the product will be there in the market. Their presence is required
to ensure widespread trading activity in the physical commodity market.

(v) The product should have adequate shelf life since the delivery of a commodity through a futures
contract is usually deferred to a later date (also known as expiry of the futures contract).

3.17.2 Objectives of Commodity Futures

e Hedging with the objective of transferring risk related to the possession of physical assets through
any adverse moments in price. Liquidity and Price discovery to ensure base minimum volume in
trading of a commodity through market information and demand supply factors that facilitates a
regular and authentic price discovery mechanism.

e Maintaining buffer stock and better allocation of resources as it augments reduction in inventory
requirement and thus the exposure to risks related with price fluctuation declines. Resources can thus
be diversified for investments.

e Price stabilization along with balancing demand and supply position. Futures trading leads to
predictability in assessing the domestic prices, which maintains stability, thus safeguarding against
any short term adverse price movements. Liquidity in Contracts of the commodities traded also
ensures in maintaining the equilibrium between demand and supply.

e Flexibility, certainty and fransparency in purchasing commodities facilitate bank financing.
Predictability in prices of commodity would lead to stability, which in turn would eliminate the risks
associated with running the business of trading commodities. This would make funding easier and
less stringent for banks to commodity market players.

3.17.3 Benefits of Commodity Futures Markets

The primary objectives of any futures exchange are authentic price discovery and an efficient price
risk management. The beneficiaries include those who frade in the commodities being offered in the
exchange as well as those who have nothing to do with futures trading. It is because of price discovery
and risk management through the existence of futures exchanges that a lot of businesses and services
are able to function smoothly.

(a) Price Discovery:- Based on inputs regarding specific market information, the demand and supply
equilibrium, weather forecasts, expert views and comments, inflation rates, Government policies,
market dynamics, hopes and fears, buyers and sellers conduct trading at futures exchanges. This
transforms in to continuous price discovery mechanism. The execution of trade between buyers and
sellers leads to assessment of fair value of a particular commodity that is immediately disseminated on
the trading terminal.
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(b) Price Risk Management: - Hedging is the most common method of price risk management. It is
strategy of offering price risk that is inherent in spot market by taking an equal but opposite position
in the futures market. Futures markets are used as a mode by hedgers to protect their business from
adverse price change. This could dent the profitability of their business. Hedging benefits who are
involved in trading of commodities like farmers, processors, merchandisers, manufacturers, exporters,
importers etc.

(c) Import- Export competitiveness: - The exporters can hedge their price risk and improve their
competitiveness by making use of futures market. A majority of traders which are involved in physical
trade internationally intend to buy forwards. The purchases made from the physical market might
expose them to the risk of price risk resulting to losses. The existence of futures market would allow the
exporters to hedge their proposed purchase by temporarily substituting for actual purchase till the time
is ripe to buy in physical market. In the absence of futures market it will be meticulous, time consuming
and costly physical transactions.

(d) Predictable Pricing: - The demand for certain commodities is highly price elastic. The manufacturers
have to ensure that the prices should be stable in order to protect their market share with the free entry
of imports. Futures contracts will enable predictability in domestic prices. The manufacturers can, as
a result, smooth out the influence of changes in their input prices very easily. With no futures markef,
the manufacturer can be caught between severe short-term price movements of oils and necessity
tfo maintain price stability, which could only be possible through sufficient financial reserves that could
otherwise be utilized for making other profitable investments.

(e) Benefits for farmers/Agriculturalists: - Price instability has a direct bearing on farmers in the absence
of futures market. There would be no need to have large reserves to cover against unfavorable price
fluctuations. This would reduce the risk premiums associated with the marketing or processing margins
enabling more returns on produce. Storing more and being more active in the markets. The price
information accessible to the farmers determines the extent to which traders/processors increase price
to them. Since one of the objectives of futures exchange is to make available these prices as far
as possible, it is very likely to benefit the farmers. Also, due to the time lag between planning and
production, the market-determined price information disseminated by futures exchanges would be
crucial for their production decisions.

(f) Credit accessibility: - The absence of proper risk management tools would attract the marketing
and processing of commodities to high-risk exposure making it risky business activity to fund. Even a
small movement in prices can eat up a huge proportion of capital owned by traders, at times making
it virtually impossible to pay-back the loan. There is a high degree of reluctance among banks to fund
commodity traders, especially those who do not manage price risks. If in case they do, the interest
rate is likely to be high and terms and conditions very stringent. This possesses a huge obstacle in
the smooth functioning and competition of commodities market. Hedging, which is possible through
futures markets, would cut down the discount rate in commodity lending.

(9) Improved product quality: - The existence of warehouses for facilitating delivery with grading facilities
along with other related benefits provides a very strong reason to upgrade and enhance the quality
of the commodity to grade that is acceptable by the exchange. It ensures uniform standardization of
commodity frade, including the terms of quality standard: the quality certfificates that are issued by the
exchange-certified warehouses have the potential to become the norm for physical frade.

(h) Commodities as an asset class for diversification of porifolio risk:- Commodities have historically
an inverse correlation of daily returns as compared to equities. The skewness of daily returns favors
commodities, thereby indicating that in a given time period commodities have a greater probability
of providing positive returns as compared to equities. Another aspect to be noted is that the “sharpe
ratio” of a portfolio consisting of different asset classes is higher in the case of a portfolio consisting of
commodities as well as equities. Thus, an Investor can effectively minimize the portfolio risk arising due
to price fluctuations in other asset classes by including commodities in the portfolio.
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(i) Commodity derivatives markets are extremely transparent in the sense that the manipulation of
prices of a commodity is extremely difficult due to globalisation of economies, thereby providing for
prices benchmarked across different countries and continents. For example, gold, silver, crude oil,
natural gas, etc. are international commodities, whose prices in India are indicative of the global
situation.

(j) An option for high net worth investors: With the rapid spread of derivatives trading in commodities,
the commodities route too has become an option for high net worth and savvy investors to consider
in their overall asset allocation.

(k) Useful to the producer: Commodity trade is useful to the producer because he can get an idea
of the price likely to prevail on a future date and therefore can decide between various competing
commodities, the best that suits him.

(I) Useful for the consumer: Commodity trade is useful for the consumer because he gets an idea of the
price at which the commodity would be available at a future point of time. He can do proper costing/
financial planning and also cover his purchases by making forward contracts. Predictable pricing and
transparency is an added advantage.

3.17.4 What Makes Commodity Trading Attractive?

e A good low-risk portfolio diversifier

e A highly liquid asset class, acting as a counterweight to stocks, bonds and real estate.

e lessvolatile, compared with, equities and bonds.

e Investors can leverage their investments and multiply potential earnings.

e  Better risk-adjusted returns.

e A good hedge against any downturn in equities or bonds as there is little correlation with equity
and bond markets.

e  High co-relation with changes in inflation.

° No securities transaction tax levied.

3.17.5 Differences—Commodity and Financial Futures

Apart from the difference in the underlying assets, financial futures and commodity futures are
substantially different from each other in the following respects:

(a) Valuation

Financial futures are easier to understand as the cost of carry model for its valuation applies. The
argument of arbifrage also holds because of the absence of convenience yield in financial futures.
Financial futures involve financial instruments which do not have consumption value. The consumption
value makes valuation of futures confracts on commodities difficult.

(b) Delivery and Settlement

The provisions of delivery are applicable equally to commodities and financial futures. In case of
financial futures delivery of underlying assets is prompt and hassle free, and so is its seftlement. Further,
there are no costs of transportation, storage, or insurance, etc. involved in financial futures. For futures
on financial assets the price adjustment on account of discrepancy in quality of what was contracted
and what is being delivered, is not required. Quality of underlying asset isimmaterial in case of financial
products, whereas there is ample scope of controversy over quality in case of commodity futures. In
case of futures on indices or intangibles the underlying is non-deliverable and futures contracts on
them are necessarily cash settled.
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(c) Contract Features and Life

Commodity futures are governed by seasons and perishable nature of the underlying asset. The
delivery is linked to the availability, and therefore contracts specifications have to consider physical
characteristics of the underlying assets. Futures contracts on commodities normally do not exceed 90
days, while there is no such limitation on the financial futures. Financial futures can have much longer
life, though generally maturity of many financial futures is kept at 90 days.

