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About the Certification Examination for Research Analyst The examination seeks to create a common minimum knowledge benchmark for all associated persons registered as research analyst under SEBI (Research Analyst) Regulations, 2014, individuals employed as research analyst and partners of a research analyst, engaged in preparation and/or publication of research report or research analysis. An associated person shall be required to pass the NISM-Series-XV: Research Analyst Certification Examination to fulfill the requirements specified under Regulation 7(2) of the SEBI (Research Analysts) Regulations, 2014. The certification aims to enhance the quality of services provided by research analyst in the financial services industry. Examination Objectives On successful completion of the examination, the candidate should:       



Know the basics of Indian Securities Markets and different terminologies used in equity and debt markets Learn about the top down and bottom up approach to fundamental research Know the basic principles for micro and macro-economic analysis, the sources of different information for analysis and the various macroeconomic variables affecting the analysis. Know the key industry drivers and sources of information for industry analysis. Understand about the Qualitative and Quantitative dimensions with regards to Company Analysis. Learn about the Fundamentals of Risk and Return, Valuation Principles and the philosophy of various Corporate Actions. Understand the qualities of a good research report.



Assessment Structure The examination consists of 100 questions of 1 mark each and should be completed in 2 hours. The passing score on the examination is 60%. There shall be negative marking of 25% of the marks assigned to a question. How to register and take the examination To find out more and register for the examination please visit www.nism.ac.in
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CHAPTER 1: INTRODUCTION TO RESEARCH ANALYST PROFESSION Who is a Research Analyst? What are the functions of a person holding this title & what are the qualities that make for a good research analyst? These questions would be dealt with in this chapter.



1.1



Primary Role of a Research Analyst



Imagine you've decided to buy a new phone. What would be your process of selection? For the price range decided, you would short list a set of brands, compare various technical specifications and depending upon what factors are important to you - whether it’s the batterylife or the megapixels of camera, you take the decision. This process is very similar to the kind of work Research Analysts (RAs) do, to help their clients take investment decisions. There is Research - collection of information from various sources and then Analysis - processing of data to take decisions. Data and information is imperative to the function of the research analyst. RAs need information pertinent to the investment being evaluated. This would include information about the macro and micro economic factors, industry-specific information and company-specific information. Economic information may be collected from government statistics and data provided by the central bank i.e. the Reserve Bank of India. Data on global factors may be collected from International agencies such as the International Monetary Fund (IMF), Asian Development Bank (ADB) and other Global Development Financial Institutions. Industry-specific journals and publications may be used to collect information on industries/sectors. Company-specific information may be collected from various sources including the financial statements filed by the companies as part of regulatory compliance requirements, officials of the company authorized to provide it and other sources such as plant visits, surveys and interviews. Analysis and decision making process is a combination of understanding qualitative factors that affect operational performance, such as efficiency of operations, competitiveness, business plans and work ethics of the management among others and quantitative factors such as revenues, costs, profitability and risks to these financials. Therefore, RAs spend lot of time interacting with companies and others, accumulating data, analysing it and arriving at a buy, hold or sell call. Research Analysts are defined by the nature of analysis they do, the coverage, and use of the recommendations they provide. Let us understand some of them: Sell-side Analysts - They typically publish research reports on the securities of companies or industries with specific recommendation to buy, hold, or sell the subject security. These
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recommendations include the analyst’s expectations of the earnings of the company and future price performance of the security (“price target”). These analysts work for firms that provide investment banking, broking, advisory services for clients. Buy-side Analysts - They generally work for money managers like mutual funds, hedge funds, pension funds, or portfolio managers that purchase and sell securities for their own investment accounts or on behalf of their clients. These analysts generate investment recommendations for their internal consumption viz. use by the fund managers within organization. Research reports of these analysts are generally circulated among the top management/investment managers of the employer firms as these reports contain recommendations about which securities to buy, hold or sell. Independent Analysts - They work for research originators or boutique firms separate from fullservice investment firms and sell their research to others on a subscription basis. Their clients could be investors, institutions, investment bankers, regulators, stock exchanges, fund managers etc. They also provide customized research reports on the businesses on specific requests. The purpose of these reports could vary from investment activity to understanding competition to mergers and acquisition etc. Apart from these three main categories, entities such as newspapers, media and consolidators of information also provide research reports. In nutshell, role of a research analysts is that of a selector - to do a comprehensive study of companies, evaluate their past performance, analyse how a company is expected to perform in the future and make recommendations based on this analysis.



1.2



Primary Responsibilities of a Research Analyst



As stated before, Research Analysts’ primary role is to understand and evaluate the growth of industries and companies. Let us briefly look into the aspects which the Research Analysts explore while evaluating industries, companies and/or economies. Understanding economy: British economist John Maynard Keynes (1883–1946) believed that governments could change economic performance of its industries by adjusting tax rates and government spending. Therefore, as growth depends, to a great extent, on the economic environment, it becomes important for analysts to understand the economy. For this, the following are their focus areas:
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Changes in various macro-economic factors like - National income, Inflation, Interest rate and Unemployment rate Fiscal and Monetary Policies and their impact on the economy Flows from Foreign Direct Investment (FDI) and Foreign Portfolio Investors (FPIs) Savings and investment patterns Global factors that impact the GDP growth based on export and import transactions



We shall know more about economic analysis in Chapter 5. Understanding industry: Different industries face different challenges and opportunities. Their growth drivers could be significantly different. Accordingly, Research Analysts need to understand thoroughly the regulatory environment prevalent in the industry, business models, competition, operating factors, sensitivity of demand to price changes, consumers’ behaviour etc. We shall explore the methods for Industry analysis using various tools and techniques in Chapter 6. Understanding Companies: Dravid and Sehwag are both great, but are two very different players. Their statistics (in terms of strike rate and so on) and their style (defensive and aggressive) is different. If one asks - who would perform better? Then a deeper analysis of the pitch, game type and the opposition team’s bowling strengths may help us answer the question, although only with probability and not with certainty. Just as in the case of players' statistics and style, companies in the same industry may vary significantly in their approach towards business. Based on their styles, product configuration, business model, customers segment, their financials could also vary dramatically. Accordingly, companies are also studied by analysts in two dimensions - Qualitatively and Quantitatively. Qualitative understanding is more about understanding why a particular business is better when compared to its peers, what are the strengths and weakness of the business model, how qualified and capable the management is and so on. Quantitative understanding would be more mathematical in nature. In this, analysts try to understand the balance sheets and profit and loss statements of last few years, cash flows, asset and liabilities and so on. We shall look at both the approaches (Qualitative and Quantitative) of company analysis in great detail in Chapters 7 and 8 respectively.
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1.3



Basic Principles of Interaction with Companies / Clients



Though the power of internet gives an analyst the ability to acquire a lot of information, it cannot substitute direct interaction with companies and clients. Personal communication with management helps them to get a better insight in to the vision of the company and its strategy to acquire the desired goals. However, it may also happen that management mislead the analysts by deliberately exaggerating positives about business (painting rosy pictures) to encourage them to write positive stories to influence the market prices positively. Also, sometimes, managements speak negative about their business so as to discourage people from buying their stocks. Therefore, it is always advisable for analysts to cross verify the claims of the management prior to their recommendations. This communication with management, like any other, requires analysts to have clarity of thoughts and good listening ability but there are a few additional principles that analysts must keep in mind while talking to the management of a company. The following are a few: Pre-meeting Research - While the management is generally open to interview with Research Analysts, they must bear in mind that these opportunities do not come very frequently and therefore must be made full use of whenever they come. Before going to meet a company's management, they must thoroughly learn about their products, industry and competitors’ steps. Analysts must be familiar with the financial information of the company, also read previous year’s annual reports to understand the direction of the company and whether the company has been able to achieve the goals it had intended to. Independence and Neutrality of view - During the research, analysts must have an unbiased opinion and should always hold their independence. Their analysis should be based on factual information and not led by personal inclinations. Also, they must make it clear with the management to not reveal any information which is not available in the public domain. Network - Analysts may use their network to acquire more contacts relevant to the research, who would be able to provide meaningful insights into the company’s performance and plans. The person who is responsible for the important activities and understands the heartbeat of the company would be the most relevant contact and this person may not necessarily be from top management. Competitors and other stakeholders of the business such as suppliers, distributors, retailers and customers can also provide meaningful inputs to analysts in the research process.
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Clarity of questions - As analysts start analysing a company, there would be certain aspects on which they might need more clarity. Time with management would be effectively used if analysts have clear and specific set of questions in mind. It is advisable to go with a questionnaire to have a better understanding of the company's operations and future progress. Once analysts are done with research and research report is prepared, they need to communicate their findings to the clients. There are certain guidelines that an analyst could follow in their communication with clients. 



   



They must be realistic in suggesting companies to their clients. Suggestions should be based on facts and figures and not contain an optimistic/pessimistic/biased view on the subject company. Communication, done through written research reports, should be simple, clear and concise. If there is any conflict of interest (e.g. RA holds shares of the subject company), such information should be disclosed beforehand. Assumptions, if any, must be clearly stated in the research reports. Abbreviations/Jargons should either be avoided or explained clearly in simple words.



The role of RAs is to collect data/information from different reliable sources, interpret the data/information and convert it into recommendations that their clients can use. While doing so, it is expected that RAs would perform their role with utmost sincerity, honesty and ethics without any bias, following all the rules and regulations as specified by SEBI both in words and spirit. For this, it is also recommended to make use of technology like recording devices while interviewing management and communicating with clients, only after taking their due consent for recording.



1.4



Important Qualities of a Research Analyst



The job of research analysts requires quantitative and qualitative skills. An analyst needs to have a high degree of comfort in dealing with numbers to be able to analyse various financial factors, identify trends and see the inter-relationship between different factors. At the same time, he needs to be methodical, have an enquiring mind and be discerning to know where to find relevant information. Ability to understand business models and competitive dynamics in a business is another important quality an analyst must possess. Using these skills, a research analyst comes to the conclusion whether he would be in favour of or against investing in a particular industry or company. Qualities that are desired in a good research analyst are: 



Good with numbers



15



NISM-Series-XV: Research Analyst Certification Examination      



Good Excel/spreadsheet and other data analytical tools Clarity in financial concepts Ability to read and comprehend financial statements and reports Ability to ask pertinent questions Attention to details Communication Skills – Written and Verbal



(Sample research report) Link:  http://www.bseindia.com/download/Research_Report/Report/536492/201314/Ace%20Tours%20Worldwide_%20Ltd.pdf  http://www.nseindia.com/corporate/eq_3IINFOTECH_upd12_10Dec2013.pdf
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Summary 



Research Analysts play an important role in Financial Markets.







They collect data/information from various sources, analyze the collected data/information and make their recommendations - buy/sell/hold on various securities.







They look into both qualitative and quantitative dimensions of the businesses while analyzing them. Their work facilitates the decision making by the investors – individuals and institutions.







Sell Side analysts are analysts working with investment banking, broking firms etc. giving recommendations to the clients of the firms.







Buy Side analysts are analysts working with money managers like mutual funds, hedge funds, pension funds, or portfolio managers etc. giving recommendations to internal teams.







Independent analysts are analysts working with research originators, boutique research firms or media.







Job of analysts also involves close interaction with companies and clients. Importance of preparation for meetings, independence of neutrality of views, clarity of communication, upfront disclosure of conflict, if any, are all critical parameters of analysts’ job.







There are several qualities desired in Research Analysts - Ability to read and think, ability to relate, good command over basic excel and immaculate communication skills both written and verbal.







Research Analysts should perform their duties with utmost sincerity, honesty and ethics without any bias, following all the rules and regulations as specified by SEBI both in words and spirit.
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Sample Questions 1. What is the role of Research Analyst? a. RAs are only involved in the analysis of data b. RAs are only involved in collection of the data c. RAs help their clients take informed decisions d. RAs help in financial planning of their client 2. Analysis and Decision making, the two imperative parameters involved in are affected by which of the following factors? a. Management Ethics b. Revenues and Costs c. Efficiency of operations d. All of the above 3. Sell side Analyst generally work for money managers like mutual funds, hedge funds, portfolio managers who purchase and sell securities for their own investment accounts or on behalf of their clients. State whether True or False. a. True b. False 4. Which of these Qualities are desired in a good research analyst? a. Knack for numbers and interpretation b. Clarity in financial concepts c. Ability to read and understand financial statement d. All of the above
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CHAPTER 2: INTRODUCTION TO SECURITIES MARKET 2.1



Introduction to Securities and Securities Market



Securities are financial instruments issued to raise funds. The primary function of the securities market is to enable the flow of capital from those that have it to those that need it. Securities market helps in transfer of resources from those with idle or surplus resources to others who have a productive need for them. To state formally, securities market provides channels for conversion of savings into investments. A security represents the terms of exchange of money between two parties. Securities are issued by companies, financial institutions or the government. They are purchased by investors who have money to invest. Security ownership allows investors to convert their savings into financial assets which provide a return. Security issuance allows borrowers to raise money at a cost. Through Securities Market, a broader universe of savers with surplus to invest is available to the issuers of securities and a universe of wider options is available to savers to invest their money in. Thus, the objectives of the issuers and the investors are complementary, and the securities market provides a platform to mutually satisfy their goals. Securities are useful because owners can transfer their interest to others without the issuers being impacted – by providing liquidity, securities allow issuers to raise capital for the long term without locking in investors. Broadly stating, Financial Market consists of:    



Investors (buyers of securities) Borrowers/Seekers of funds (sellers of securities) Intermediaries (providing the infrastructure to facilitate transfer of funds and securities) Regulatory bodies (responsible for orderly development of the market)
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The term “securities” has been defined in the Section 2(h) of Securities Contracts (Regulation) Act, 1956 (SCRA). The term ‘Securities’ include: 1. Shares, scrips, stocks, bonds, debentures, debenture stock or other marketable securities of a like nature in or of any incorporated company or other body corporate 2. Derivative 3. Units or any other instrument issued by any collective investment scheme to the investors in such schemes units or any other such instrument issued to the investors under any mutual fund scheme 4. Government securities The investors in the Indian securities market have a wide choice of financial products to choose from depending upon their risk appetite and return expectations. Broadly, the financial products can be categorized as equity, debt and derivative products. We shall learn more about these securities in detail in the next section.