(d) Supply and Consumption Patterns

In case of financial products, such as stocks, indices, and foreign exchange, the supply can be
considered as unlimited and independent of weather and seasons. The supply in case of financial
products does not suffer from vagaries of nature. The supply of commodities depends upon factors on
which we do not have any control. The total supply is dependent upon weather, storage capacity, shelf
life, etc. Further, the supply of most commodities (agricultural products) is confined to the harvesting
period, while the consumption is uniform throughout the year. Deterioration in value of commodities
with time is another phenomenon that does not affect futures on financial products.

(f) Futures Contract on Commodities

Futures contract on commodities have same features as any other futures contract on financial asset.
Significant differences arise in the commodity futures in two areas—extremely elaborate description of
the quality attributes of the commodity, and procedure for settlement by delivery, deliverable quality,
place of delivery, etc. Such complexities do not arise in case of futures confracts on financial assets.

Futures contracts on commodities have specific quality requirements. The price needs to be adjusted
for the difference in the quality specified in the contract and the quality being delivered. For example,
there is significant difference in the price of basmati rice and ordinary rice. What is deliverable against
a futures contfract needs to be specified. Besides, the exchange also has to provide for reasonable
time for both the buyer and the seller to arrange for giving/taking delivery of the underlying asset.
Usually futures contract on commodities provide for delivery notice period when parties are required
to disclose the intentions of settlement by delivery.

Futures contracts on commodities can be settled in any of the three ways described in the earlier
chapter, i.e. by physical delivery, by cash settlement, or by closing out. Settlement by closing out or by
cash has the same form in commodities as is in financial assefs. However, unlike futures contracts on
financial assefs the settlement of futures on commodity by delivery requires special mention. Settlement
of commodity futures by delivery is cumbersome. Financial assets are either non-deliverable (as an
index) or do not have quality/ time limitations.

In case of settlement by delivery the exchange has to provide for ascertainment of the quality and price
adjustment, location of the delivery, adjustment of taxes and freight, the delivery logic at the option of
the seller or buyer or both, and assignment. All these issues are dealt extensively in the specification of
the futures contract. This makes the task of designing of the futures contract more onerous.

Assignment refers to the matching of short and long positions. For example, if the delivery is at the
option of the seller the exchange has to find a willing buyer and devise rules for assigning delivery to a
specific buyer. If the delivery logic is compulsory (all open positions at the expiry of futures contract are
to be settled by delivery) the problem of assignment does not arise as for each short position there is a
matching long position.

3.17.6 Pricing Commodity Futures

The relationship between futures prices and the price of the underlying asset is explained. There are several
important differences between a forward contract. These are :

e Aforward contractisintended for physical delivery of commodity while most of the futures contracts
are settled without physical delivery.
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. No margins are involved in forward contracts
* There is no daily settlement of forward contracts

* Forward contracts are usually customized contracts whereas futures contracts are standardized
contracts traded on an exchange

It is easier to examine the relationship between forward price and spot price. The study of futures prices
becomesrather complex on account of the aforesaid factors, apart from the aspect of tax and transaction
costs. However, itis observed that the forward price for a contract with a certain delivery date is the same
as the futures price for a contract with the same delivery date, when the interest rate is constant and same
for all maturities. It can be assumed that the analysis for forward prices is equally applicable to futures
prices, especially for short maturity contracts.

Again, interest is usually compounded on a yearly or half-yearly basis. However, in case of derivatives,
interest is compounded continuously or on a daily basis. We know that if a sum of money A is invested
for n years @ r % per annum, it will become A (1 + )" at the end of the period. If compounded m times
per annum, the amount will become A (1 + r/m)™. Thus, ¥ 100 @ 10% per annum becomes<110 and if
compounded daily or 365 times in a year (m), the terminal value is ¥ 110.52.

Continuous compounding means that m tends to infinity, and mathematically the terminal value for
continuous compounding is given by Ae'", where e is the mathematical constant 2.71828. For A = 100,
r=0.1 and n = 1, the terminal value is 100e%! which is 110.52, the same (up to 2 decimals) as worked out
by daily compounding. We can use the formula Ae'", instead of the formula for daily compounding,
to compute the terminal value of a sum of money continuously compounded @ r % for n years. By
implication, the formula for discounting continuously is Ae™"

From the foregoing, we obtain —

Ae™= A (1+r_/m)m™where ris the continuously compounded rate andr,_ the equivalent rate of interest
with compounding m times per annum.

ore" = (1 +m/m)™ (deleting power of n from both sides)
Hence,r=mlog (1 +r_/m), and
r_=m{(e"m-1)m

These equations can be used to convert a rate where the compounding frequency is m times per
annum to a continuously compounded rate and vice-versa.

The risk free interest rate in futures market often referred to hereafter, is also known as the repo rate. A
repo or repurchase agreement, is an agreement where the owner of securities agrees to sell them to
another party and buy them back at a slightly higher price later. The difference in price is the interest
earned by the other party. The repo involves very little risk to either party, because if the borrower (seller) does
not keep his promise to repurchase, the lender can retain the securities. Likewise, the borrower does not
have to really part with securities to raise funds, and can repossess the securities under the agreement.

1. Forward Contract on No-Income Securities

The forward price for a no-income security like non-dividend paying stocks or discount bonds is the
terminal value of present price of the asset after a certain time interval (maturity period of contract) at
risk-free rate of interest compounded continuously. This is given by Ae™ as seen in preceding paragraph.

Hence,
F=Sel™ )
where, F is the forward price of security

S the price of the underlying asset in the contract
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r the risk-free rate of interest
T time when the forward contract matures (in years)
t current time (in years)

It is easy to see that when forward price F is equal to terminal value of spot price S (the right hand
side in Eq. 1), there is no arbitrage opportunity.

However, if forward price F > S e ™ an investor can borrow S rupees for a time T - t at risk-free interest
rate r, buy the asset and take a short position in the forward contract. At time T, the asset is sold and
the moneys used to repay the loan and yield a profit of F- S e, Thus, the value of long forward
contractfisF- Se™

Suppose Fis less than S e, then the investor can take a long position and short the asset. The sale
yields a cash inflow of S that can be invested at a rate r for a period T - 1. At time T, the asset is bought
under the forward contract, and a profit of [ S e ™ - F]is realized, which is the value of the forward
contract.

Now, consider the following two portfolios,

Portfolio A: one long forward contract on the security plus an amount of cash equal to Ke*™, where
K'is the delivery price

Portfolio B: one unit of security

In portfolio A, the cash, invested at rate r, will grow to an amount K, attime T- (Ke" -V x e(9)j. e. K
x 1/e"0-x eM=K). It can be used to pay for the security at the maturity of the forward contract.
Both portfolios will thus have one unit of security at time T. If the value of forward contract is f, then
it follows that -

f+ K e™™=3S ( forward contract + cash = one unit of security)
Hence, f=S-Ke™ ™ 2

At time t when the forward contract is made, the forward price F and delivery price are the same.
The value of contract f is therefore zero. Substituting K by F and taking f as zero in Eq. 2 gives,

F =S e™which is the same as Eq. 1
Forward Contract on Income Bearing Security

Examples of securities that provide predictable cash income are stocks paying known dividends and
coupon interest bearing bonds. If | is the present value at risk free rate r, ofincome to be received
during the life of the contract, then from Eq. 1 above,

F=(S-1)e ™ 3)
Also, if F>(S-)e'™,then f=F-(S- I) e™ @)
Andif  F<(S-)e ™ then f=(S-)e()-F

The same arguments as in preceding paragraph (Eq. 2) help to arrive at the equation for f vide Eq.
4 above. The portfolio B in this case consists of one unit of security plus cash amount °I’ ( present
value of cash flows ) borrowed aft the risk free rate.

Forward Contracts on Security with Known Dividend Yield

A known dividend yield means that the income can be expressed as a percentage of the value of
security S. Hence, we can substitute the present value of cash flows |in Eg. 3 and 4 with an annuall
rate q. In portfolio B, we will have S x ea( units of security, so that when all the income is reinvested
at g%, we get one unit of security at time T. Equation 3 and 4 is modified as:

F = SeaY and
F =Se(™ - Ke"™

If dividend yield varies during the life of the contract, then g is taken as the average dividend yield.
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4.

0]

(i)

General Result

The value of a forward contract af the time it is first entered into is zero. Later, it may have a positive
or negative value. A general equation applicable to all forward contracts, that gives the value of
a long forward contract “f’, in terms of originally negotiated price K and the current forward price
Fis -

f=(F-K)e"(
Futures on Commodities

On the basis of findings of empirical studies, the equations for forward price in relation to spot price
developed in the foregoing are deemed to apply for futures prices as well.

Investment Assets

Here one has to make a distinction between commodities that are held by a significant number of
investors solely asinvestment assets, like gold and silver, and other commodities that are primavily held
for consumption. A person plots his put our savings in real estate, or gold and silver in anticipation of
appreciation in value with passage of time, though the asset does not yield any income while it is
held. Investment assets are hence like no-income secuirities if storage cost is zero, and the forward
or futures price is given by Eq. 1

F=Se'™

In practice, there is indeed a storage cost, and the spot price of security S can be considered as
S + U, where U represents the present value of storage cost. The equation for F stands modified to

F=(S+U)e'(™)
orF=Sewl-9when U is expressed as a percentage of spot price S.
Consumption Assets

For commodities that are held for consumption purposes such as agricultural commodities or base
metals, which are used as raw materials by processors and manufacturers, the arbitrage arguments
leading to Eq. 4.1 do not apply when the futures price is less than the spot price.

First, consider the case when F > (S + U) -9 .| An arbitrageur, in this situation, would borrow an
amount of S + U at rate r% to purchase one unit of commodity and pay storage cost, and sell a
futures contract on one unit of commodity. At fime T, it would yield a profit of F - (S + U) e Itis
known, though, that the situation cannot hold for a long time because the arbitrage opportunity
leads to an increase in spot price S (due to buying) and progressive decrease in F (due to selling
of contracts).

Now consider that F < (S + U) e ™

An arbitrageur, in this case, should sell the commodity now in such a way that he realizes the
amount S + U, which implies that he is paid for the storage cost. This is usually not possible. In case
of investment assets, like gold or silver, an arbitrageur can sell the commodity, save on storage
costs, and invest the money at rate r %; and buy the contract at time T with the money, making a
profit from the inequality. But in case of consumption commodities, individuals and companies do
not hold inventory as an investment but for future consumption purposes. They are reluctant to sell
the commodity and buy futures contract because futures contract is no substitute for commodity
for the purposes of production of goods. Theoretically, therefore, the inequality F < (S + U) €™ will
hold for along time. For S to go down an additional supply is required and if that does not happen
because holders do not shed inventory or sellers restrict supply to the spot market due to low
prices, the inequality remains. The benefit to the users of the commodity by holding the inventory
in such asituation arise from the ability fo keep production running or to profit from temporary local
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shortages. The benefit is referred to as convenience yield, which may be deemed a substitute for
profit. Hence, the inequality 8 may be modified as —

FeYT)(S+U)e ™

where y is the convenience yield as a percentage of spot price S if U is also expressed as a
percentage, then

F eY(T -t) = S e(r+u)(T-t)
or
F — S e(r+u»Y)(T-t) (9)

If ‘F* the futures price decreases as the maturity of contract increases, it can be inferred from Eq. 4.9
that convenience yield ‘y’ is greater than ‘r + u’. The greater the possibility that shortages will occur
during the life of the contract, the higher is the convenience yield. If users hold high inventories,
there is little chance of shortages in the near future, and convenience yield is low. On the other
hand, low inventories tend to lead to high convenience yields. When the futures price is less than
the spot price, the position is called ‘backwardation’.

The Cost of Carry

The futures price is related to the spot price by the cost of carry, which is the storage cost plus the
interest cost ‘r’ on the money locked in the asset (interest paid on loan) less the income (dividend)
earned on the asset. For no-income stock, the cost of carry is r because there are no storage
costs and no income is earned,; for a stock index, itis r - g since income is earned @Qq%; it is r-r, for
a currency (r, is risk free foreign interest rate); for a commodity, it is r+u, where u is the storage cost
as a percentage of S.

For an investment asset, the futures price is F - Sec™, substituting ¢ for r in Eq. 1, where c is the cost
of carry as a percentage of S.

For a consumption asset, the futures price is F - S eV where y is the convenience yield.

When the futures price is higher than the spot price, the market is said to be ‘contango’, which
means that futures prices are determined only by the cost of carry. The difference between two
futures prices is referred as the ‘spread’. It is called intra-commodity spread when the difference
is between futures prices for the same commodity for two different maturities. It is called inter-
commodity spread when the difference relates to futures prices of two different commodities like
wheat and soya bean. It is inter-market spread, when the difference is between futures prices in
two different markets.

Futures Price and Expected Future Spot Price

We have derived the formulae for determining the futures price for different types of assets (no-
income assets, income bearing assets and known income or dividend yielding assets). The futures
price of investment assets and consumption assets in the context of these formulae have also been
examined. It is now time to address the question whether futures price is equal to the expected
future spot price. Keynes and Hick advanced a theory that if hedgers tend to hold short positions
and speculators tend to hold long positions, the futures price will be less than the expected spot
price. Itis argued that speculators need to be rewarded for the risks they bear. If hedgers are long
and speculators short in future, the futures price will be higher than the future spot price; once
again for the same reason that speculators need to be compensated.

Risk in Futures Position

Consider the case of a speculator who takes a long position in the hope that the future spot price
of the asset will be higher than the futures price at maturity. It could be viewed as if the speculator
invests the present value of the futures price into a risk free investment at time t while simultaneously
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taking a long futures position. The proceeds of the investment are used to buy the asset on maturity
and it is sold in the market immediately at the market price (future spoft price). The cash flows to
the speculator are:

Time t: - F "™ (negative sign indicates cash outflow)

Time T: + S (future spot price)

The present value of the investment is

Fe™+S_ e (10)
where, S_ is the expected future spot value

‘k’ the discount rate, i.e. the rate of return required by the investor.

Theoretically, the futures price converges to the spot price at maturity of the contract because if
it were higher, an arbitrageur would sell the futures contract during delivery period, buy the asset
at spot price and make delivery. Arbitrage would lead to fall in futures price until it equals the spot
price.

Thus, theoretically, the investment opportunities in securities market have zero net present value.
Hence, the present value of the long position taken by speculator given by Eq. 10 above is zero:

F et S ekit=Q
or
F=S ef-k0-9 (11)

The required rate of return k depends on the market risk or systematic risk of the investment.
Systematic risk arises from a correlation between returns from the investment and returns from the
stock market as a whole. Itis seen from Eq. 11 thatif k =r, F=S_. The systematic risk in futures market
is generally higher than the stock market because of high leverage. An investor has to invest only
10% to 15% of the contract value as margin to trade in futures market. In other words, k > r and
therefore F < S,

By implication, the futures price should generally move upwards as the maturity of contract
approaches (by the theory of convergence) to equal S, and a trader should over a long period
of time make profits by consistently holding long futures positions.

Empirical studies on the behaviour of futures prices have led to results, which neither support the
hypothesis represented by Eq.11 nor negate it.

8. Option Contracts

Option contracts are an alternative to futures contracts for dealing with the risk due to adverse
price movements. There are two types of options: call, and put, and the pay-off from each, for
the holder and the seller have also been examined. Also, that the market value of an option is the
sum of its intrinsic value and the time value. The minimum value of an option is zero; it cannot be
negative. A call option with a strike price of ¥ 100 becomes worthless if the asset price declines to
380, because the holder will simply not exercise the option. Hence, the intrinsic value of the option,
i.e. (Spot price - strike price) -3 80 - ¥ 100 = 0. In fact, the actual value may be positive, although
the intrinsic value is zero, because of the time value if there is a long time for the expiry of contract
and the chance that the asset price may go up before expiry date.

(i) Valuation of Option Contract

The time value of an option depends on the time to expiry and the price volatility while the intrinsic
value depends onrisk free interest rate and once again, the time to expiry. The market value of an
option (on non-dividend paying share) is therefore a function of its current price, strike price, risk
free interest rate, time to expiry and price volatility. These five variables form the basis of a model
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developed by two American researchers, Black and Scholes, for pricing of a European call option.