2.2



Product Definitions / Terminology



There are many financial instruments issued in the market, each with distinct risk and return characteristics that define its suitability for an investor. In this section, we shall explore the major instruments available in the Indian Securities Market.
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2.2.1 Equity Shares Issued by: Companies Investors: Institutional and Individual (Retail and HNI) Medium: Direct issuance by companies and Stock Exchange Regulator: SEBI, Regulators under the Companies Act Equity shares represent the form of fractional ownership in a business venture. Equity shareholders collectively own the company. They bear the risk and enjoy the rewards of ownership. 2.2.2 Debentures/Bonds/Notes Issued by: Companies, Government, Special Purpose Vehicles (SPVs) Investors: Institutional and Individual Medium: Direct issuance by issuers and Stock Exchange Regulator: RBI, SEBI, Regulators under the Companies Act Debentures/Bonds/Notes are instruments for raising long term debt. Debentures are either unsecured or secured (backed by collateral support) in nature. There are variety of debentures/bonds such as fully convertible, non-convertible and partly convertible debentures.  







Fully convertible debentures are fully convertible into ordinary shares of the issuing company. The terms of conversion are specified at the time of issue itself. Partly convertible debentures (PCDs) are partly convertible into ordinary shares of the issuing company under specified terms and conditions as specified at the time of issue itself. The non-convertible part of these debentures is redeemed as happens in any other vanilla debenture. Non-Convertible Debentures (NCDs) are pure debt instruments without a feature of conversion. The NCDs are repayable/redeemable on maturity.



Thus, debentures can be pure debt or quasi- equity, as the case may be (We would discuss about these types in section 2.2.7 in further detail).
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Further, short-term debt instruments are used to raise debt for periods not exceeding one year. These instruments include Treasury Bills issued by the government, Commercial Papers issued by the companies and Certificate of Deposit issued by the banks. 2.2.3 Warrants and Convertible Warrants Issued by: Companies Investors: Institutional and Individual Medium: Direct issuance by companies and Stock Exchange Regulator: SEBI Warrants are options that entitle an investor to buy equity shares of the issuer company after a specified time period at a given price. Only a few companies in Indian Securities Market have issued warrants till now. 2.2.4 Indices A market index tracks the market movement by using the prices of a small number of shares chosen as a representative sample. Most leading indices are weighted by market capitalisation to take into account the fact that more the number of shares issued, greater the number of portfolios in which they may be held. Stocks included in an index are also quite liquid, making it possible for investors to replicate the index at a low cost. Narrow indices are usually made up of the most actively traded equity shares in that exchange. Other indices to track sectors or market cap categories are also in use. The most widely tracked indices in India are the S&P BSE Sensitive Index (S&P BSE Sensex), the MCX-SX Flagship Index (SX40) and the CNX Nifty (Nifty). The Sensex has been computed as the market cap weighted index of 30 chosen stocks on the BSE. The SX40 is composed of 40 most representative stocks listed on MCX Stock Exchange and the CNX Nifty is composed of 50 most representative stocks listed on the National Stock Exchange. The shares included in these indices are chosen on the basis of factors such as liquidity, availability of floating stock and size of market capitalization. The composition of stocks in the index is reviewed and modified from time to time to keep the index representative of the underlying market. Some of the other common indices in India are listed below:
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CNX Nifty Junior CNX 100 CNX 500 S&P BSE-100 S&P BSE- 500 S&P BSE-Midcap S&P BSE-Small Cap



There are also sector indices for banking, information technology, pharma, fast-moving consumer goods and such other sectors, created by the exchanges to enable tracking specific sectors. The major uses of indices are:     



The index can give a comparison of returns on investments in stock markets as opposed to asset classes such as gold or debt. For the comparison of performance with an equity fund, a stock market index can be the Benchmark. The performance of the economy or any sector of the economy is indicated by the index. Real time market sentiments are indicated by indices. Indices act as an underlying for Index Funds, Index Futures and Options.



2.2.5: Mutual Fund Units Issued by: Mutual Funds Investors: Institutional and Individual Medium: Direct issuance by mutual funds and Stock Exchange Regulator: SEBI, RBI Mutual Funds (MFs) are investment vehicles that pool together the money contributed by investors which the fund invests in a portfolio of securities that reflect the common investment objectives of the investors. Each investor’s share is represented by the units issued by the fund. The value of the units, called the Net Asset Value (NAV), changes continuously to reflect changes in the value of the portfolio held by the fund. MF schemes can be classified as open-ended or close-ended. An open-ended scheme offers the investors an option to buy units from the fund at any time and sell the units back to the fund at
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any time. These schemes do not have any fixed maturity period. The units can be bought and sold anytime at the NAV linked prices. The unit capital of closed-ended funds is fixed and they sell a specific number of units. Units of closed-ended funds can be bought or sold in the Stock Market where they are mandatorily listed. 2.2.6 Exchange Traded Funds (ETFs) Issued by: Mutual Funds Investors: Institutional and Individual Medium: Direct issuance by mutual funds and Stock Exchange Regulator: SEBI, RBI Exchange Traded Fund (ETF) is an investment vehicle that invests funds pooled by investors to track an index, a commodity or a basket of assets. It is similar to an index fund in the sense that its portfolio reflects the index it tracks. But, unlike an index fund, the units of the ETF are listed and traded in demat form on a stock exchange and their price changes continuously to reflect changes in the index or commodity prices. ETFs provide the diversification benefits of an index fund as well as the facility to sell or buy at real-time prices, even one unit of the fund. Since an ETF is a passively managed portfolio, its expense ratios are typically lower than that of a mutual fund scheme. 2.2.7 Hybrids/Structured Products 2.2.7.1 Preference Shares: Preference shares, as their name indicates, are a special kind of equity shares which have preference over common/ordinary equity shares at the time of dividend and at the time of repayment of capital in the event of winding up of the company. They have some features of equity and some features of debt instruments. Preference shares resemble equity as preference shareholders are called shareholders of the company (not creditors), payment to them is termed as dividend and the same is paid from the Profit after Tax and dividend payment is not an obligation. However, unlike common equity shares, preference shares do not carry voting rights or a right over the residual assets of the company, in case of winding up.
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Preference shares resemble debt instruments because they offer pre-determined rate of dividend and this dividend is payable before any dividend is paid on common equity. Further, in case of winding up of the company, preference shareholders get paid before common equity holders. In other words, these shareholders have preference over the common equity holders at the time of distribution of both earnings and assets. There are variety of preference shares – cumulative (unpaid dividend is carried forward), noncumulative (unpaid dividend lapses), convertible partly or fully etc. 2.2.7.2 Convertible Debentures & Bonds: Convertible debentures are debt instruments that can be converted into equity shares of the company at a future date. This security also has features of both debt and equity. It pays periodic coupon/interest just like any other debt instrument till conversion. And, at a pre-defined time, this debt instrument may get converted into equity shares. These debentures may be of different kinds:  







Fully convertible debentures (FCD) - where the entire face value of the debenture is converted into equity shares Partly convertible debentures (PCD) - where a portion of the debenture is converted into equity. The non-convertible portion continues to remain as debentures, earns interest income and gets repaid on redemption Optionally convertible debentures (OCDs) - OCDs are convertible into equity shares at the discretion of the debenture holders, who may choose to convert them into equity, or continue to hold the instrument as debt depending on their desire and the terms of conversion.



The issuer specifies the details of the conversion at the time of making the issue itself. These will generally include:    



Date on which or before which the conversion may be made Ratio of conversion i.e. the number of shares that the investor will be eligible to get for each debenture Price at which the shares will be allotted to the investor on conversion. Usually, this is at a discount to the market price Proportion of the debenture that will be converted into equity shares (in case of partially convertible debentures)
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The advantage to the issuer of convertible debenture lies in the fact that convertible debentures usually have a lower coupon rate than pure debt instruments. This is because the yield to the investor in such debenture is not from the coupon alone but also the possibility of capital appreciation in the investment once the debentures are converted into equity shares. Moreover, the issuer does not have to repay the debt on maturity since shares are issued in lieu of repayment. The disadvantage to this is that stakes of the existing shareholders get diluted when fresh shares are issued on conversion. As more shareholders come in, the proportionate holding of existing shareholders fall. The investors in a convertible debenture have the advantage of equity and debt features. They earn coupon income in the initial stage, usually when the company’s project is in its nascent stage. And, once the debenture is converted into shares, they may benefit from the appreciation in the value of the shares. 2.2.7.3 Indian Depository Receipts (IDRs), Global Depository Receipts (GDRs) and American Depository Receipts (ADRs): Depository receipts (DRs) are financial instruments that represent shares of a local company but are listed and traded on a stock exchange outside the country of its origin/registration. DRs are issued in foreign currency. To issue a DRs, a specific quantity of underlying equity shares of the company is lodged with a custodian bank, which authorizes the issue of depository receipts against these shares. Each DR represents certain number of underlying shares of the issuer company. Various kinds of DRs are:   



American Depository Receipts (ADRs) - if DRs are issued only in U.S. and listed on a stock exchange in the U.S. such as the New York stock exchange. Global Depository Receipts (GDRs) - if DRs are issued in several countries together and listed on a stock exchange outside the U.S. say on London Stock Exchange. Indian Depository Receipts (IDRs) – if DRs are issued in India and listed on an Indian Stock Exchange with foreign stocks as underlying shares.



The shares of a company that form the basis of an ADR/GDR/IDR issue may be existing shares i.e. shares that have already been issued by the company. These shareholders now offer their shares at an agreed price for conversion into DRs. Such a DR issue is called a sponsored issue. Alternatively, the company can issue fresh shares which form the underlying for the DR issue. The company, whose shares are traded as DRs, gets a wider investor base from the international markets. Investors in international markets get to invest in shares of the company that they may otherwise have been unable to do because of several restrictions or administrative issues. 26
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Investors get to invest in international stocks through domestic exchanges with their existing brokers and local currency. Holding DRs give investors the right to dividends and capital appreciation from the underlying shares, but no voting rights. However, issue of voting rights to DR holders is under consideration of SEBI at present. The steps in issuing DRs are the following.   







The company has to comply with the listing requirements of the stock exchange where they propose to get the DRs listed. The company appoints a depository bank which holds the stock and issue DRs against it. If it is a sponsored issue, the stocks from existing shareholders are acquired and delivered to the local custodian of the depository bank. Else, the company issues fresh shares against which the DRs are issued. Each DR represents certain number of underlying shares of the company.



DRs may feature two-way fungibility, subject to regulatory provisions of the countries involved. This means that shares can be bought in the local market and converted into DRs to be traded in the foreign market. Similarly, DRs can be bought and converted into the underlying shares which are traded on the domestic stock exchange. Indian companies are permitted to raise foreign currency resources in the form of issue of ordinary equity shares through depository receipts. Foreign companies are also allowed to raise equity capital from India through IDRs. SEBI has laid down the guidelines to be followed by companies for IDRs. These include the limit on the money raised by a company in India, one year lock-in on the conversion of IDRs into shares, the availability of IDRs to only resident Indian investors, etc. 2.2.7.4 Foreign Currency Convertible Bonds (FCCBs): FCCBs or Foreign Currency Convertible Bonds are foreign currency (usually dollar) denominated convertible debt papers issued by companies in international markets. These instruments are to be understood the way convertibles are with only difference that they are generally optionally convertible and issued offshore in different denomination under guidelines as defined by Reserve Bank of India (RBI) from time to time. The payment of interest and repayment of principal (if happens) on these bonds is in foreign currency. However, once conversion of instrument happens in equity, dividend is paid in Indian Rupees with conversion obligation (currency risk) lying with the investors.
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FCCBs are regulated by RBI notifications under the Foreign Exchange Management Act (FEMA). The Issue of Foreign Currency Convertible Bonds and Ordinary Shares (Through Depository Receipt Mechanism), 1993 lays down the guidelines for such issues. 2.2.7.5 Equity Linked Debentures (ELDs): Equity Linked Debentures (ELDs) are floating rate debt instruments whose interest is based on the returns of the underlying equity asset such as Nifty, Sensex, individual stocks or any customized basket of individual stocks. The issuer of bond invests a pre-determined part of the principal amount collected in fixed income securities like bonds, which provide principal protection while the balance is used to buy options which provide the exposure to returns of equity. Thus, these instruments are generally structured in a way to give 100% capital protection with a provision for equity participation to the investors. Capital Protection should not be read as non-existence of credit risk (risk of default by issuer). These instruments still carry credit risk and accordingly rated by credit rating agencies. 2.2.7.6 Commodity Linked Debentures (CLDs): Just like ELDs, CLDs are floating rate debt instruments whose interest is based on the returns of the underlying commodity asset. While the returns can be linked to any commodity, most of these papers globally are linked to precious metals – Gold and Silver. Like ELDs, 100% capital protection with a provision for participation in commodity markets are the advantages of CLDs. 2.2.7.7 Mortgage Backed Securities (MBS) and Asset Backed Securities (ABS): MBS and ABS are debt instruments issued by institutions against the receivables and cash flows from financial assets such as home loans (MBS), auto loans, rent receivable, credit card receivables and others. The cash flows accruing from these assets are used to meet the interest and principal repayment obligations on the bonds issued. The issuer is able to create liquidity in an otherwise illiquid asset by securitizing them. The instruments are credit rated and may be listed on stock exchanges. Financial Innovation is a continuous process and new products keep hitting financial markets on day to day basis.
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2.3