It is a model that is generally used for option valuation and though not perfect, the model gives
results that are in agreement with those based on empirical research.

(i) Black-Scholes Option Valuation Model
The model Black-Scholes Option Valuation is as follows:
C =S.N(d)) - X. e . N(d,) (12)
where,
C is the value of call option
S is the current market price of shares in question X is the future exercise price
R is the risk free interest rate per annum
Tis the time to expiry (in years)

e is the mathematical constant 2.718, used to calculate value on a continuous compounding basis.
(X efis the future value or amount, at time T, of a sum of money X invested @ R % on continuous
compounding basis. If compounded annually, the amount at R % compound rate of interest at
time Tis X(1 + r/100)", which is roughly equal to X ef")

N(d,) and N(d,) represent the cumulative area under the normal distribution curve for a "z’* value
of d, and d, where

d. = Iog(s/x)+RT+ v

N S

d=d-v. 1
and log (SIX) is the natural log (to the base “e’) of SIX.

*‘7’ the standard normal variable (observation value) in a normal distribution with a mean (u) =0,
and a standard deviation 6 = 1. The value of z is given by
7= X- (A)
o
where x is variable, which can take any value in a normal distribution.

The value of zreflects the deviation from the mean (vertical line drawn at the mean value O and
hence, determines the area under the curve between - z and + z. Suppose, a hormal distribution
has a mean (p) of 10 and a standard deviation ¢ of 5. If we want to know the probability of x having
a value between 0.2 and 19.8, we shall find z for x = 0.2 and x = 19.8 by using the formula (A). The
value of z works out as - 1.96 and + 1.96, and for z = 1.96, the area under the normal curve is a 0.95
from the tables. There is thus 95% probability that x will have a value between 0.2 and 19.8.

Let us apply the Black-Scholes model to an example for the sake of clarity. We have to calculate
the value of a call option on shares of an ABC Company based on the following information:

Current share price - S =% 165
Exercise price - X =3 150
Risk free interest rate - R = 6%

Time to option’s expiry - T = 2 years
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Volatility (standard deviation) of share price - v = 15%
Hence,d= + %.v.xﬁ
= {log(165-150)+0.06x2}/(0.15X ~/2 )+1/2x0.15x /2
=+ 1.12 app.
d,= d1-v.T
= 1.12-0.15x~/2 = 0.91 app.

d, and d, represent z values, and the area under the normal curve for d, and d, from the table is
+0.3686 and + 0.3186, respectively. Hence, N(d,) and N(d,), the cumulative probabilities are: N(d,)
=0.50 + 0.3686 = 0.8686

N(d,) =0.50+0.3186 = 0.8186

Hence, the option value C =S.N(d,) - X . e-" N(d,)
= (165 x 0.8686) — 150 x e- (-°6x2) x 0.8186
=34.42

Thus, the option value isX 34.42, which is substantially higher than the intrinsic value X 15, on account
of the considerable length of time to expiry (2 years).

(i) Put - Call Parity Theorem

The Black - Scholes model gives the value of a European call option. The value of a put option is
calculated on the basis of put-call parity theorem. There are four fundamental securities: shares,
risk-free bonds, call options in shares and put option in shares. The increase or decrease in share
price, increases or decreases the investor’s wealth. Risk free bonds typically offer a capital gain in
value instead of interest. If B is the par value of the bond, which is the redemption value after time
t (years), then its current value is B x (1 + R)-'which is the discounted value of B at risk free rate. The
value of a call option, for a buyer, increases if the share price increases, while the loss is limited to
the option premium. For a seller of call option, the maximum gain is the option premium received
for writing the option, and the loss increases with increase in share price. A put option is opposite of
call option. The buyer of put option gains if the share price falls while the seller of put gains if share
price rises.

Now, consider that you have bought the shares (S) and also bought a put option (P) in shares. If the
share price rises, the purchase of shares results in a gain, while the put option becomes worthless.
The netresult is a gain less the option premium. If the share price falls, the put option yields gain but
you lose equally from the purchase of shares. The net result is zero as one cancels the other. Thus,
the buying of shares and a put option places you in a position where an increase in share price
begets a gain (less premium) while a decrease in share price causes a loss equal to option price.

If you were to buy a bond (B) and a call option (C), then arise in share price would fetch a gain on
call option, while the value of bond remains unchanged due to movement in share price. Should
the share price fall, your loss will be the option premium, while bond value remains unaffected.
Thus, the net result from buying of a bond and a call, is that a rise in share price yields a gain (less
option premium), and a fall in share price means a loss to the extent of option premium.

It is quite clear from the foregoing paragraphs, that the buying of a share and a put option has
an identical outcome compared to buying a bond and a call option (at the same exercise price
and expiry date as the put). This relationship is summarized as S + P =B + C and termed as the Put-
Call parity theorem and gives a fixed relationship between the premiums of European put and
call options. Hence, S + P - C = B, which means that the value of a portfolio S + P - C is equal to the
present discounted value, at risk free rate of interest, of a bond of face value B.

>3.62 | ADVANCED FINANCIAL MANAGEMENT



[

g 2

@

A &
8

'

%
X

Consider the case where the current share value is ¥ 100, and the exercise price for both the call
and put options, also is ¥100 (at the money), ‘r’ be 6% and the time to maturity 2 years. Let us
assume thatin 2 years, the share price increases to ¥ 140. Thus, S + P - C or buying a share and put
and selling a call, (- C represents sale while + C is for buy) will be:

S - the share value < 140
P - the value of put option 0 (value is zero as put is not exercised)
C - the value of call option 40 (loss on call option sold)

Hence, the value of portfolio (S + P - C) = 140 + 0 - 40 = %100, which is the exercise price (X).
Algebraically, S+ P-C=S+0-(SX)

or S+P-C = +X
Had the share price fallen, the same value would be obtained:
S+P-C=S+(X-5)-0
S+tP-C=+X
As the value of a European option is obtained at the expiry date, the present value of the option
isX(1+R)-T
or X.eRTif we use daily compounding

It may be noted that it is the present value of an investment at risk free rate of interest "R’ or the
value of arisk free bond ‘B’. Hence, the put-call parity equation is -

S-X.eR=C-P
or pP=C+Xe®s .. (13)

That is to say, the value of a put is equal to the value of the call, plus the present value of the
exercise price, less the current share price.

Binomial Tree

A binomial tree is a useful and popular technique for pricing of options. It involves constructing
of a binomial tree, which represents the two possible values of the asset price over the life of the
option. For example, the current price of non-dividend paying stock is ¥ 20 and it is known that in
3 months, the price will be either 22 orX 18. Let us say, we have to find the value of a European
call option on the stock at an exercise price of ¥ 21 in 3 months. If the stock price becomes T 22,
the value of the option is¥ 1; if it becomes T 18, the value of the option will be zero. The position is
illustrated below:

Stock Price =% 22
Option Price =% 1

Stock Price =% 20

Stock Price =% 18
Option Price =% 0

The Binomial Tree
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Suppose a portfolio of the stock and the option on the stock is created in a way that there is no
uncertainty about its value at the end of 3 months. As the portfolio carries no risk, it should earn a
risk free return. Consider a portfolio consisting of a long position in shares of the stock and a short
position in one call option. If the price of stock rises to T 22, the value of the shares is 22" and the
value of option isX 1; if the share price becomes X 18, the value of shares is 18’ and the value of
option is zero. For a risk free portfolio,

226 -1=188,0r6=0.25

Thus, arisk free portfolio is as follows: buy 0.25 shares and sell one call option. If share price goes up
to X 22, the value is 22 x 0.25 -1 = 4.5. If price isX 18, the value is 18 x 0.25 = 4.5

Regardless of whether the share price moves up or down, the value of option is always 4.5 at the
end of 3 months. If the risk free rate of interest is 12%, the value of the portfolio today must be the
present value of¥ 4.5, i.e

4.5 -012X025 = 4,367 X)
The current stock price is ¥ 20 and if f denotes the option price, the value of portfolio today will be
20x0.25-f
or 5-f
It follows that, 5-f =4.367 )

Hence, f=0.633. In other words, in the absence of arbitrage opportunities, the value of the option
must be 0.633. It is seen from Y above, that if the option value is more than 0.633, the RHS will
become less than 4.367, meaning thereby that it would cost less than 4.367 to set up the portfolio
and earn more than the risk free rate. If f is less than 0.633, it means that RHS is more than 4.367; a
quick look at X shows that it implies that selling the portfolio would amount to borrowing money at
less than the risk free rate of 12%.

The aforesaid example can be generalized and expressed as:
Sxux8-f =Sxdx8-f, Q)
Where,
S the current stock price
u a factor > 1 so that S x u represents the higher level in share price
d a factor < 1 so that S x d represents the lower level in share price
f, the pay-off when share price moves up
f, the pay-off when the share price moves down
§ the number that makes the portfolio risk free

The LHS of equation Q represents the value of portfolio when share price goes up and the RHS is
the value when the share price goes down. For arisk free portfolio, both are equal as shown by Q.
Hence, 6 =f-f/S.u-S.d

And, the present value of portfoliois (S.u. 6 - ) e R’

The cost of setting up the portfolio is S. &-f

It follows that
S.6-f=(S.u.6-f)ef

Substituting the value of ‘6", the equation given the value of ‘f' as-
f=e-"(pf+(1-p)f,)

>3.64 | ADVANCED FINANCIAL MANAGEMENT



10.

11

Where,
p = ef" -d/u-d
1. Risk-neutral Valuation

Risk-neutral valuation is another approach to the valuation of options. The variable "p’ in the
above equations may be interpreted as the probability of the share price moving up. Hence, (1
- p) represents the probability of the price going down. The expected pay-off from the option is
therefore

pf, +(1 -p)f,
Equation 14, itis clear that it gives the present value of expected future value (payoff) of the option.
The expected share price E(S,) at time T is

E(S,)=pSu+(1-p)sd
or ES)=pS(u-d)+Sd
Substituting the value of ‘p’ from Eq.15 above,
E(S,) =SerT

which means that the share price grows at arisk free rate. In other words, by p setting the probability
of anincrease in share price equal to "p’, we have fixed the return on the share torisk free rate. This
is an important general principle relating to valuation of options called the risk-neutral valuation.
We find that no-arbitrage argument and risk-neutral valuation lead to the same result. We assume
that it is a risk-neutral world and investors require no compensation for risk and the return on all
securities is the risk free interest rate. The procedure discussed here also applies to the valuation
of put option. The analysis can be extended to a two-step binomial tree, for example, when the
share price rises or falls by 10% in each of the two steps of 3 months duration. Equation 4.14 gets
change accordingly.

DELTA

The delta of a stock option is the ratio of the change in option price to the change in value of the
underlying security. It is an important parameter in pricing and hedging of options and refers to
the number of units of stock one should hold for each option sold to create a risk-free hedge. It
is the same * that we used in Eq. 9 above to create a risk free portfolio, which is referred as delta
hedging. The value of delta was 0.25 in the example considered by us in section, 9 above.

SUMMARY

The futures price of a contract with a certain delivery date is theoretically the same as the forward
price for a contract with the same delivery date if the interest rates are predictable, and are close
to each other for short-life contracts, when interest rates vary unpredictably.

Futures contracts may be divided into two categories based on whether the underlying asset is
held by a significant number of investors for investment, or primarily for consumption purposes. In
the case of investment assets, three different situations can be considered:

. The asset provides no income
. The asset provides a known income
* The asset provides a known dividend yield.

The futures price for an asset with no income is the amount its spot price would become if it were
invested over the period of contract at a risk free rate of interest, compounded continuously. We
have to make appropriate adjustment to calculate the futures price in case of assets, which yield
a known income or a known dividend yield. The futures prices for contracts on investment assets
like stock indices, currencies, gold and silver, are thus ascertained.
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An alternative method to obtain the futures price is based on the concept of “cost of carry’. It is
the storage cost of the underlying asset plus the cost of financing it (interest, insurance, handling
and transport) minus the income, if any, from the asset. For an investment asset, the futures price is
greater than the spot price by an amount equal to the cost of carry. In case of consumption assets,
the futures price is greater than the spot price by an amount of cost of carry net of convenience
yield. Thus, the futures price in case of consumption assets is less than that for investment assets,
other things being equal, by the convenience yield because of the benefits derived from holding
the asset in terms of ability to keep the production running or be immune to shortage of commodity
during the life of contract. If futures price decreases with increase in maturity of contracts, it means
that the convenience yield as a percentage of spot price, is higher than the r + u, where r is the
risk free rate of interest and u the storage cost, both expressed as a percentage of spot price.

Theoretically, there is convergence of the futures price and the spot price on the maturity date
of the contract. But in real situations, it is not so and we take recourse to the capital asset pricing
model to establish a relationship between futures price and expected future spot price. Thus, if the
return (k) from the contractis higher than the stock market, i.e. the risk is higher than the systematic
risk, the futures price is lower than the expected future spot price and vice versa.

The market value of an option is a combination of its intrinsic value and its time value. For non-
dividend paying shares, the intrinsic value is a function of the strike price, the current share price,
the risk free interest rate and the time to expiry. The time (or gamble) value is a function of both
the time to expiry and the volatility (or variability) in price of the stock to which the option relates.
The market value of the option can be found through the Black-Scholes option valuation model.
Though the Black-Scholes model excludes the possibility of dividends on the underlying shares, it
can be adapted to allow for the impact of dividends by suitable adjustment in share price for the
present value of the expected dividend.

There are four fundamental financial securities: shares, risk free bonds, call options, and put options.
These can be combined into an equality relationship: S + P =B + C. Hence, a risk free investment
can be created by the combination' S + P - C = B. The equality relationship can also be used to
develop a fixed relationship between the premium on call option and the premium on put option.
ItisS-B =C -P.The amount by which the share price exceeds the exercise price gives the profit or
return on the option at the end of the life of the option and its present value at a risk free interest
rate represents the return on risk free bond. Thus, X .e-f" = B and substituting for B in the equation,
we get the Put-Call parity theorem:S- X .efR=C-P

The valuation of options can also be viewed in a simpler way, though with limited perspective, by
using a binomial tree model. It is based on the fact that a risk free investment (hedge portfolio)
can be created out of shares and options and it can be compared to the return of a bond (risk
free return) fo find the value of the option.

3.17.7 Hedging with Commodity Futures:

Hedging strategy with futures revolves around compensating anticipated losses in the spot market with
the equivalent gains in the futures market. This is done by taking a position on the futures market that is
opposite to the position in the spot market.

Long and Short Positions

When a party holds the underlying asset he is said to be long on the spot market. For example, a
jeweller holding gold or silver is long on the underlying asset. A wheat farmer is long on wheat when he
sows the crop.

Similarly, a party that requires the underlying asset in future is said to be short on the underlying. For
example, a tea exporter who needs stock of tea to execute the pending orders, is short on tea, the
underlying commodity/asset. A wheat flour mill needing wheat in future is short on wheat.
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Similarly, in the futures market if one buys a futures contract he is said to be long and the one who sells
the futures contract is said to be short.

To execute a hedge the following steps are taken.

1. Onewhoislong onthe asset, goesshort on the futures market, and the one who is short on underlying,
goes long in the futures market.

2. Atan appropriate time one can neutralize the position in the futures market, i.e. go long on futures
if one was originally short and go short on futures if one was originally long, and receive/pay the
difference of prices.

3. Sell or buy the underlying asset in the physical market at prevailing price.

Short Hedge

A short hedge means a short position in futures. It is used by those who are long on the underlying
asset. In order to hedge the long position on asset one would require taking short position in the futures
market.

For example, consider a sugar mill in Uttar Pradesh. It is expected to produce 100 MT of sugar in the
month of April. The current price today (the month of February) is ¥ 22 per kg. April futures contract in
sugar due on 20th April is trading at ¥ 25 per kg. The sugar mill apprehends that the price lesser than
% 25 per kg will prevail in April due to excessive supply then. How can the sugar mill hedge its position
against the anticipated decline in sugar prices in April?

To execute the hedging strategy the sugar mill has to take the opposite position in the futures market.
The sugar mill is long on the asset in April. Therefore, it needs to sell the futures contract today. The
number of contracts that needs to be sold is dependent upon the exposure in the physical asset
and the value one needs to cover. Assuming that 100% cover is desired we can find the number of
contracts to be sold. Assuming each contract for sugar is for 10 MT the number of contracts to be sold
is 10.