Structure of Securities Market



The market in which securities are issued, purchased by investors, and subsequently transferred among investors is called the securities market. The securities market has two interdependent and inseparable segments: Primary Market: The primary market, also called the new issue market, is where issuers raise capital by issuing securities to investors. Fresh securities are issued in this market. Secondary Market: The secondary market facilitates trades in already-issued securities, thereby enabling investors to exit from an investment or new investors to buy the already existing securities. The primary market facilitates creation of financial assets, and the secondary market facilitates their marketability/tradability which makes these two segments of Financial Markets interdependent and inseparable. We shall look at each of the markets in detail in the next section. Ways to Issue Securities 2.3.1 Primary Market As stated above, primary market is used by companies (issuers) for raising fresh capital from the investors. Primary market offerings may be a public offering or an offer to a select group of investors in a private placement program. The shares offered may be new shares issued by the company, or it may be an offer for sale, where an existing large investor/investors or promoters offer a portion of their holding to the public. Let us understand various terms used in the Primary Market. Public issue - Securities are issued to the members of the public, and anyone eligible to invest can participate in the issue. This is primarily a retail issue of securities. Initial Public Offer (IPO) - An initial public offer of shares or IPO is the first sale of a corporate’s common shares to investors at large. The main purpose of an IPO is to raise equity capital for further growth of the business. Eligibility criteria for raising capital from the public investors is defined by SEBI in its regulations and include minimum requirements for net tangible assets, profitability and net-worth. SEBI’s regulations also impose timelines within which the securities must be issued and other requirements such as mandatory listing of the shares on a nationwide stock exchange and offering the shares in dematerialized form etc.
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Follow on Public Offer (FPO) - When an already listed company makes either a fresh issue of securities to the public or an offer for sale to the public, it is called FPO. When a company wants additional capital for growth or desires to redo its capital structure by retiring debt, it raises equity capital through a fresh issue of capital in a follow-on public offer. A follow-on public offer may also be through an offer for sale, which usually happens when it is necessary to increase the public shareholding in the company to meet the regulatory requirements. Private Placement - When an issuer makes an issue of securities to a select group of persons and which is neither a rights issue nor a public issue, it is called private placement. This is primarily a wholesale issue of securities to institutional investors. It could be in the form of a Qualified Institutional Placement (QIP) or a preferential allotment. According to Companies Act 2013, an offer to subscribe to securities, made to less than 50 persons, is called private placement of securities. The requirements of SEBI’s regulations with respect to a public issue will not apply to a private placement. A privately placed security can seek listing on a stock exchange provided it meets the listing requirements of SEBI and the stock exchange. Private placement of securities can be done by a company irrespective of whether it has made a public offer of shares or not. Qualified Institutional Placements (QIPs) - Qualified Institutional Placement (QIP) is a private placement of shares made by a listed company to certain identified categories of investors known as Qualified Institutional Buyers (QIBs). QIBs include financial institutions, mutual funds and banks among others. SEBI has defined the eligibility criterion for corporates to be able to raise capital through QIP and other terms of issuance under QIP such as quantum and pricing etc. Preferential Issue - Preferential issue means an issue of specified securities by a listed issuer to any select person or group of persons on a private placement basis and does not include an offer of specified securities made through a public issue, rights issue, bonus issue, employee stock option scheme, employee stock purchase scheme or qualified institutions placement or an issue of sweat equity shares or depository receipts issued in a country outside India or foreign securities. The issuer is required to comply with various provisions defined by SEBI, which interalia include pricing, disclosures in the notice, lock-in, in addition to the requirements specified in the Companies Act. Rights and Bonus Issues - Securities are issued to existing shareholders of the company as on a specific cut-off date, enabling them to buy more securities at a specific price (in case of rights) or without any consideration (in case of bonus). Both rights and bonus shares are offered in a



30



NISM-Series-XV: Research Analyst Certification Examination



particular ratio to the number of securities held by investors as on the record date. It is also important to understand that rights are like options and investors may or may not choose to exercise their rights i.e. apply for additional shares offered to them. On the other hand, in case of bonus, additional shares are conferred on to the existing shareholders (without any consideration) by capitalization of reserves in the balance sheet of the company. Onshore and Offshore Offerings - While raising capital, issuers can either issue the securities in the domestic market and raise capital or approach investors outside the country. If capital is raised from domestic market, it is called onshore offering and if capital is raised from the investors outside the country, it is termed as offshore offering. Offer for Sale (OFS) – An Offer for Sale (OFS) is a form of share sale where the shares offered in an IPO or FPO are not fresh shares issued by the company, but an offer by existing shareholders to sell shares that have already been allotted to them. An OFS does not result in increase in the share capital of the company since there is no fresh issuance of shares. The proceeds from the offer goes to the offerors, who may be a promoter(s) or other large investor(s). The disinvestment program of the government of India, where the government offers shares held by it in Public Sector Undertakings (PSUs), is an example of OFS. It may be stated that OFS is a secondary market transaction done through the primary market route. 2.3.2 Secondary Market While the primary market is used by issuers for raising fresh capital from the investors through issue of securities, the secondary market provides liquidity to these instruments. An active secondary market promotes the growth of the primary market and capital formation, since the investors in the primary market are assured of a continuous market where they have an option to liquidate/exit their investments. Thus, in the primary market, the issuers have direct contact with the investors, while in the secondary market, the dealings are between investors and the issuers do not come into the picture. Secondary market can be broadly divided into two segments: Over-The-Counter Market (OTC Market) - OTC markets are the markets where trades are directly negotiated between two or more counterparties. In this type of market, the securities are traded and settled over the counter among the counterparties directly. Exchange Traded Markets - The other option of trading in securities is through the stock exchange route, where trading and settlement is done through the stock exchanges. The trades executed on the exchange are settled through the clearing corporation, which acts as a counterparty and guarantees the settlement of the trades to both buyers and sellers.
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Trading - A formal contract to buy/sell securities is termed as trading. As defined above, trading can be done either in the Over-The-Counter (OTC) market or the Exchange Traded Market. Stock exchanges in India feature an electronic order-matching system that facilities efficient and speedy execution of trades. Clearing and Settlement - Clearing and settlement are post trading activities that constitute the core part of equity trade life cycle. Clearing activity is all about ascertaining the net obligations of buyers and sellers for a specific time period. And, settlement is the next step of settling obligations by buyers and settlers - Paying money (if transaction is a buy transaction) or delivering securities (if it is a sell transaction). While OTC transactions are settled directly between the counterparties, clearing house or corporation is the entity through which settlement of securities takes place for all the trades done on Stock Exchanges. The details of all transactions performed by the brokers are made available to the Clearing house by the Stock exchange. The Clearing House gives an obligation report to Brokers and Custodians who are required to settle their money or securities obligations within the specified deadlines, failing which they are required to pay penalties. In practice, the clearing corporation provides full novation of contracts between buyers and sellers, which means it acts as buyer to every seller and seller to every buyer. As a result, the operational risk of the transaction is substantially reduced. Risk Management - In OTC transactions, counterparties are supposed to take care of the credit risk on their own. In exchange traded world, the clearing corporation, as defined above, gives settlement guarantee of trades to the counterparties (all buyers and sellers). This exposes the clearing corporation to the risk of default by the buyers and sellers. To handle this risk, the clearing corporation charges various kinds of margins, most prominent among these margins are Initial or upfront margin and mark to market (MTM) margins. Initial margin is a percentage of transaction value arrived at based on concept of “Value At Risk” philosophy and MTM margin is the notional loss which an outstanding trade has suffered during a specified period on account of price movements.



2.4



Various Market Participants and Their Activities



Market Participants in Securities Market include buyers, seller and various intermediaries between the buyers and sellers. Some of these entities are defined in brief here:
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2.4.1 Market Intermediaries Stock Exchanges - Stock Exchanges provide a trading platform where buyers and sellers can transact in already issued securities. Stock markets such as NSE, BSE and MCX Stock Exchange (MCX-SX) are nationwide exchanges. Trading happens on these exchanges through electronic trading terminals which feature anonymous order matching. Stock exchanges also appoint clearing and settlement agencies and clearing banks that manage the funds and securities settlement that arise out of these trades. Depositories - Depositories are institutions that hold securities (like shares, debentures, bonds, government securities, mutual fund units) of investors in electronic form. Investors open an account with the depository through a registered Depository Participant. They also provide services related to transactions in the securities held in dematerialized form. Currently there are two Depositories in India that are registered with SEBI:  



Central Depository Services Limited (CDSL), and National Securities Depository Limited (NSDL)



Depository Participant - A Depository Participant (DP) is an agent of the depository through which it interfaces with the investors and provides depository services. Depository participants enable investors to hold and transact in securities in the dematerialized form. While the investor-level accounts in securities are held and maintained by the DP, the company level accounts of securities issued is held and maintained by the depository. Depository Participants are appointed by the depository with the approval of SEBI. Public financial institutions, scheduled commercial banks, foreign banks operating in India with the approval of the Reserve Bank of India, state financial corporations, custodians, stock- brokers, clearing corporations /clearing houses, NBFCs and Registrar to an Issue and Share Transfer Agents complying with the requirements prescribed by SEBI, can be registered as a DP. Trading Members/Stock Brokers & Sub-Brokers - Trading members or Stock Brokers are registered members of a Stock Exchange. They facilitate buy and sell transactions of investors on stock exchanges. All secondary market transactions on stock exchanges have to be essentially conducted through registered brokers of the stock exchange. Trading members can be individuals (sole proprietor), Partnership Firms or Corporate bodies, who are permitted to become members of recognized stock exchanges subject to fulfilment of minimum prudential requirements. A sub-broker is an entity who is not a member of Stock Exchange but who acts on behalf of a trading member or Stock Broker as an agent for assisting the investors in buying, selling or dealing
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in securities through such trading member or Stock Broker with whom he is associated. Subbrokers help in expanding the reach of brokers to a larger number of investors. Trades have to be routed only through the trading terminals of registered brokers of an exchange, to be accepted and executed on the electronic system. Sub-brokers in remote locations who do not have electronic facilities offer trading services to their customers through phone or physical orders formats. The main broker to whom they are affiliated then enters these trades into the system. Broker-members of exchanges can complete transactions on the exchange only electronically. Brokers can trade on their own account too, using their own funds. Such transactions are called proprietary trades. SEBI registration to a broker is granted based on factors such as availability of adequate office space, equipment and manpower to effectively carry out his activities, past experience in securities trading etc. SEBI also ensures the capital adequacy of brokers by requiring them to deposit a base minimum capital with the stock exchange and limiting their gross exposures to a multiple of their base capital. Brokers receive a commission for their services, which is known as brokerage. Maximum brokerage chargeable to customers is fixed by individual stock exchanges. Several brokers provide research, analysis and recommendations about securities to buy and sell, to their investors. Authorised Person – Authorised person is any person (individual, partnership firm, LLP or body corporate), who is appointed by a stock broker or trading member as an agent to reach out to the investors scattered across the country. A stock broker may appoint one or more authorised person(s) after obtaining specific prior approval from the stock exchange concerned for each such person. The approval as well as the appointment of authorized person(s) is for a specific segment of the exchange. Custodians - A Custodian is an entity that is charged with the responsibility of holding funds and securities of its large clients, typically institutions such as banks, insurance companies, and foreign portfolio investors. Besides safeguarding securities, a custodian also settles transactions in these securities and keeps track of corporate actions on behalf of its clients. It helps in:   



Maintaining a client’s securities and funds account Collecting the benefits or rights accruing to the client in respect of securities held Keeping the client informed of the actions taken or to be taken on their portfolios.
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Clearing Corporation - Clearing Corporations play an important role in safeguarding the interest of investors in the Securities Market. Clearing agencies ensure that members on the Stock Exchange meet their obligations to deliver funds or securities. These agencies act as a legal counter party to all trades and guarantee settlement of all transactions on the Stock Exchanges. It can be a part of an exchange or a separate entity. Clearing Banks - Clearing Bank act as an important intermediary between clearing members and the clearing corporation. Every clearing member needs to maintain an account with the clearing bank. It is the clearing member’s responsibility to make sure that the funds are available in its account with clearing bank on the day of pay-in to meet the obligations arising out of trades executed on the stock exchange. In case of a pay-out, the clearing member receives the amount in their account with clearing bank, on pay-out day. Merchant Bankers - Merchant bankers are entities registered with SEBI and act as issue managers, investment bankers or lead managers. They help an issuer access the security market with an issuance of securities. They are single point contact for issuers during a new issue of securities. They evaluate the capital needs of issuers, structure an appropriate instrument, get involved in pricing the instrument and manage the entire issue process until the securities are issued and listed on a stock exchange. They engage and co-ordinate with other intermediaries such as registrars, brokers, bankers, underwriters and credit rating agencies in managing the issue process. Underwriters - Underwriters are intermediaries in the primary market who undertake to subscribe any portion of a public offer of securities which may not be bought by investors. They serve an important function in the primary market, providing the issuer the comfort that if the securities being offered to public do not elicit the desired demand from investors, they (underwriters) will step in and buy the securities. When the underwriters make their commitments at the initial stages of the IPO, it is called hard underwriting. Soft underwriting is the commitment given once the pricing is determined. The shares that devolve are usually placed with other financial institutions, thereby limiting the risk to the underwriter. Soft underwriting also comes with a clause that provides the option to exit from the commitment in the event of certain events occurring. The risk in hard underwriting is much higher than in soft underwriting. 2.4.2 Institutional Participants An investor is the backbone of the securities market in any economy as the one lending surplus resources to companies for their productive activities. Investors in securities market can be broadly classified into Retail Investors and Institutional Investors.
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Institutional Investors comprise domestic financial institutions, Banks, Insurance Companies, Mutual Funds and Foreign Portfolio Investors. Some of them are defined here in brief: Foreign Portfolio Investors (FPIs) - A Foreign Portfolio investor (FPI) is an entity established or incorporated outside India that proposes to make investments in India. These international institutional investors must register with the regulator - Securities and Exchange Board of India (SEBI) to participate in the Indian Securities Market. P-Note Participants - Participatory Notes (P-Notes or PNs) are instruments issued by SEBI registered foreign portfolio investors to overseas investors, who wish to invest in the Indian stock markets without registering themselves with the market regulator - Securities and Exchange Board of India. P-Notes provide access of Indian securities to these investors. Mutual Funds - A mutual fund is a professionally managed collective investment scheme that pools money from many investors to purchase securities on their behalf. Mutual fund companies invest the pooled money in stocks, bonds, and other securities, depending upon the investment objective of the scheme which is stated upfront. A fund manager, with the help of a research team, takes all the major decision in terms of which companies to invest in, the percentage of each stock in the portfolio, when to exit and so on. Each investor owns units, which represent a portion of the holdings of the fund. Diversification of investments is an important aspect of Mutual Funds investing. It helps in reducing the risk in investment for the investor. As a result, the investor is less likely to lose money on all the investments at the same time. Insurance Companies - Insurance companies' core business is to ensure assets. Depending on the type of assets that are insured, there are various insurance companies like life insurance and general insurance etc. These companies have huge corpus and they are one of the most important investors in the Indian economy by investing in equity investments, government securities and other bonds. Like mutual funds, each Insurance company also has designated people who are responsible for investment decisions. Pension Funds - A fund established to facilitate and organize the investment of the retirement funds contributed by the employees and employers or even only the employees in some cases. The pension fund is a common asset pool meant to generate stable growth over the long term, and provides a retirement income for the employees. Pension funds are commonly run by a financial intermediary for the company and its employees, although some larger corporations operate their pension funds in-house. Pension funds control relatively large amount of capital and represent the largest institutional investors.
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Venture Capital Funds - A venture capital fund refers to a pooled investment vehicle like mutual fund but with mandate to invest money in enterprises that are in the early stage of development but with the potential of long-term growth. The longer gestation period and higher risk of failure make it difficult for such companies to access conventional sources of finance, such as banks and the capital markets. Venture capitalists bring managerial and technical expertise as well along with capital to their investee companies. Private Equity Firms - Private equity is a term used to define funding available to companies in the early stages of growth, expansion or buy-outs. Investee companies may be privately held or publicly traded companies. The term private equity includes venture capital firms. The money in the fund is contributed by investors, called limited partners, and invested and managed by the general partner(s). Some of the private equity funds are specialized funds with competence in a particular industry, stage of the company, or targeted deals such as funding buyouts. Hedge Funds - A hedge fund is an investment vehicle that pools capital from a number of investors and invests that across the assets, across the products and across the geographies. These fund managers generally have very wide mandate to generate return on the invested capital. They hunt for opportunities to make money for their investors wherever possible. In that sense, actually, term hedge fund is misnomer as these funds may not necessarily be hedged. Alternative Investment Funds - Generally, investments in stocks, bonds, fixed deposits or real estates are considered as traditional investments. Anything alternate to this traditional form of investments is categorized as alternative investment. Even within investments in stocks, if the investments are in the stocks of small and medium scale enterprises (SMEs), it gets categorized as alternative investments in many jurisdictions (For instance, the SME exchange is called as Alternative Investment Market (AIM) in UK). In India, alternative investment funds (AIFs) are defined in Regulation 2(1) (b) of Securities and Exchange Board of India (Alternative Investment Funds) Regulations, 2012. It refers to any privately pooled investment fund, (whether from Indian or foreign sources), in the form of a trust or a company or a body corporate or a Limited Liability Partnership (LLP) which are not presently covered by any Regulation of SEBI governing fund management (like, Regulations governing Mutual Fund or Collective Investment Scheme) nor coming under the direct regulation of any other sectoral regulators in India -IRDA, PFRDA, RBI etc. Investment Advisers - Investment advisers work with investors to help them decide on asset allocation and make a choice of investments based on an assessment of their needs, time horizon return expectation and ability to bear risk. They may also be involved in creating financial plans
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for investors, where they help investors define their financial goals and propose appropriate saving and investment strategies to meet these goals. 2.4.3 Retail Participants Retail Investors include individual investors who buy and sell securities for their personal account, and not for another company or organization. HNIs or High Net-worth Individuals and UHNIs (Ultra High net-worth individuals) are individual investors who invest large sums of money in the market. Reserve Bank of India has also granted general permission to Non Resident Indians (NRIs), Person of Indian origin (PIOs) and Qualified Foreign Investors (QFIs) for undertaking direct investments in Indian companies under the Automatic Route.



2.5



Kinds of Transactions



We may undertake several kinds of transactions in the securities market ranging for immediate settlement to the distant settlement. Transaction types also vary based on transactions in the stock market or outside the stock market (called OTC Trades). A brief description about different kinds of transaction is given below: 2.5.1 Cash, Tom and Spot Trades/Transactions Cash trades are the trades where settlement (payment and delivery) occurs on the same trading day (T+0, where 0 defines the time gap in days between trade day and settlement day). Cash trades in Financial Markets are unusual as most contracts are settled between two to three days from the date of trade. However, we see cash transactions in our normal day to day life all the time when we buy groceries, vegetables and fruits from the market. Tom trades are the trades where settlement (payment and delivery) occurs on the day next to the trading day (T+1, where 1 defines the time gap in days between trade and settlement day). Some of the transactions in Foreign Exchange Market (FX market) settle on T+1 basis. Spot trades are the trades where settlement (payment and delivery) occurs on the spot date, which is normally two business days after the trade date. Equity markets in India offer Spot trades. FX markets, globally, by default, offer spot transactions in the foreign exchange. 2.5.2 Forward transactions Forward contracts are contractual agreement between two parties to buy or sell an underlying asset at a certain future date for a particular price that is decided on the date of contract. Both the contracting parties are committed and are obliged to honour the transaction irrespective of
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price of the underlying asset at the time of settlement. Since forwards are negotiated between two parties, the terms and conditions of contracts are customized. These are Over-the-counter (OTC) contracts. Example: A farmer agrees to sell his produce of wheat to a miller, 6 months later when his crop is ready, at a price that both counterparties agree today. This is an OTC executed forward contract. It can be settled in cash or result in actual delivery of wheat. The settlement terms such as quantity and quality of wheat, the price and payment terms, reference benchmark in case of cash settlement of contract etc. are decided by the counterparties at the time of entering into contract. These contracts carry counterparty risk if either of the parties in the trade fails to honour his side of the contract. Therefore, these contracts are generally entered between known parties and leans on informal protection mechanisms to ensure that the contract is honoured. The forward markets in commodities in several parts of India are based on mutual trust and are functional despite the risks involved. 2.5.3 Futures Futures are standardized exchange traded forward contracts. They are standardized as to the market lots (traded quantities), quality and terms of delivery - delivery date, cash settlement or physical delivery etc. As these contracts are traded and settled on a stock exchange and the clearing corporation provides settlement guarantee on them, they are subject to stringent requirements of margins by the clearing corporations. Futures contracts are available on variety of assets including equities and equity indices, commodities, currencies and interest rates. Example: Wheat futures traded on the Multi-commodity Exchange (MCX) of India has the following specifications (among others): Trading unit: 10MT Minimum order size: 500MT Maximum position per individual: 5000 MT Quality: Standard Mill Quality as specified by the exchange Contract begin date: 21st of the month
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Delivery options: Physical delivery only Delivery date: 20th of the month Delivery centre: Exchange approved warehouses 2.5.4 Options An Option is a contract that gives the right, but not an obligation, to buy or sell the underlying asset on or before a stated date and at a stated price. The buyer or holder of the option pays the premium and buys the right, the writer or seller of the option receives the premium with the obligation to sell or buy the underlying asset, if the buyer exercises his right. Based on the type of contract, options can be divided into two types.  



Call gives the buyer the right, but not the obligation, to buy a given quantity of the underlying asset, at a given price on or before a given future date. Put gives the buyer the right, but not the obligation, to sell a given quantity of the underlying asset at a given price on or before a given date.



Options can be transacted both in OTC Market and Exchange Traded Markets. Example: Arvind buys a call option on the Nifty index from Salim, to buy the Nifty at a value of 8000, three months from today. Arvind pays a premium of Rs 100 to Salim. What does this mean?        



Arvind is buyer of the call option. Salim is seller or writer of the call option. The contract is entered into today, but will be completed three months later on the settlement date. 8000 is the price Arvind is willing to pay for Nifty, three months from today. This is called the strike price or exercise price. Arvind may or may not exercise the option to buy Nifty at 8000 on the settlement date. But if he exercises the option, Salim is under obligation to sell the Nifty at 8000 to Arvind. Arvind pays Salim Rs. 100 as the upfront payment. This is called the option premium or price of the option. On settlement date, if Nifty is at 8200. This means Arvind’s option is “in the money.” He can buy the Nifty at 8000 by exercising his option. Salim earns Rs. 100 as premium, but losses ultimately as he sells Nifty at 8000 to meet his obligation when market price is 8200.
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On the other hand, if on the settlement date, Nifty is at 7800, Arvind’s option will be “out of the money.” There is no point paying 8000 to buy the Nifty, when the market price is 7800. Arvind will not exercise the option. Salim will pocket Rs. 100, he collected as premium.



2.5.5 Swaps A swap in the financial markets is a derivative contract made between two parties to exchange cash flows in the future according to a pre-arranged formula. Swaps help market participants manage risks associated with volatile interest rates, currency rates and commodity prices. Example: On a borrowing, borrower has to pay quarterly interest rate, which is defined as the Treasury bill rate on that date plus a spread. This floating rate interest payment means that the actual obligation of the borrower will depend on what the Treasury bill rate would be on the date of each settlement of interest obligation. The borrower, however, prefers to pay a fixed rate of interest. He can use the interest rate swap market to get into the following swap arrangement:  



Pay a fixed rate to the swap dealer every quarter Receive T-bill plus spread from the swap dealer every quarter



The swap in this contract is that one party pays a fixed rate to the other, and receives a floating rate in return. The principal amount on which the interest will be computed is agreed upon between counterparties (called notional of the trade). Only the interest rate on this amount is exchanged on each settlement date (every quarter) between counterparties. The borrower will use the floating rate that he has received from the swap market and pay the floating rate dues on his borrowing. These two legs are thus cancelled, and his net obligation is the payment of a fixed interest rate to the swap dealer. By using the swap market, the borrower has converted his floating rate borrowing into a fixed rate obligation. 2.5.6 Trading, Hedging, Arbitrage, Pledging of Shares Trading - Trading or speculating is an act of purchase or sale of an asset in the expectation of a gain from changes in the price of that asset over a short period of time. Traders or speculators seek to benefit from acting on information which bring about changes in prices. Their actions increase liquidity in the market. Traders or Speculators typically leverage their trading activity with borrowed funds, which magnifies their gains as well as losses. 41
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Hedging - Hedging is an act of taking position in the financial transactions to offset potential losses that may be incurred by another position. A hedge can be constructed from many types of financial instruments, including insurance, forward/futures contracts, swaps, options etc. A hedged position limits loss as well as gains, since appreciation in one position is squared-off by depreciation in the other position and vice versa. Arbitrage - Arbitrage is simultaneous purchase and sale of an asset in an attempt to profit from discrepancies in their prices in two different markets. Buying a stock in the spot market and simultaneously selling that in the futures market to benefit from the price differential is an example of an arbitrage transaction. An important point to understand is that in an efficient market, arbitrage opportunities may exist only for short period or none at all. The existence of an arbitrage opportunity will increase buying in the lower-priced market leading to a rise in prices, and increased selling in the higher-priced market leading to a fall in prices ultimately resulting in closing the gap and elimination of the arbitrage opportunity between two markets. Pledging of shares - Pledge is an act of taking loan against securities by the investor. The investor is called as ‘pledgor’ and the entity who is giving the loan against the securities is called as ‘pledgee’. Securities held in a depository account can be pledged/ hypothecated to avail of loan/credit facility. When dematerialized securities are pledged, they remain in the pledgor’s demat account but they are blocked so that they cannot be used for any other transaction. Pledged securities can be unpledged, once the obligations under pledge are fulfilled. In case of default, the pledgee can invoke the pledge.



2.6



Dematerialization and Rematerialization of securities



Dematerialization - Dematerialization is the process of converting securities held in physical form into holdings in book entry (electronic) form. In demat form, one investor's shares are not distinguished from another investor’s shares and these shares do not have any distinctive number, folio number or certificate number. SEBI’s regulations require a company making a public issue of shares to enter into an agreement with all the depositories to dematerialize its shares so that investors can be given the option of holding the shares in dematerialized form. Rematerialization - Rematerialization is reverse of dematerialization and is the process of converting securities held in electronic form into physical form. On request of investors, Securities on rematerialization are allotted in physical form with distinctive numbers, in place of the securities held electronically in book-entry form with a depository.
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Summary 



Financial Markets facilitate the flow of capital from those who have it to those who need it through creation of securities.







Investors are buyers of the securities. Security ownership allows investors to convert their savings into financial assets which provide a return. Investors include households, professionals, corporates etc.







Borrowers/Issuers are sellers of the securities. Security issuance allows borrowers/issuers to raise capital. Borrowers/Issuers include business firms, corporates, Government of India etc.







Intermediaries provide infrastructure to facilitate transfer of funds and securities among the market participants. Intermediaries include Stock Exchanges, Brokers, Bankers, Investment Bankers, Depositories, etc.







Stock exchanges provide a regulated platform for trading in securities at current values so that investors have liquidity in the securities held by them.







Depositories hold securities of investors in electronic form. Depository participants are empanelled members of a depository who enable investors to hold and trade in securities in dematerialized form.







Custodians hold and manage the operational aspects of trading in securities on behalf of institutional investors.







Stock brokers are registered members of a stock exchange who enable investors to put through transactions on a stock exchange for a brokerage.







Merchant Bankers are also called investment bankers; they help an issuer access the security market.







Underwriters offer risk cover of subscription in a new issue to issuers







Investment banks help issuers make decisions on capital structure and assist in fund raising activities.







The objectives of the issuers of securities and the investors are complementary and Financial Markets provide a platform to mutually satisfy their goals.







Regulatory authorities such as SEBI, RBI, FMC, etc. are responsible for orderly development of overall Financial Markets.