No. of contracts to be sold
= Quantity to be hedged/quantity in each futures contract
=100 MT/10 MT = 10

The sugar mill would go short on futures in February. Prior to April, before the future contract expires, the
sugar mill buys the future contract to nullify its position in the futures market. The underlying asset, i.e.
sugar is sold in the spot market. The price realized by the sugar mill in two different scenarios of decline
or rise in sugar prices, using the principle of convergence of price on the due date of the contract, is
worked out as follows.

When the price falls to ¥ 22 per kg. Cash flow (X per kg)
In the futures market
Sold futures contract in February + 25.00
Bought futures contract in April -22.00
Gain in the futures market +3.00
Price realized in the spot market +22.00
Effective price realized % 25.00 per kg

Here the loss of ¥ 3 (R 25 - 22) in the spot market is made up by an equal gain in the futures market.
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When the price rises to X 26 per kg

In the futures market
Sold futures contract in February +25.00
Bought futures contract in April - 26.00
Loss in the futures market - 1.00
Price realized in the spot market +26.00
Effective price realized % 25.00 per kg

Here the gain of ¥ 1 (R 26 - ¥ 25) in the spot market is offset by the equal loss in the futures market.

Due fo the fact that prices of sugar in the spot market and futures market must converge a fixed price

of ¥ 25 per kg is realized by the sugar mill. The loss or gain in the spot market is fully compensated by
gain/loss in the futures market.

Long Hedge

A long hedge is one that requires taking a long position in the futures. It is used by those who are short
on the asset.

For example, consider a petrochemical plant that needs to process 10,000 barrels of oil in three months
time. To hedge against the rising price the plant needs to go long on the futures contract of crude
oil. The spot price of crude oil is ¥ 1,950 per barrel, while futures contract expiring three months from
now is selling for ¥ 2,200 per barrel. By going long on the futures the petrochemical plant can lock-in
the procurement at ¥ 2,200 per barrel. Assuming the size of one futures contract of 100 barrels, the firm
buys 100 futures to cover its exposure of 10,000 barrels.

Let us examine the price that would be payable under two scenarios of rise in price to ¥ 2,400 or fall in
price to ¥ 1,800 per barrel after three months.

Figures [in ¥/barrel)

Price after 3 months % 1,800/batrrel % 2,400/barrel
Actual purchase price 1,800 2,400
Gain/loss on futures

Bought futures at 2,200 2,200
Sold futures at 1,800 2,400
Profit/loss on futures -400 + 200
Effective Price (/barrel) 2,200 2,200

Here again we observe that the loss in the physical position is offset by the gain in the futures position

and vice versa. This results in effective price equal to the price of futures at the time of setting up the
hedge.

Example 3.3 Long Hedge

Today is 24th March. A refinery needs 1,075 barrels of crude oil in the month of September. The current
price of crude oil is% 3,000 per barrel. September futures contract at Multi Commodity Exchange (MCX)
is trading at < 3,200. The firm expects the price to go up further and beyond 3,200 in September. It has
the option of buying the stock now. Alternatively it can hedge through futures contract.

(a) If the cost of capital, insurance, and storage is 15% per annum, examine if it is beneficial for the
firm to buy now?

>3.68 | ADVANCED FINANCIAL MANAGEMENT




(b) Instead, if the upper limit to buying price is ¥ 3,200 what strategy can the firm adopt?

(c) If the firm decides to hedge through futures, find out the effective price it would pay for crude oil
if at the time of lifting the hedge (i) the spot and futures price are ¥ 2,900 and X 2,910 respectively,
(i) the spot and futures price are X 3,300 and X 3,315 respectively.

Solution

(a) Ifcostof carry (including interest, insurance, and storage) is 15%, the fair price of the futures contract
iss, x e™= 3,000 x e®12x015 =% 3,233.65.

Itimplies that the the firm buys crude oil today to be used after six months it would effectively cost
¥ 3,233.65 per barrel.

(b) Since futures are trading at< 3,200 it can lock-in the price of around ¥ 3,200 through a long hedge.
Underlong hedge the firm would buy the futures on crude oil foday and sell it six months later while
simultaneously meeting the physical requirements from the market at the price prevailing at that
fime. Irespective of price six months later, the firm would end up paying a price of around ¥ 3,200.

(c) Ifthe firm adopfts the strategy as mentioned in (b), the effective price to be paid by the firmin cases
of rise and fall in spot values is shown below:-

Quantity of crude oil to be hedged =1,075 barrels
Size of one futures contract =100 barrels
No. of futures contracts bought 1,075/100 =11 contracts (Rounded)
Futures price =3 3,200
Exposure in futures 3,200 x 11 x 100 =% 35,20,000

Six months later the firm would unwind its futures position and buy the requirement from the spot
market.

g 3
Futures sold at price 2910 3315
Amount of futures sold 32,01,000 36,46,500
Gain/Loss on futures (11 contracts) (3,19,000) 1,26,500
Spot Price 2,900 3,300
Actual Cost of buying(1075 barrels) 31,17,500 35,47,500
Effective cost of buying 34,36,500 34,21,000
Effective Price 3,197 3,182

3.17.8 Participants in commodity Futures

e Farmers/ Producers

*  Merchandisers/ Traders

. Importers

. Exporters

e Consumers/ Industry

J Commodity Financers

e Agriculture credit Providing agencies

e Corporate having price risk exposure in commodities
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3.17.9 Benefits of Futures Trading
o Price discovery for commodity players

- A farmer can plan his crop by looking at prices prevailing in the futures market
J Hedging against price risk

- A farmers can sell in futures to ensure remunerative prices

- A processor/ manufacturing firm can buy in futures to hedge against volatile raw material
costs

- An exporter can commit to a price to his foreign clients

- A stockiest can hedge his carrying risk to ensure smooth prices of the seasonal commodities
round the year

e  Easy availability of finance

Based on hedged positions commodity market players (farmers, processors, manufacturers,
exporters) may get easy financing from the banks.

3.17.10 How Commodity Futures Help
(a) Risk Management

(i) Growers - Short hedge on upcoming produce

(i) Traders — short Hedge on Stored quantity

(iiiy Manufacturers — Long Hedge on input cost, short hedge on finished products
Any price risk that is not managed is a cost; any cost is a direct dent on profitability.
(b) Price Discovery

Futures prices can be used as indicative prices for negotiating the export prices and also upcountry
sales.

3.17.11 Profitability Areas in Futures Market

Action Impact

Cover raw material price risk Certainty in input cost. Certainty in cost of production
Cover the export commitment Certainty about profits. Certainty in income

Cover input requirements through futures|Less financing requirements; reduced interest cost.
market Reduces cost of production. Increase in profits

Buy in futures market Save on strong and storage management costs.

Increase in profitability
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3.18 COMMONLY USED TERMS IN COMMODITY MARKET

Actuals: - Commodities on hand ready for shipment, storage and manufacture.

Arbitragers: - Arbitragers are interested in making purchase and sale in different markets at the same
time to profit from price discrepancy between the two markets.

At the Market: - An order to buy or sell at the best price possible at the time an order reaches the
trading pit.

At the Money: - In options, when the strike price equals the price of the underlying futures.

Basis: - Basis is the difference between the cash price of an asset and futures price of the underlying
asset. Basis can be negative or positive depending on the prices prevailing in the cash and futures.

Basis grade: - Specific grade or grades named in the exchanges future contract. The other grades
deliverable are subject to price of underlying futures

Baskets:- Basket options are options on portfolios of underlying assets. The underlying asset is usually a
weighted average of a basket of assets. Equity index options are a form of basket options.

Bear: - A person who expects prices to go lower.

Bid:- A bid subject to immediate acceptance made on the floor of exchange to buy a definite number
of futures contracts at a specific price.

Breaking:- A quick decline in price.

Bulging: - A quick increase in price.

Bull:- A person who expects prices to go higher.

Buy on Close: - To buy at the end of trading session at the price within the closing range.

Buy on opening: - To buy at the beginning of trading session at a price within the opening range.

Call: - An option that gives the buyer the right to a long position in the underlying futures at a specific
price, the call writer (seller) may be assigned a short position in the underlying futures if the buyer
exercises the call.