There are wide range of security products/ instruments available in the Indian securities market.
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Equity shares represents fractional ownership in a business. Equity shareholders collectively own the company, bear the risk of ownership and enjoy the corresponding rewards.







Debentures/ Bonds/ Notes are used for raising long term debt by businesses. They represent lending rights of investors in a business. There are variety of Debentures/Bonds – Secured, Unsecured, Convertibles etc.







Mutual fund are investment vehicles where people with similar investment objectives come together to pool their money and then the funds invest that pool of money based on defined objectives. Units, issued by the funds to investors, represent latter’s share in the fund. There are variety of schemes offered by these mutual funds to the investors.







Hybrids/Structured Products essentially combine characteristics of Equity and Debt to create Hybrid products. Some of the hybrid/structured products available to the investors in Indian Market are preference shares, convertible debentures and bonds, IDRs, ADRs, GDRs, FCCBs, ELDs and CLDs.







Securities Market has two interdependent and inseparable segments - Primary Market, where securities are issued for the first time and Secondary Market, which facilitates trading in already issued securities.







Primary market is the market where securities are first issued by a company, government, banks and financial institutions, mutual fund and others.







A primary issue of securities may be a public issue, where securities are issued to public investors, or a private placement where securities are issued to a select group of individual and institutional investors.







A private placement by a listed company is called a preferential allotment. A preferential allotment to qualified institutional buyers is called a qualified institutional placement.







The first public offer of shares made by a company is called an Initial Public Offer (IPO). An IPO may be through a fresh issue of shares or an offer for sale.







In an offer for sale, existing shareholders such as promoters or financial institutions offer a part of their holding to the public investors. The share capital of the company does not change since the company is not making a new issue of shares.







A follow-on public offer is made by an issuer that has already made an IPO in the past and now makes a further issue of securities to the public.







In a fixed price issue of shares to the public, the company in consultation with the lead manager would decide on the price at which the shares will be issued.
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In a book building process, the issue price is determined based on the offers received for subscription at prices within a specified band or floor price. The cut-off price is the price at which the issue is subscribed from the bids received.







Secondary market is the market to trade in securities already issued. Trades happen between investors and there is no impact on the capital of the company.







Secondary markets provide liquidity for investors; enable price discovery, information signalling and a barometer of economic growth.







Secondary Market has two segments – OTC and Exchange Traded. In Over-The-Counter Market (OTC Market), trades are directly negotiated between two or more counterparties and securities are settled bilaterally between them. In Exchange Traded Markets, trades are executed on the Stock Exchanges and settlement is done through the Clearing Corporation of the exchange, which assumes the credit/default risk of these transactions.







Market offers several kinds of transactions to participants ranging from immediate settlement to the distant settlement. While cash, tom and spot transactions are quite close to each other and fall in the same category of immediate settlement, forward and futures contracts may entail long dated settlements, sometimes going for several years. Further, while cash, tom, spot, forward and futures are commitment contracts, options offer a choice to the buyers to execute the trade. Market participants use these contracts and markets with different motives - Trading, hedging and arbitrage.



45



NISM-Series-XV: Research Analyst Certification Examination



Sample Questions 1. As per SCRA, the term securities include which of the following? a. Government Securities b. Derivatives c. Shares, scrips or bonds d. All of the above 2. Along with SEBI and other regulators under Companies Act, RBI also regulates the Equity Shares Market. State whether True or False. a. True b. False 3. Where the entire face value of the debenture is converted into equity shares, it is known as _____________. a. Fully Convertible Debenture b. Party Convertible Debenture c. Optionally Convertible Debenture d. None of the above 4. Depository Receipts which are issued in India and listed on an Indian Stock Exchange with foreign stocks as underlying shares, is known as ____________. a. ADRs b. GDRs c. IDRs d. FCCBs
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CHAPTER 3: TERMINOLOGY IN EQUITY AND DEBT MARKETS Security markets enable investors to deploy their surplus funds in investment instruments that are pre-defined for their features, issued under regulatory supervision, and in most cases liquid in the secondary markets. There are two broad types of securities that are issued by seekers of capital from investors: Equity and Debt. When a business needs capital to fund its operations and expansion, it makes a choice between these two types of securities. Equity capital is available for the company to use as long as it is needed; debt capital will have to be returned after the specified time. Equity investors do not enjoy any fixed return or return of principal invested; debt investors earn a fixed rate of interest and return of principal at maturity. Equity investors are owners of the business; debt investors are lenders to the business. Equity investors participate in the management of the business; debt investors do not. Residual profits of the business belong to the equity investors; debt investors’ claim is restricted to the periodic fixed coupons and principal repayment on maturity. Due to these fundamental differences in equity and debt securities, they are seen as two distinct asset classes between which investors make a choice. Equity represents a risky, long-term, growth oriented investment that can show a high volatility in performance, depending on how the underlying business is performing. There is no assurance of return to the equity investor, since the value of the investment is bound to fluctuate. Debt represents a relatively lower risk, steady, income-oriented investment. It generates a steady rate of return, provided the business remains profitable and does not default on its payments. Since all residual benefits of deploying capital in a profitable business go to the equity investor, the return to equity investor is likely to be higher than that of the debt investors. For example, if a business borrows funds at 12% and is able to earn a return of 14% on the assets created by such borrowing, the debt investor receives only 12% as promised. But the excess 2% earned by the assets, benefits the equity investor. The downside also hurts the equity investor, who may not earn anything if the return is lower than the borrowing cost and if the business is failing. Choosing between equity and debt is a trade-off. Investors desiring lower risk, and willing to accept a lower stable return choose debt; if they seek a higher return, they may not be able to earn it without taking on the additional risk of the equity investment. Most investors tend to allocate their capital between these two choices, depending on their expected return, their investing time period, their risk appetite and their needs.
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This Chapter captures the features of Equity and Debt instruments along with other instruments which borrow features both from equity and debt.



3.1



Terminology in Equity Market



3.1.1 Face Value (FV) The nominal price of a share is known as its face value. The equity capital of the company is calculated by multiplying the number of shares issued by its face value. For example, in case a company has issued 1 Lakh shares with Face Value Rs. 10, then the equity capital of the company would be Rs. 10 Lakh (1 Lakh * 10). Shares may be issued to the investors at the face value, or a price higher (premium) than the face value, or a price lower (discount) than the face value. The face value of a company’s share does not usually change unless the company decides to split or consolidate its shares. In such cases, the face value of company’s shares would reduce (in case of split) or increase (in case of consolidation). For example, if an investor holds 1 share of Rs. 10 FV and the company decides to split its one share into five, then the new face value of its shares would be Rs. 2 and the investor would hold 5 such shares. The face value of share is important for calculating the dividend payable on a share. When dividends are mentioned as a percentage, that percentage is reckoned with regard to the face value. For example, if a company with Face value of Rs. 10 declares 30% dividend, it means dividend of Rs. 3 per share. However, if a company with Face value of Rs. 2 declares 30% dividend, it means dividend of Rs. 0.60 per share. 3.1.2 Book Value Book Value of a company is the net-worth of the company. To compute book value per share, net-worth of the company is divided by the number of outstanding shares. In simple terms, book value per share means the theoretical amount of money each share would get in case the company was to wind up. On left hand side of a balance sheet, there are primarily two things – share capital and debt. The assets of the company are listed in the balance sheet at its book value, i.e. cost less depreciation. The realizable value of these assets may be different from book value and is never known with certainty. If it is assumed that each asset on the Balance Sheet may be converted into cash at its book value, then after fully honouring the business liabilities, cash equivalent to net-worth (equity plus reserves) would be left for shareholders. The ability of the company to meet its liabilities would depend upon the realizable value of its assets.
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3.1.3 Market Value This is the market price of a share. The market value of the entire equity of a company is termed as market capitalization and is computed as market price per share multiplied by total number of outstanding shares. The market value of a share depends upon host of factors like the expected performance of the company, market sentiments and liquidity, among others. 3.1.4 Replacement Value This refers to the market value of all the assets of a company at any point of time. If a new company were to set up with all the infrastructure/plants, which an already existing company has, then the cost which it would have to bear today is known as the ‘Replacement Value’ of the existing firm. 3.1.5 Intrinsic Value Intrinsic Value of an asset is the present value of expected free cash flows from the asset. Warren Buffett defines the intrinsic value as “It is the discounted value of the cash that can be taken out of a business during its remaining life.” In simple terms, the intrinsic value of an equity share is the discounted value of its future benefits to the investors. Investing in equity is about estimating this intrinsic value and paying a price today to earn the future value. Market Value v/s Intrinsic Value In equity investing, therefore, there are two distinct notions of value and price. Intrinsic value is the estimated value per equity share, based on the future earning potential of a company. Market price is the price at which the share trades in the stock market, taking into account several factors including various estimates of intrinsic value. Intrinsic value may be equal to, less than or more than the market price at any point in time. If the intrinsic value is perceived to be more than market value, the scrip is said to be undervalued. If intrinsic value is perceived to be less than market value, the scrip is said to be overvalued. The goal of investment strategies is to buy undervalued shares and sell overvalued ones. But, it remains tough to make these evaluations correctly and consistently, as what is being priced is the unknown future of the company. Equity investing requires identifying and exploiting inefficiencies and is not amenable to mathematical formulation. Qualitative factors that assess future potential of a company based on factors such as quality of management, marketing strategies, financing capabilities, and such, make equity investing an art as well as science. Stock markets where these estimates are made and acted upon through buying and selling of equity shares, feature a social ecosystem of 49
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complex human behaviour. Investment decisions are influenced by behavioural and cognitive limitations of individuals acting in a group. 3.1.6 Market Capitalization (Market Cap) Market Capitalization (Market Cap), is the amount of money required to buy out an entire company at its current market price. It is computed as market price per share of the company multiplied by total number of outstanding shares. For example, a company which has issued 1 Lakh shares and currently trades at Rs. 20 (Current Market Price) would have Market Cap of Rs. 20 Lakh (1 Lakh * Rs. 20). With change in equity prices, market capitalization of the companies change continuously. Traded stocks are often categorised by Market Cap. 



 



Blue-chip stocks represent the largest companies by market cap. Given the large size of their market cap, they attract large set of investors both retail and institutional and enjoy a high level of liquidity. These are also called large cap stocks. Mid cap stocks refer to those companies which enjoy a good level of liquidity but are medium in terms of market cap size. Small cap stocks are those stocks that are smaller in size and therefore do not enjoy much liquidity.



There is no specific size for the cut-off of large, mid or small cap stocks. It is therefore common to consider the top 50 to 100 stocks by market capitalisation as large cap, the next 200 to 500 stocks as mid cap, and the remaining all as small cap stocks. Market cap is also used as an indicator of the size and importance of the stock market of a country. The ratio of market cap to GDP of a country is a relevant measure for the purpose. 3.1.7 Enterprise Value Enterprise Value (EV) is the theoretical takeover price of a firm. Along with Equity, it considers the debt as well as cash reserves of the company in determining its value. It is implicitly assumed that the debt of the company is a liability that also has to be taken over and accounted for in the price by the acquirer, while the cash reserves are available to the buyer and therefore deducted from the total value. EV may be defined mathematically as follows: Enterprise value = Market value of equity (Market capitalization) + Market value of debt – cash and cash equivalents
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Market Capitalization is arrived at by simply multiplying the market price with the number of outstanding equity shares. Market value of debt is generally taken as outstanding debt on the balance sheet of the company. This cost is reduced by any cash or cash equivalents on the balance sheet as that will be available to pay out debts of business. This is the price of the entire firm to a buyer. For example, let us compute EV of a company with following information: Market Cap = 20 Lakh Total Debt = 3 Lakh Cash = 4 Lakh Then, EV = 20 Lakh + 3 Lakh – 4 Lakh = 19 Lakh 3.1.8 Earnings – Historical, Trailing and Forward Earnings are profits in a business. Earnings can be defined at various levels. For example, net profits are the profits available to the equity owners. Earnings before Interest and Taxes (EBIT) are available to serve both equity and debt holders. Earnings before Depreciation Interest Taxes and Amortization (EBDITA) is the earning available to a business to replace its assets over a period of time and to serve both equity and debt holders. Earnings of previous years are called historical earnings. Trailing, earnings refer to the earnings of the latest four quarters, calculated on a rolling basis. Earnings computed based on future projections are called forward earnings. 3.1.9 Earnings Per Share (EPS) Net profits of the company belong to the shareholders. Earnings per share is the net profit divided by the number of shares. It indicates the amount of profit that company has earned, for every share it has issued. EPS is calculated as: EPS = Net Profit/ Number of shares outstanding For a company with Net Profit of Rs. 10 Lakh and outstanding shares 2 Lakh, the EPS would be Rs. 5 (Rs. 10 Lakh/ 2 Lakh).
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A higher EPS shows higher profitability and better earnings for the shareholders and will be preferred over shares of companies with lower EPS. EPS is a significant variable in determining a share's price. 3.1.10 Dividend Per Share (DPS) Dividend is generally declared as a percentage of the face value of the shares. It is the portion of profit which the company distributes amongst its shareholders. For example, 40% dividend declared by company will translate into a dividend of Rs. 4 per share with a face value of Rs 10 (10*40% = 4). This is known as Dividend Per Share (DPS). 3.1.11 Price to Earnings Ratio (PE Ratio) Price to Earnings Ratio or the PE Ratio measures the price that the market is willing to pay for the earnings of a company. It is computed as: Market price per share/Earnings per share PE is referred as a multiple of per rupee of earnings. When one refers to a stock trading at PE multiple of 12x, it means the stock is trading at twelve times its earnings. The PE multiple based on historical earnings is of limited value. The prices change dynamically, while the reported earning is updated every quarter. Therefore, prices tend to move even after the historical earning per share is known, in anticipation of the future earnings. If it is expected that earnings of a firm will grow, then the market will be willing to pay a higher multiple per rupee of earning. The focus is, therefore, on ‘prospective’ PE or how much the current price is discounting the future earnings. For example, when analysts say that shares of XYZ company is trading at 20 times its 2014 earnings, but is still about 15 times the 2015 earnings, given the state of its order book. What they are saying is that the growth in EPS is likely to be high, and therefore the current high PE based on historical numbers may not be the right one to look at. Most publications and reports show the PE using historical earning numbers from the latest quarterly reports. Analysts’ estimates of future earnings are not widely available and they may vary. Some publications report ‘consensus’ view of prospective earnings. It is common to look at the PE multiple of the index to gauge if the market is overvalued or undervalued. The PE multiple moves high when prices run ahead of the earnings numbers and the market is willing to pay more and more per rupee of earnings. When markets correct and uncertainty about future earnings increases, the PE multiple also drops. A value investor, who would like to pick up stocks when they are cheap, may be interested to purchase when PE is low. 52
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Analysts also compare the PE of one company with another, to check the relative value. The PE multiple of a stable, large and well known company is likely to be higher than the PE multiple the market is willing to pay for another smaller, less known, and risky company in the same sector. 3.1.12 Price-to-Sales Ratio (P/S) Price to Sales ratio is a valuation ratio that measures the price investors are willing to pay for each rupee of sales. It is calculated as: P/S Ratio = Current Market Price (CMP) / Annual Net Sales per Share Or P/S Ratio = Market capitalization / Annual Net Sales For example, a company with annual net sales of 1 Crore, outstanding shares of 10 Lakh and CMP of Rs. 40, P/S Ratio would be Annual Net Sales per Share = 1 crore / 10 lakhs = 10 P/S Ratio = 40 / 10 = 4 A low P/S ratio may indicate an undervalued stock, and if it is paired with a trend of strong growing sales then it may be an attractive investment proposition. While a high P/S ratio indicates a highly priced stock, it may also indicate an expectation of high future growth rate in sales and therefore the market’s willingness to pay a high price for it. A drop in the revenue growth rate will be a high risk for these stocks. Like all multiples, the P/S ratio should be used along with other data and compared with similar companies in the industry before making an investment decision. 3.1.13 Price-to-Book Value Ratio (P/BV) Price to Book Value Ratio is one of the most widely used ratio to find price relative to the value. The P/BV measures a company's current market price (CMP) vis a vis its book value. Book value is calculated by dividing net-worth by the number of outstanding shares. The book value is the accounting value per share, in the books of the company. It represents the net-worth (capital plus reserves) per share. An important limitation of this number is that most assets on the books of the company are shown at their historical cost less depreciation and not their realizable/liquidation value. However, in a company which has been building reserves from sustained profitability, the book value is an important indicator of value. Since the book value considers the net-worth of a company, it is an important number in fundamental analysis.
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For example, let us compute P/BV of a company with following information: Equity Capital: Rs. 10 Lakhs Reserves & Surplus: Rs. 50 Lakhs Number of shares outstanding: 6 lakhs Current Market Price: Rs. 20 Then, BV would be: Net-worth/ Number of shares outstanding = (Rs. 10 Lakhs + Rs. 50 Lakhs)/ 6 Lakhs = Rs. 10 And, P/ BV would be: P/BV = CMP/BV = 20/10 = 2x Hence P/ BV ratio of this company would be 2 times. P/BV less than 1 indicates the company is trading below its book value, and hence the stock is deemed to be undervalued. However, it is pertinent to ask, ‘why is the market pricing the share at a price less than BV?’ Please note that there may be several reasons for a stock being available for less than its book value including the poor investments made by the firm in the past which need to be written down subsequently. Hence, all the companies with P/BV less than 1 may not be value buys. Investors should not rely only on PBV for their investment decisions and should understand that not all stocks that trade at a discount on their book values are bargains (undervalued). PBV is a useful measure to value stocks where the earnings are negative and the more widely used PE ratio is not applicable. It enables comparison across companies in an industry where accounting standards are consistent. It is a good measure to value stocks of companies, such as in the banking industry. However, for sectors such as the service industry where assets are limited, this valuation method may not be relevant. 3.1.14 Differential Voting Rights (DVR) A DVR is just like a normal share of a company, except that it carries less than 1 voting right per share unlike a common share. Such an instrument is useful for issuers who wish to raise capital without diluting voting rights. Investors who wish to invest only for dividends and capital appreciation and are not really bothered about voting rights find these shares attractive. The number of voting rights for a DVR differ from company to company. DVRs typically trade as a 54
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separate category of instrument and are available at a discount to the common shares of a company. The Companies Act, 2013 defines the eligibility of a company to issue such shares. This includes a dividend of at least 10% over the preceding 3 years and such shares shall not exceed 25% of the total post-issue paid up capital of the company. Several companies in India including Tata Motors and Pantaloons have issued DVRs.



3.2



Terminology in Debt Market



Debt capital refers to the capital provided by the lenders who are keen to be compensated regularly in the form of a pre-specified fixed rate of interest. They also expect the money they have lent to be returned to them after an agreed period of time. Debt can be created by borrowing from banks and other institutions or by issuing debt securities. For example, if a company wishes to borrow Rs. 100 crore, it has two options. If it takes a bank loan for the total amount, then the bank, or consortium of bankers, is the sole lender to the company. Alternately, it can access a larger pool of investors by breaking up the loan amount into smaller denominations. If it issues one crore debt securities, each with a face value of Rs. 100, then an investor who brings in Rs. 1000 would receive 10 securities. The lending exposure of each investor is limited to the extent of his investment. A debt security denotes a contract between the issuer (company) and the lender (investor) which allows the issuer to borrow a sum of money at pre-determined terms. These terms are referred to as the features of a debt security and include the principal, coupon, the maturity of the security and the security, if any, provided for the lending. All debt securities grant the investor the right to coupon payments and principal repayment as per the debt contract. Some debt securities, called secured debt, also give investors rights over the assets of the issuing company. If there is a default on interest or principal payments, those assets can be sold to repay the investors. Investors with unsecured debt do not enjoy this option. Debt securities may be privately placed with a select group of investors or offered to public through a public issue of the securities. Debt securities that are issued in a public issue are mandatorily listed on stock exchanges such as National Stock Exchange or Bombay Stock Exchange, so that they can be traded in the secondary market. Unlisted securities have to be held until maturity or traded in the Over the counter (OTC) market. Given below are some of the commonly used terms of debt instruments.
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3.2.1 Face Value Any debt instrument cannot be completely explained without answering how much borrowing it represents, for how long has the money been lent and what is the interest rate on the same. The first question is answered by the term Face Value, which represents how much loan is represented by that particular debt paper. This is the nominal or par value of the debt paper and interest, throughout the term of the paper, is paid as a percentage of this amount. The face value may be Rs. 100 or Rs. 1000 or any other denomination. 3.2.2 Coupon Rate Interest paid on the bond/debt security is known as Coupon rate, expressed as a percentage of its face value. The actual amount of money which the investor receives as interest is equal to the product of the face value and the coupon rate. Thus a 8.24% GS2018 (read as 8.24% coupon bearing Government Security (G-Sec) maturing in 2018) with face value Rs. 1000, would pay Rs. 82.40 as coupon (interest) each year, till maturity, to the investor. G-Secs pay interest semi-annually. So in this case, the investor would get Rs. 41.2 (82.4/2) every 6 months. The last coupon payment will be received on the maturity date along with the principal (par value). 3.2.3 Maturity Every loan will have a tenure. This is known as ‘tenor’ or ‘maturity’ or ‘term to maturity’ in bond markets. In the above mentioned bond, its maturity is in the year 2018. Maturity is a very significant parameter for bond investors as this is the single largest factor contributing to changes in bond prices and the market risk in bond investment is linked to it. Bonds can be issued for extremely short tenure, like T-Bills issued by the Government of India (GoI) for 91, 182 and 364 days or G-sec issued for very long periods, even up to 30 years or more. Some bonds issued are perpetual in nature. The term to maturity keeps reducing with each passing day and finally becomes ‘zero’ on the date the bond matures. The bond is redeemed on this day. 3.2.4 Principal This is the amount of borrowing of the issuer represented by the security. This is the initial investment which an investor makes when the bond is issued and is represented by face value. On redemption, this entire principal is returned to the investor.
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As the bond starts trading in the market, the price at which it is purchased and sold may be different from the stated face value. Irrespective of the price at which a debt security is bought in the secondary market, the issuer is liable to repay only the principal, represented by the face value, on maturity. 3.2.5 Redemption of a Bond When a bond matures, the investor ‘redeems’ the bond, which essentially means that the contract between the issuer and the investor is over. The issuer of the bond repays the principal and also makes the final coupon payment and then the bond ceases to exist, or the bond ‘matures’. 3.2.6 Holding Period Returns (HPR) Holding Period Return (HPR) is the return earned on an investment during a specific period when it was bought and held by the investor. An investor may purchase the bond from the issuer directly when it is issued, or may purchase at any later date from the secondary market. Similarly, the investor may hold the bond till maturity or may exit earlier in between by selling on the secondary market. The returns to the investor for the period for which the bond was held is known as HPR. Through the period for which the bond is held, the investor would receive coupon payments. These coupons may be re-invested to earn interest at the rate prevalent at the time of reinvestment. Further, the investor will make a gain or loss at the time of selling the bond, depending upon whether the sale price is higher or lower than his purchase price. Adding all these three incomes and expressing it as a percentage of the cost price would be the HPR for the investor. If an investor purchases a bond at Rs. 104, earns Rs. 8 as coupon, which he reinvests at 7% for a period of 1 year, and finally sells the bond at Rs. 110 after 1 year then his HPR would be: HPR = [(8) + (8 * 7%) + (110-104)]/ 104 = 14.00% It must be noted that HPR is single period return and does not annualize the return to the investors. 3.2.7 Current Yield This is a simple method of calculating return on a debt security in which the coupon is divided with the current market price of the bond and the result is expressed as percentage. This method does not take into account future cash flows coming from the bond, which is the biggest
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drawback of this method and hence this method is not really used widely. It can be compared to the dividend yield of a stock. Suppose the 8.24% GS2018 is trading at Rs. 104, the current yield would be: Current Yield = (8.24/104) = 0.07923 = 7.92% Yield to Maturity (YTM): Yield to Maturity or YTM is a more comprehensive and widely used measure of return calculation of a debt security than current yield. This method takes into consideration all future cash flows coming from the bond (coupons plus the principal repayment) and equates the present values of these cash flows to the prevailing market price of the bond. The rate which equates the present outflow (price of the bond which the investor needs to pay in order to purchase the bond) with the present value of future inflows (coupons plus principal) is known as YTM. Thus, it can be understood as the Internal Rate of Return (IRR) of the bond. The YTM can be calculated by trial and error method by plugging in different rates in the equation and arriving at the one that equates the market price of bond to the present value of the expected cash flows from the bond. It can also be calculated using the XIRR function in Excel. The calculations are shown below for the HDFC 9.70% 2017 bond issued on 19 July 2007 and maturing on 19 July 2017 with annual payment of interest, assuming the bond is trading at Rs. 103 on Nov 1, 2014:



YTM, though better than current yield, and also widely used, has its own shortcomings. First, it assumes that the investor will hold the bond till maturity, which may or may not be the case. Second, it assumes that the coupons received periodically are reinvested for the remaining tenor of the bond at the same rate throughout the tenor. This assumption implies that interest rates would remain same for the entire tenor and that the rates would also be same across tenors, which means the yield curve would be static and flat. This assumption takes YTM away from being
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practical. However, YTM has its own advantages, biggest of which being that it is simple and quick computation and hence it is widely used. 3.2.8 Duration Duration measures the sensitivity of the price of a bond to changes in interest rates. Bonds with high duration experience greater increases in value when interest rates decline and greater losses in value when rates increase, compared to bonds with lower duration. Duration is the weighted average maturity of the bond, where the present values of the future cash flows are used as weights. Duration thus incorporates the tenor, coupon and yield in its calculation. Higher the time to maturity, higher the duration and hence higher the interest rate risk of the bond. Lower the coupon rate, higher the duration and hence higher the interest rate risk of the bond. And, Lower the yield, higher the duration and hence higher the interest rate risk of the bond. Thus, Duration is a very convenient interest rate risk measure for bonds. Higher the duration higher the sensitivity of bonds prices vis a vis interest rates. The duration of a bond is not a static number, but will change with a change in the tenor and yield of the bond. As a bond comes closer to maturity, its duration also decreases and makes the bond less riskier. Modified Duration (M Duration) Modified Duration measures the impact of changes in interest rates on the price of the bond. While Duration gives us sensitivity of bond prices to change in interest rates, Modified Duration gives us the magnitude of this change. M Duration is calculated as: M Duration (D*) = - Duration/ (1 + YTM) The negative sign indicates the inverse relationship between bond prices and interest rates. When interest rates rise, bond holders experience a fall in the price of bonds they hold which pay a lower coupon rate on their principal, as compared to new bonds which would be issued in line with higher interest rates. New buyers of bonds would not pay the same price for the old bonds, as for the same investment in new bonds, they would get a higher coupon. To bring both the
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bonds at the same level, the prices of old bonds would fall so that the yield on these bonds is same as the yield on the new ones. Similarly, when rates fall, the old bonds with high coupon rates would become attractive by the same logic. Change in price of a bond would be calculated as the product of M Duration and percentage change in yield. Suppose a bond has M Duration of 4.3, then a small change of 0.25% (25 basis points or 25 bps) would mean the price of the bond would change by (4.3 * 25/100) = 1.075% in the opposite direction. 3.2.9 Convexity The impact of change in interest rates on bond prices is inverse but not linear. This means when rates go up, bond prices go down; but they don’t fall as much as they would rise when rates go down by the same magnitude. Thus, rise in bond prices is more than its fall, for the same movement in interest rates in downward and upward directions respectively. This unique property of bond prices is known as Convexity. It must be noted that M Duration is applicable only for small changes in interest rates as for larger changes, it would show a straight line movement in prices, which would be incorrect. Thus M Duration is only useful at that point where the straight line would be tangential to the price yield curve. Bond fund managers look for bonds with high convexity as these do not fall much in rising interest rate scenario but rise more when rates are falling. This can be understood from the table below: Consider a situation where a bond with maturity of 2 years is trading at Rs. 100 initially. This will happen when Coupon and YTM are same (assume 8%). Now if we increase the YTM to 9%, the price of the bond falls to Rs. 98.21; i.e. a fall of 1.79%, whereas if the YTM were to fall by the same magnitude, 1%, the bond price rises by 1.83% to Rs. 101.83. Settlement Date



20-Nov-14



20-Nov-14



20-Nov-14



Maturity Date



19-Nov-16



19-Nov-16



19-Nov-16



Coupon



8%



8%



8%



60



NISM-Series-XV: Research Analyst Certification Examination



Yield (YTM)



8.00%



9.00%



7.00%



Frequency of Int. payment



2



2



2



Face Value



100



100



100



Price



100



98.21



101.83



-1.79%



1.83%



Change in Price



Hence, we can see that rise and fall in bond prices for same change in YTMs is not linear but convex. As stated above, bonds fall less for rise in interest rates than they rise for a fall in the interest rates of same magnitude.