Cash commodity: - The actual physical product on which a futures contract is based. This product can
include agricultural commodities, financial instruments and the cash equivalent of index futures.

Close: - The period at the end of frading session officially designated by exchange during which alll
transactions are considered made “at the close”.

Closing price: - The price (or price range) recorded during the period designated by the exchange as
the official close.

Commission house: - A concern that buys and sells actual commodities or futures contract for
the accounts of customers.

Consumption Commodity: - Consumption commodities are held mainly for consumption purpose. E.g.
Oil, steel

Cover: - The cancellation of the short position in any futures contract buys the purchase of an equal
quantity of the same futures contract

Cross hedge: - When a cash commodity is hedged by using futures contract of other commodity.

Day orders: - Orders at a limited price which are understood to be good for the day unless expressly
designated as an open order or “good till canceled” order.

Delivery: - The tender and receipt of actual commodity, or in case of agriculture commodities,
warehouse receipts covering such commodity, in settlement of futures contract. Some contracts settle
in cash (cash delivery). In which case open positions are marked to market on last day of contract
based on cash market close.

Delivery month: - Specified month within which delivery may be made under the terms of futures
contract.
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Delivery notice:- A notice for a clearing member’s intention to deliver a stated quantity of commodity
in settlement of a short futures position.

Derivatives:- These are financial contracts, which derive their value from an underlying asset. (Underlying
assets can be equity, commodity, foreign exchange, interest rates, real estate or any other asset.) Four
types of derivatives are trades forward, futures, options and swaps. Derivatives can be traded either in
an exchange or over the counter.

Differentials: - The premium paid for grades batter than the basis grade and the discounts allowed for
the grades. These differentials are fixed by the confract terms on most exchanges.

Exchange: - Central market place for buyers and sellers. Standardized contracts ensure that the prices
mean the same to everyone in the market. The prices in an exchange are determined in the form of a
continuous auction by members who are acting on behalf of their clients, companies or themselves.

Forward contract: - It is an agreement between two parties to buy or sell an asset at a future date for
price agreed upon while signing agreement. Forward contract is not traded on an exchange. This is
oldest form of derivative contract. It is traded in OTC Market. Not on an exchange. Size of forward
contract is customized as per the terms of agreement between buyer and seller. The contract price of
forward contract is not transparent, as it is not publicly disclosed. Here valuation of open position is not
calculated on a daily basis and there is no requirement of MTM. Liquidity is the measure of frequency of
trades that occur in a particular commodity forward contract is less liquid due to its customized nature.
In forward contracts, counter- party risk is high due to customized & bilateral nature of the transaction.

Forward contract is not regulated by any exchange. Forward contract is generally settled by physical
delivery. In this case delivery is carried out at delivery center specified in the customized bilateral
agreement.

Futures Contract:- It is an agreement between two parties to buy or sell a specified and standardized
quantity and quality of an asset at certain time in the future at price agreed upon at the time of entering
in to contract on the futures exchange. It is entered on centralized trading platform of exchange. It
is standardized in ferms of quantity as specified by exchange. Confract price of futures contfract is
transparent as it is available on centralized trading screen of the exchange. Here valuation of Mark-to-
Mark position is calculated as per the official closing price on daily basis and MTM margin requirement
exists. Futures contract is more liquid as it is traded on the exchange. In futures contracts the clearing-
house becomes the counter party to each transaction, which is called novation. Therefore, counter
party risk is almost eliminated. A regulatory authority and the exchange regulate futures contract.
Futures contract is generally cash settled but option of physical settlement is available. Delivery
tendered in case of futures contract should be of standard quantity and quality as specified by the
exchange.

Futures commission merchant: - A broker who is permitted to accept the orders to buy and sale futures
contracts for the consumers.

Futures Funds: - Usually limited partnerships for investors who prefer to participate in the futures market
by buying shares in a fund managed by professional traders or commodity trading advisors.

Futures Market: - It facilitates buying and selling of standardized contractual agreements (for future
delivery) of underlying asset as the specific commodity and not the physical commodity itself.

The formulation of futures contract is very specific regarding the quality of the commodity, the quantity
to be delivered and date for delivery. However it does not involve immediate transfer of ownership of
commodity, unless resulting in delivery. Thus, in futures markets, commodities can be bought or sold
irespective of whether one has possession of the underlying commodity or not. The futures market
trade in futures contracts primarily for the purpose of risk management that is hedging on commodity
stocks or forward buyers and sellers. Most of these contracts are squared off before maturity and rarely
end in deliveries.

Hedging:- Means taking a position in futures market that is opposite to position in the physical market
with the objective of reducing or limiting risk associated with price.

In the money:- In call options when strike price is below the price of underlying futures. In put options,

>3.72 | ADVANCED FINANCIAL MANAGEMENT



when the strike price is above the underlying futures. In-the-money options are the most expensive
options because the premium includes intrinsic value.

Index Futures: - Futures contracts based on indexes such as the S & P 500 or Value Line Index. These are
the cash settlement contracts.

Investment Commodities: - An investment commodity is generally held for investment purpose. e.g.
Gold, Silver

Limit: - The maximum daily price change above or below the price close in a specific futures market.
Trading limits may be changed during periods of unusually high market activity.

Limit order:- An order given to a broker by a customer who has some restrictions upon its execution,
such as price or time.

Liquidation: - A transaction made in reducing or closing out a long or short position, but more often
used by the trade to mean a reduction or closing out of long position.

Local: - Independent tfrader who trades his/her own money on the floor of the exchanges. Some local
act as a brokers as well, but are subject to certain rules that protect customer orders.

Long: - (1) The buying side of an open futures contract or futures option; (2) a trader whose net position
in the futures or options market shows an excess of open purchases over open sales.

Margin: - Cash or equivalent posted as guarantee of fulfilment of a futures contract (not a down
payment).

Margin call: - Demand for additional funds or equivalent because of adverse price movement or some
other contingency.

Market to Market: - The practice of crediting or debating a trader’s account based on daily closing
prices of the futures contracts he is long or short.

Market order: - An order for immediate execution at the best available price.
Nearby: - The futures contract closest to expiration.

Net position: - The difference between the open contracts long and the open contracts short held in
any commodity by any individual or group.

Offer: - An offer indicating willingness to sell at a given price (opposite of bid).
On opening: - A term used to specify execution of an order during the opening.

Open contracts: - Contracts which have been brought or sold without the transaction having been
completed by subsequent sale, repurchase or actual delivery or receipt of commodity.

Open interest: - The number of “open contracts”. It refers to Unliquidated purchases or sales and never
to their combined total.

Option: - It gives right but not the obligation to the option owner, fo buy an underlying asset at specific
price at specific time in the future.

Out-of-the money: - Option calls with the strike prices above the price of the underlying futures, and
puts with strike prices below the price of the underlying futures.

Over the counter: - Itis alternative trading platform, linked to network of dealers who do not physically
meet but instead communicates through a network of phones & computers.

Pit: - An octagonal platform on the trading floor of an exchange, consisting of steps upon which traders
and brokers stand while trading (if circular called ring).

Point: - The minimum unitin which changesin futures prices may be expressed(minimum price fluctuation
may be in multiples of points).

Position: - An interest in the market in the form of open commodities.

Premium: - The amount by which a given futures contract’s price or commodity’s quality exceeds that
of another contract or commodity (opposite of discount). In options, the price of a call or put, which
the buyer initially pays to the option writer (seller).
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Price limit: - The maximum fluctuation in price of futures contract permitted during one trading session,
as fixed by the rules of a contract market.

Purchase and sales statement: - A statement sent by FMC to a customer when his futures option has
been reduced or closed out (also called “P and S”)

Put:- In options the buyer of a put has the right to continue a short position in an underlying futures
contract at the strike price until the option expires; the seller(writer) of the put obligates himself to take
a long position in the futures at the strike price if the buyer exercises his put.

Range: - The difference between high and low price of the futures contract during a given period.
Ratio hedging: - Hedging a cash position with futures on a less or more than one-for-one basis.
Reaction: - The downward tendency of a commodity after an advance.

Round turn: - The execution of the same customer of a purchase transaction and a sales transaction
which offset each other.

Round turn commission: - The cost to the customer for executing a futures contract which is charged
only when the position is liquidated.