3.3



Types of Bonds



As defined in the previous section, Bonds are securities which represent a loan. For a loan to be completely defined, the loan amount, time for which the loan is taken and the rate at which it is taken, must be known. These three are known as Principal, Maturity and Coupon respectively in bonds. Each of these features can be modified to construct various types of bonds. Bonds are also classified based on the type of the issuer and its credit worthiness. Given below are some of the commonly found types of bonds. 3.3.1 Zero-Coupon Bond Bonds which do not pay coupon in their entire term are known as Zero Coupon Bonds or simply ‘Zeroes’. Such bonds are issued at a discount to their face values and are redeemed at par. Thus, the return on these bonds is not in the form of periodic payment of interest but in the form of difference between the issue price and redemption value. While in rupee terms, the returns may be same for an investor, inherently, Zeroes carry more interest rate risk due to their higher duration than a coupon paying bond of the same maturity. Such bonds are used by issuers to manage their cash flows as there is no intermittent strain during the life of the bond to make periodic coupon payments. Cash remains within the company and can be used in the business with a slightly longer term horizon. Repayment of the loan would be in one shot as a bullet payment at the maturity of the bond. Treasury Bills (T-Bills) issued by Government of India, Commercial Papers (CPs) issued by corporates and Certificate of Deposits (CDs) issued by banks and financial institutions are 61
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examples of short term zero coupon bonds. These papers are of less than 1 year maturity and hence are also known as Money Market instruments (money market is that segment of Debt market in which papers of less than 1 year are issued and traded). ZCBs of very long tenure are issued at a steep discount to their face values. Such ZCBs are also known as Deep Discount Bonds. IDBI had issued such bonds many years back. The Kisan Vikas Patra (KVPs) is another example of a deep discount bonds. Example: Zero Coupon Bond In October 2009, ETHL Communications Holdings Ltd. (an Essar Group company) raised Rs.4280 crore through an issue of zero coupon bonds. The bonds were launched in two separate series of slightly differing maturities. Issuer:



ETHL Communications Holdings Ltd



Security:



Zero coupon bond, secured by receivables



Issue Date:



October 2009



Maturity Date:



Series 1 in July 2011, Series 2 in December 2011. Maturity value Rs.100



Issue price:



Series 1- Rs. 85.80 (Implied rate 9.15%) Series 2- Rs. 82.55 (Implied rate 9.25%)



3.3.2 Floating – Rate Bonds These are bonds whose coupon is not fixed, as in the case of vanilla bonds, but is reset periodically with reference to a defined benchmark. This could be the inflation index or inter-bank rates or call rates or some other relevant benchmark. Resetting the coupon periodically ensures that these bonds pay interest that reflect current market rates. Due to their unique nature of constant adjustment of coupon rates, these bonds carry lower interest rate risk or ‘price risk’. Such bonds are especially useful in a rising interest rate scenario as they continuously keep tracking the interest rates prevalent in the market and adjust their coupons periodically, typically every 6 months.
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In some cases, there is a maximum and minimum limit to the coupon rates in floating rate bonds and these limits are respectively referred to as ‘Cap’ and ‘Floor’. Housing loans with variable or floating interest rates are an example of this type of loan. Developed markets also have bonds whose coupons move inversely to the benchmark. These are known as ‘inverse floaters’. 3.3.3 Convertible Bonds A convertible bond or debenture is generally issued as a debt instrument with the option to investors to convert the amount invested into equity of the issuer company later. This security has features of both debt and equity. The issuer specifies the details of the conversion at the time of making the issue itself. These will include:    



The date on or before which the conversion may be made The ratio of conversion i.e. the number of shares that the investor will be eligible to get for each debenture The price at which the shares will be allotted to the investor on conversion. Usually, this is at a discount to the market price The proportion of the debenture that will be converted into equity shares.



These Bonds could be convertible either compulsorily (called compulsory convertible bonds) or optionally (called optionally convertible bonds). Also, these bonds could be fully convertible where the entire face value of the bond is converted into equity shares or partly convertible where a portion of the bond is converted into equity. In partly convertible debentures, nonconvertible portion continues to remain as bonds, earns interest income and gets repaid on redemption. On conversion of debt into equity, debt is removed from the balance sheet and equity capital is increased. This dilutes the earning per share (EPS) of the stock. The advantage to the issuer of convertible bonds lies in the fact that convertible bonds usually have a lower coupon rate than pure debt instruments. This is because the yield to the investor in such bonds is not from the coupon alone but also the possibility of capital appreciation in the investment once they are converted into equity. Moreover, the issuer does not have to repay the debt on maturity since shares are issued in lieu of repayment. The disadvantage to this is that stakes of the existing shareholders get diluted when fresh shares are issued on conversion. As more shareholders come in, the proportionate holding of existing shareholders fall.
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The investors in a convertible bonds have the advantage of equity and debt features. They earn coupon income in the initial stage, usually when the company’s project is in its nascent stage. And, once the bond is converted into shares, they may benefit from the appreciation in the value of the shares. 3.3.4 Amortization Bonds Bonds usually pay interest during the tenor and the principal is repaid as a bullet payment upon maturity. However, there is a type of bond, known as ‘Amortization Bond’, in which each payment carries interest and some portion of the principal as well. Housing loans, auto loans and consumer loans are an example of this type of bond, in which every month the borrower pays the same amount (Equated Monthly Instalment – EMI) but each month the composition of this EMI is different with initially interest forming a larger part and later principal forming a larger part. Suppose a person takes a loan of Rs 100 @ 12% for a period of 12 months. The EMI would be Rs. 8.88; however, in the first month the interest component would be Re. 1 and Principal component would be Rs. 7.88, while in the last month, interest would be only Rs. 0.09, whereas Principal would have increased to Rs. 8.80. This also explains, why it makes sense to prepay home loans in the earlier stages and not in the later stages. Loan Interest Months EMI



100 12% 12 8.88



Month 1 2 3 4 5 6 7 8 9 10 11



EMI 8.88 8.88 8.88 8.88 8.88 8.88 8.88 8.88 8.88 8.88 8.88



Loan 100 92.12 84.15 76.11 67.98 59.78 51.49 43.12 34.67 26.13 17.51



Interest 1 0.92 0.84 0.76 0.68 0.60 0.51 0.43 0.35 0.26 0.18



Principal 7.88 7.96 8.04 8.12 8.21 8.29 8.37 8.45 8.54 8.62 8.71
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12



8.88



8.80



0.09



8.80



3.3.5 Callable Bonds Callable bonds allow the issuer to redeem the bonds prior to their original maturity date. In other words, bonds which have embedded call option in them are known as Callable Bonds. This feature poses a risk for investors but is beneficial for the issuers. An embedded call option gives the issuer the right to call back the bond before maturity. When interest rates fall, the issuer would be in a position to raise the same amount of loan, at a lower interest rate. It is to the advantage of the issuer to redeem the existing high-cost bond before maturity and replace it with a new low cost bond. To compensate for the risk to investors, Callable Bonds usually have high coupons and they are also valued not as per YTM but as per Yield To Call (YTC – which means the markets assume that the bond will compulsorily be called back on the specified call date). The investor in a callable bond, however, loses the opportunity to stay invested in a high coupon bond, if the call option is exercised by the issuer. For example, a 10-year bond may be issued with call option at the end of the 5th year such as in the SBI bond illustration below. SBI Bonds 2011 Series 3 Issuer



State Bank of India (SBI)



Credit Rating



Care AAA



Face Value



Rs. 10,000



Issue Price



Rs. 10,000



Interest Payment



Annual



Coupon



9.75%



Tenor



10 years



Call Option



SBI has the option to redeem outstanding principal and interest due after 5 years and one day from the date of allotment
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3.3.6 Puttable Bonds A Puttable bond gives the investor the right to seek redemption from the issuer before the original maturity date. These bonds have embedded Put options in them. In this case, the risk is on the issuer, as the investor can, at any point of time give the bond back to the issuer and ask for his principal, earlier than maturity. This would mean cash flow problems for the issuer. Investors would exercise their right to put the bond back to the issuer when interest rates start rising. They would simply ask for their money earlier than maturity and reinvest that at a higher rate. For example, a 7-year bond may have a put option at the end of the 5th year. If interest rates have risen, puttable bonds give investors the ability to exit from low-coupon bonds and re-invest money in higher coupon bonds. 3.3.7 Payment in Kind (PIK) Bonds These are bonds in which the coupon is not paid in cash but by way of more bonds. Companies which have cash flow problems issue such kind of securities and hence by nature these instruments are risky. Also, while temporary cash flow stress is avoided, parallely more loan gets added on the balance sheet, of a company which is already into trouble. Hence, these products are typically for the high risk investors. 3.3.8 Principal – Protected Note (PPN) PPN is a relatively complex debt product which aims at providing protection of the principle amount invested by investors, if the investment is held to maturity. Typically, a portion of the amount is invested in debt in such a way that it matures to the principal amount on expiry of the term of the note. The remaining portion of the original investment is invested in equity, derivatives, commodities and other products which have the potential of generating high returns. Although this is marketed as a debt paper, as it has features similar to fixed income securities, it is a synthetic product constructed by financial engineering – combination of debt and derivative structures. Risk averse investors get an opportunity to invest in products with a possibility of high returns, while at the same time, their downside is protected in PPNs. It must be clearly understood that principal protection does not mean absence of credit risk. Investors in PPNs are exposed to the credit risk of issuers. Several Non-Banking Finance Companies (NBFCs) have issued PPNs titled Equity Linked Bonds (ELBs) or Commodity Linked
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Bonds (CLBs) in the past to raise capital. Some of these structured instruments are listed on Stock Exchanges. 3.3.9 Inflation – Protected Securities Debt instruments, being fixed income products run the risk of delivering negative real returns during high inflation periods. At times, the investors of debt papers are retired old persons, who do not have other source of income. For such cases, it becomes extremely important to have returns beating inflation. Inflation Indexed Bonds (IIB) are a category of government securities issued by the RBI which provide inflation protected returns to the investors. In India, Inflation indexed bonds have been launched in which both principal and interest are adjusted for inflation. These bonds have a fixed real coupon rate which is applied to the inflation adjusted principal on each interest payment date. On maturity, the higher of the face value or inflation adjusted principal is paid out to the investors. Thus, the coupon income as well as the principal is adjusted for inflation. The inflation adjustment to the principal is done by multiplying it with the index ratio. The index ratio is calculated by dividing the reference index on the settlement date by the reference index on the date of issue of the security. The Wholesale Price Index (WPI) is the inflation measure that is considered for the calculation of the index ratio for these bonds. Another category of inflation-indexed instrument issued by the RBI for retail investors is the Inflation-Indexed National Saving Securities-Cumulative 2013. These bonds of 10-year tenor were available to retail resident individuals, minors, HUFs, and charities among others. The bond carries a fixed interest of 1.5% and an inflation rate calculated on the basis of the Consumer Price Index (CPI). The interest is compounded every six months and cumulated and the same is payable with the principal on maturity. The fixed rate of interest is the floor and is payable even if there is deflation. The interest is taxable according to the tax status of the investors.



67



NISM-Series-XV: Research Analyst Certification Examination



Summary 



There are two broad types of securities that are issued by seekers of capital from investors: Equity and Debt.







Equity investors are owners of the business; debt investors are lenders to the business.







Equity capital is available for the company to use as long as it is needed; debt capital will have to be returned after the specified time.







Equity investors do not enjoy any fixed return or return of principal invested; debt investors earn a fixed rate of interest and return of principal at maturity.







Equity investors participate in the management of the business; debt investors do not. Residual profits of the business belong to the equity investors; debt investors’ claim is restricted to the periodic fixed coupons and principal repayment on maturity.







Equity investors need to understand concepts like Face Value (nominal price of a share), Book Value (net-worth of the company), Market Value, Replacement value (money required to replace the plant), Intrinsic Value (value of expected free cash flows from the asset), Market Capitalization (money required to buy out entire equity at its current market price) and Enterprise value (theoretical takeover price of a firm), etc.







They also needs to understand quantitative factors such as Historical, Trailing and Forward earnings, EPS, DPS, PE Ratio, P/S Ratio, P/BV Ratio etc.







Debt investors need to understand concepts like Face Value (nominal price of a bond), Coupon Rate (rate of interest), Maturity (life of bond), Principal (amount invested) and Redemption (amount to be returned by the company to the investor at maturity of the bond) etc.







To evaluate the returns on the bonds and their volatility, one uses the concepts like Holding period return (HPR), Current Yield, Yield to maturity (YTM), Duration, Modified Duration, Convexity etc.