Scalping: - For floor fraders, the practice of frading in and out of contracts through out the trading day
in a hopes for making a series of small profits.

Settlement price: - The official daily closing price of futures contract, set by the exchange for the
purpose of setting margins accounts.

Short: - (1) The selling of an option futures contract. (2) A trader whose net position in the futures market
shows an excess of open sales over open purchases.

Speculator: - Speculator is an additional buyer of the commodities whenever it seems that market
prices are lower than they should be.

Spot Markets:- Here commodities are physically brought or sold on a negotiated basis.
Spot price: - The price at which the spot or cash commodity is selling on the cash or spot market.
Spread: - Spread is the difference in prices of two futures contracts.

Striking price: - In options, the price at which a futures position will be established if the buyer exercises
(also called strike or exercise price).

Swap: - It is an agreement between two parties to exchange different streams of cash flows in future
according to predetermined terms.

The two commonly used swaps are:

® Inferest rate swaps: These entail swapping only the interest related cash flows between the parties
in the same currency.

® Currency swaps: These entail swapping both principal and interest between the parties, with the
cash flows in one direction being in a different currency than those in the opposite direction.

Swaptions : Swaptions are options to buy or sell a swap that will become operative at the expiry of the
options. Thus a swaption is an option on a forward swap.

Technical analysis (charting): - In price forecasting, the use of charts and other devices to analyze
price-change patters and changes in volume and open interest to predict future market trends
(opposite of fundamental analysis).

Time value: - In options the value of premium is based on the amount of time left before the contract
expires and the volatility of the underlying futures contract. Time value represents the portion of the
premium in excess of intrinsic value. Time value diminishes as the expiration of the options draws near
and/or if the underlying futures become less volatile.

Volume of trading (or sales): - A simple addition of successive futures transactions (a transaction consists
of a purchase and matching sale).

Writer: - A sealer of an option who collects the premium payment from the buyer.
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Study Note - 4

INFRASTRUCTURE FINANCING ﬁ
A y ]

This Study Note includes
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4.6 Financing Infrastructure Development: Recent Trends and Institutional Initiatives
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4.15 Need for an Efficient and Vibrant Corporate Bond Market
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4.21 Primary & Secondary Market Structure

4.1 INTRODUCTION

Infrastructure is basic physical and organizational structures needed for the operation of a society or
enterprise, or the services and facilities necessary for an economy to function. It can be generally defined
as the set of interconnected structural elements that provide framework supporting an entire structure
of development. It is an important term for judging a country or region’s development.

The term typically refers to the technical structures that support a society, such as roads, bridges, water
supply, sewers, electrical grids, telecommunications, and so forth, and can be defined as “the physical
components of interrelated systems providing commodities and services essential to enable, sustain, or
enhance societal living conditions.”

Viewed functionally, infrastructure facilitates the production of goods and services, and also the
distribution of finished products to markets, as well as basic social services such as schools and hospitals;
for example, roads enable the transport of raw materials to a factory. In military parlance, the term refers
to the buildings and permanent installations necessary for the support, redeployment, and operation of
military forces. To make it simple, infrastructure is anything that is needed everyday, an everyday item.

4.1.1 “Hard” versus “Soft” infrastructure

In this arficle, *hard” infrastructure refers to the large physical networks necessary for the functioning of
a modern industrial nation, whereas “soft” infrastructure refers to all the institutions which are required
to maintain the economic, health, and cultural and social standards of a country, such as the financial
system, the education system, the health care system, the system of government, and law enforcement,
as well as emergency services.
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4.1.2 Types of hard infrastructure

The following list of hard infrastructure is limited to capital assets that serve the function of conveyance
or channelling of people, vehicles, fluids, energy, or information, and which take the form either of a
network or of a critical node used by vehicles, or used for the transmission of electro-magnetic waves.

Infrastructure systems include both the fixed assets, and the control systems and software required to
operate, manage and monitor the systems, as well as any accessory buildings, plants, or vehicles that
are an essential part of the system. Also included are fleets of vehicles operating according to schedules
such as public transit buses and garbage collection, as well as basic energy or communications facilities
that are not usually part of a physical network, such as oil refineries, radio, and television broadcasting
facilities.

e Transport infrastructure

e Energy infrastructure

* Water management infrastructure

e Communications infrastructure

e Solid waste management

e Earth monitoring and measurement networks
4.1.4 Types of soft infrastructure

Soft infrastructure includes both physical assets such as highly specialized buildings and equipment, as
well as non-physical assets such as the body of rules and regulations governing the various systems, the
financing of these systems, as well as the systems and organizations by which highly skiled and specialized
professionals are trained, advance in their careers by acquiring experience, and are disciplined if required
by professional associations (professional training, accreditation and discipline).

Unlike hard infrastructure, the essence of soft infrastructure is the delivery of specialized services to people.
Unlike much of the service sector of the economy, the delivery of those services depend on highly
developed systems and large specialised facilities or institutions that share many of the characteristics
of hard infrastructure.

e Governance infrastructure
e Economic infrastructure
e Social infrastructure

e Cultural, sports and recreational infrastructure

4.1.5 Typical attributes
Hard infrastructure generally has the following attributes:
(i) Capital assets that provide services

These are physical assets that provide services. The people employed in the hard infrastructure
sector generally maintain, monitor, and operate the assets, but do not offer services to the clients
or users of the infrastructure. Interactions between workers and clients are generally limited to
administrative tasks concerning ordering, scheduling, or billing of services.

(i) Large networks

These are large networks constructed over generations, and are not often replaced as a whole
system. The network provides services to a geographically defined area, and has alonglife because
its service capacity is maintained by continual refurbishment or replacement of components as
they wear out.
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(iii) Historicity and interdependence

The system or network tends to evolve over time as it is continuously modified, improved, enlarged,
and as various components are rebuilt, decommissioned or adapted to other uses. The system
components are interdependent and not usually capable of subdivision or separate disposal,
and consequently are not readily disposable within the commercial marketplace. The system
interdependency may limit a component life to a lesser period than the expected life of the
component itself.

(iv) Natural monopoly

The systems tend to be natural monopolies, insofar that economies of scale means that multiple
agencies providing a service are less efficient than would be the case if a single agency provided
the service. This is because the assets have a high initial cost and a value that is difficult to
determine. Once most of the system is built, the marginal cost of servicing additional clients or
users tends to be relatively inexpensive, and may be negligible if there is no need to increase the
peak capacity or the geographical extent of the network.

In public economics theory, infrastructure assets such as highways and railways tend to be public
goods, in that they carry a high degree of non-excludability, where no household can be excluded
from using it, and non-rivalry, where no household can reduce another from enjoying it. These
properties lead to externality, free ridership, and spillover effects that distort perfect competition
and market efficiency. Hence, government becomes the best actor to supply the public goods.

4.1.6 Economics, management, engineering, and impacts
The following concerns mainly hard infrastructure and the specialized facilities used for softinfrastructure:
(i) Ownership and financing

Infrastructure may be owned and managed by governments or by private companies, such as sole
public utility or railway companies. Generally, most roads, major ports and airports, water distribution
systems and sewage networks are publicly owned, whereas most energy and telecommunications
networks are privately owned. Publicly owned infrastructure may be paid for from taxes, tolls, or metered
user fees, whereas private infrastructure is generally paid for by metered user fees. Major investment
projects are generally financed by the issuance of long-term bonds.

An interesting comparison between privatization versus government-sponsored public works involves
high speed rail (HSR) projects in East Asia. In 1998, the Taiwan government awarded the Taiwan High
Speed Rail Corporation, a private organization, to construct the 345 km line from Taipei to Kaohsiung in
a 35-year concession contract. Conversely, in 2004 the South Korean government charged the Korean
High Speed Rail Construction Authority, a public entity, to construct its high speed rail line, 412 km from
Seoulto Busan, in two phases. While differentimplementation strategies, Taiwan successfully delivered the
HSR project in terms of project management (fime, cost, and quality), whereas South Korea successfully
delivered its HSR project in terms of product success (meeting owners' and users’ needs, particularly
in ridership). Additionally, South Korea successfully created a technology transfer of high speed rail
tfechnology from French engineers, essentially creating an industry of HSR manufacturing capable of
exporting knowledge, equipment, and parts worldwide.

Henceforth, government owned and operated