There are various types of Bonds in the market. Important features of bonds - Principal, Maturity, Coupon and redemption can be modified to construct various types of bonds. Bonds are also classified based on the type of the issuers and their credit worthiness. Commonly found types of bonds are:







Zero-Coupon Bond are Bonds which do not pay coupon in their entire term are known as Zero Coupon Bonds or simply ‘Zeroes’. Treasury Bills (T-Bills) issued by Government of India, Commercial Papers (CPs) issued by corporates and Certificate of Deposits (CDs) issued by banks and financial institutions are examples of zero coupon instruments.
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Floating – Rate Bonds are bonds whose coupon is not fixed, as in the case of vanilla bonds, but is reset periodically with reference to a defined benchmark.







Convertible Bonds are generally issued as a debt instrument with the option to investors to convert the amount invested into equity of the issuer company later. The issuer specifies the details of the conversion at the time of making the issue itself.







Amortization Bonds are Bonds in which each repayment by borrower carries interest and some portion of the principal as well. Housing loans, auto loans and consumer loans are an example of this type of bond.







Callable bonds allow the issuer to redeem the bonds prior to their original maturity date. In other words, bonds which have embedded call option in them are known as Callable Bonds.







Puttable bond gives the investor the right to seek redemption from the issuer before the original maturity date. These bonds have embedded Put options in them.







Payment in Kind (PIK) Bonds are bonds in which the coupon is not paid in cash but by way of more bonds. Companies which have cash flow problems issue such kind of securities and hence, by nature, these instruments are risky.







Principal Protected Note (PPN) is a relatively complex debt product which aims at providing some benchmark linked return while providing protection of the principle amount invested by investors, if the investment is held to maturity.







Inflation Indexed Bonds (IIB) are a category of government securities issued by the RBI which provide inflation protected returns to the investors.
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Sample Questions 1. A bond is issued at a face value of Rs. 100 and a coupon of 10% p.a. The interest rates in the market have increased subsequently. This bond is likely to quote at: a. At a price above face value b. At the face value c. At a price that reflects its credit risk d. At a price below face value 2. The __________ of an equity share is the discounted value of its future benefits to the investors. a. Intrinsic Value b. Replacement value c. Market value d. Face Value 3. Calculate the Enterprise Value based on the given information: Market Capitalisation = 10 lakhs; Total Debt= 3 lakhs; Cash = 4 lakhs. a. 11 lakhs b. 9 lakhs c. 13 lakhs d. 6 lakhs 4. Bonds which have embedded call option in them are known as Callable Bonds. State whether True or False. a. True b. False
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CHAPTER 4: FUNDAMENTALS OF RESEARCH 4.1



What is Investing?



Benjamin Graham in his book “The Intelligent Investor” defines investment activity in the following words: “An investment operation is one which, upon thorough analysis promises safety of principal and an adequate return. Operations not meeting these requirements are speculative.” These words of wisdom on investing by Mr. Graham are unique and have significant communication in bites as follows: Investment Operation - Investing requires adequate efforts in terms of research and understanding the investment options available, determining their suitability for the needs of the investors and their appropriate value. Investing is not a one-time activity, but one that requires regular tracking, monitoring and suitable changes to the investment decisions based on new set of information and understanding. The activities associated with investments must be undertaken in a disciplined and systematic way. Mr. Warren Buffett also stated “Investing is most intelligent when it is business like.” Thorough Analysis - Buying shares of a company is equivalent to taking part ownership in a business. Indeed, buying a business (fully or partly) is alternative to starting a business and would demand same kind of research and analysis as would be required when considering to start a business on various dimensions of the business – product, customers, inputs, outputs, bargaining power of business vis a vis other external parties such as suppliers, customers and others, competition, regulatory environment, potential opportunities, threats. Safety of Investment - Graham says that first objective in investing has to be to protect the investment value for which it is important to identify opportunities that provide a margin of safety (MOS). In investments, this means investing in opportunities available at prices lower than their perceived value. Backed by strong research and monitoring, an investment portfolio should be able to protect the investor’s investment value over a suitable investment horizon, despite short-term fluctuations in the market. Adequate return - While meaning of adequate is not defined by Graham, it would probably mean risk adjusted return in comparison to other competing avenues for invested capital. It is important to understand the risk and return features of an investment before committing to it.
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Investors that follow the above tenets are said to be engaged in investing. Following are the learnings for common investors from this definition of investing. Difference between investing and speculating - There is an unambiguous demarcation between investing and trading. Investing money without going through the rigor of understanding and analyzing the investment options, their risk and return features and appropriate value would be like taking a bet or speculating rather than investing. Such activity has a greater chance of losing rather than making money for the investors. Speculation is typically short-term calls made with leveraged funds, unlike investing money which is a long-term disciplined activity for creating wealth. Align Investment to Needs - A good investment option available at a reasonable price may still not be suitable for an investor if it does not meet his investment needs. Investment needs can be primarily defined in terms of the nature of return required, the risk that the investor is willing to take and the investment horizon. For example, investing in a well-researched growth stock may not be suitable for a retired investor looking for regular income from his investments. Investing demands hard work - The activities involved in investing require a large commitment of time and efforts, along with the skills and understanding to collect relevant data, analyze the investment options, execute the decisions and monitor the investments made. Most investors may find that they fall short on these requirements. Making investment decisions without the necessary skills would mean that the investor’s money is not being deployed in the best way possible. Become a skilled investor or hire someone to manage money - The investors can either develop the skills required to make and manage their investments or find someone with the qualification who they can trust to do so. Investors should never forget to do due diligence (research) on the money manager. They should focus on aspects such as qualification, experience, performance track record, systems and support facilities, integrity, philosophy of investing and other relevant factors of the money managers.



4.2



Research on Businesses or Stocks



As stated above, investing is taking part ownership in the business. A commitment should be made only after adequate research has established the viability of the business proposition and the attractiveness of the price at which it is available.
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While the objective of analysis is primarily to determine which businesses to buy and at what price, there are two basic approaches to the subject- Fundamental Analysis and Technical Analysis.



4.3



Fundamental Analysis



Theoretically, the fair value of a bond or an equity share is the sum of the discounted value of the expected future cash flows. The valuation is simpler in a bond, because the cash flows are predefined and end at a given point in time. Equity earnings are not pre-defined and equity is a perpetual investment with no pre-set maturity date. The focus in equity valuation is on the future earnings and the estimates of growth in earnings. Fundamental analysts maintain that market may misprice securities in the short run but in the long run, prices would merge with the securities’ fair value or intrinsic value. Therefore, profits in investments come from not only identifying a good investment option but also making the investment at the right price. This thought process is in contradiction of Efficient Market Hypothesis (EMH), which propagates that share prices incorporate and reflect all relevant information. Fundamental analysis considers both qualitative and quantitative dimensions of a business. While financials will reveal history of the business and the financial readiness to grow in the future, evaluating factors such as the economic conditions favourable to the business, the ability of the management to identify and exploit opportunities, the operating efficiencies that the business possesses and the risks that may affect the plans and its ability to meet these contingencies, will define the attractiveness of the business as an investment proposition. Accordingly, fundamental analysis includes following: 1. Economic analysis 2. Industry analysis 3. Company analysis Fundamental analysis may be triggered by changing macro-economic factors, both international and national, such as GDP growth rates, inflation, interest rates, exchange rates, productivity, prices of commodities, regulatory aspects and others. This can lead to an analysis of their impact on different industries and then to search to the best businesses in the industry. This is called top-down approach to fundamental research. For example, the regulatory uncertainty regarding spectrum auction in the telecom sector in India would trigger a re-look at the industry’s prospects and its impact on the different companies in the sector.
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However, sometimes analysis is triggered by some news or piece of information on some company, which may move to industry analysis and then economic analysis to see whether broad industry and economic parameters favour the company. This is called bottom-up approach to fundamental research. Indeed, sometimes, bottom-up analysts focus purely on dynamics of business and industry with little or no attention to the Economic factors as their focus remains on buying and holding fundamentally strong businesses which would probably do well across the economic cycles, such as pharmaceuticals, consumer goods and other such businesses.



4.4



Technical Analysis



Technical analysis is based on the assumption that all information that can affect the performance of a stock, company fundamentals, economic factors and market sentiments, is reflected already in its stock prices. Accordingly, technical analysts do not care to analyze the fundamentals of the business. Instead, the approach is to forecast the direction of prices through the study of patterns in historical market data - price and volume. Technicians (sometimes called chartists) believe that market activity will generate indicators in price trends that can be used to forecast the direction and magnitude of stock price movements in future. There are three essential elements in understanding price behaviour: 1. The history of past prices provides indications of the underlying trend and its direction. 2. The volume of trading that accompanies price movements provides important inputs on the underlying strength of the trend. 3. The time span over which price and volume are observed factors in the impact of long term factors that influence prices over a period of time. Technical analysis integrates these three elements into price charts, points of support and resistance in charts and price trends. By observing price and volume patterns, technical analysts try to understand if there is adequate buying interest that may take prices up, or vice versa. Technical Analysis is a specialized stream in itself and involves study of various trends - upwards, downwards or sideways, so that traders can benefit by trading in line with the trend. Identifying support and resistance levels, which represent points at which there is a lot of buying and selling interest respectively, and the implications on the price if a support and resistance level is broken, are important conclusions that are drawn from past price movements. For example, if a stock price is moving closer to an established resistance level, a holder of the stock can benefit by booking profits at this stage since the prices are likely to retract once it is close to the resistance
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level. If a support or resistance is broken, accompanies by strong volumes, it may indicate that the trend has accelerated and supply and demand situation has changed. Trading volumes are important parameters to confirm a trend. An upward or downward trend should be accompanied by strong volumes. If a trend is not supported by volumes or the volumes decrease, it may indicate a weakness in the trend. Technical analysis converts the price and volume data into charts that represent the stock price movements over a period of time. Some of the charts used include line charts, bar charts, candlestick chart. The patterns thrown up by the charts are used to identify trends, reversal of trends and triggers for buying or selling a stock. Typically, chartists use moving average of the price of the stock to reduce the impact of day to day fluctuations in prices that may make it difficult to identify the trend. Unlike fundamental analysis, technical analysis is not concerned if the stock is trading at a fair price relative to its intrinsic value. It limits itself to the future movements in prices as indicated by the historic data. It is used for short-term term trading activities and not necessarily long-term investing.



4.5



Behavioral Finance



Investment decisions have to be based on the analysis of available information so that they reflect the expected performance and risks associated with the investment. Very often the decisions are influenced by behavioural biases in the decision maker, which leads to less than optimal choices being made. Thinking behind proponents of this philosophy is that securities prices go away from their fair values either upside or downside because of the fear and greed of the market participants. Some of the well documented behavioural biases that are observed in decision making influencing investments are discussed in detail in Chapter 11.
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Summary 







 



 







Investing requires significant efforts in terms of research and understanding the investment options available, determining their suitability for the needs of the investors and their appropriate value. Investing requires regular tracking, monitoring and suitable changes to the investment decisions based on new set of information and understanding. The activities associated with investments must be undertaken in a disciplined and systematic way. Analysis of equity falls in two major categories - Fundamental analysis and Technical analysis. Fundamental analysis considers both qualitative and quantitative dimensions of a business. Fundamental Analysis covers all the aspect of Economic issues, Industry analysis and Company analysis. Fundamental Analysis have two approaches - Top down and Bottom up. Top Down approach starts with economic analysis, moves to industry analysis and then finally to selection of companies in an Industry. However, sometimes analysis is triggered by some news or piece of information on some company, which may move to industry analysis and then economic analysis to see whether broad industry and economic parameters favor the company. This is called bottom-up approach to fundamental research. Technical analysis is based on the assumption that all information that can affect the performance of a stock, company fundamentals, economic factors and market sentiments, is reflected already in its stock prices. Accordingly, technical analysts do not care to analyze the fundamentals of the business. Instead, the approach is to forecast the direction of prices through the study of patterns in historical market data - price and volume.



 Apart from Fundamental and Technical Analysis, another important factor which may affect the investments is market sentiments or behavioral aspect of market participants.
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Sample Questions 1. Speculation is _____________ calls made with leveraged funds, unlike investing money which is a _________ disciplined activity for creating wealth. a. Short Term; Long term b. Long term; medium term c. Long term; Short term d. Long term; Long term 2. Fundamental analysis includes which of the following? a. Economic Analysis b. Industry Analysis c. Company Analysis d. All of the Above 3. The time span over which price and volume are observed factors in the impact of long term factors that influence prices over a period of time. State whether True or False. a. True b. False 4. In technical analysis, impact of day to day fluctuations in prices is annulled by which of the following factors? a. Increasing Time Period of price charts b. Using liquidity parameter along with prices c. Using Moving Averages d. None of the above
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CHAPTER 5: ECONOMIC ANALYSIS Economics is the study of how people make choices under conditions of scarcity and the impact of those choices for people at an individual level and society at macro level. Economic analysis of human behaviour begins with the assumption that people are rational - they have well-defined goals and try to achieve them as best they can. In trying to achieve their goals, people normally face trade-offs: resources both material and human are limited and making one choice would generally mean letting go of something else. It requires prioritization of needs and wants and allocation of limited resources to the desired goals. Although there are several branches of economic study, microeconomics and macroeconomics are the most well-known. As their names indicate, microeconomics is the study of economics on a smaller (micro), more detailed scale and macroeconomics is the study of economics on a larger (macro), broader scale.



5.1



Basic Principles of Microeconomics



As stated above, Microeconomics is the study of the behaviour of individuals and their decisions on what to buy and consume based on prevalent prices which in turn signals where the economy has to direct its productive activities. The philosophy of Microeconomics is that prices and production levels of goods and services in an economy are driven by consumer demand. Accordingly, Microeconomics focuses on the drivers of decision making, as well as the ways in which individuals’ decisions affect the overall supply and demand and supply of particular goods and services, in an economy, and in turn their prices. Microeconomics also deals with the "theory of the firm." Extending the concept of individuals, here it deals with how firms adopt different strategies to increase their profits. It deals with the decision making process at the level of inputs, outputs, prices, production levels, profits and losses of individual firms. The importance and uses of microeconomics in brief are as under: 1. Microeconomics deals with the understanding and working of a free market economy. 2. Microeconomics helps us understand how the prices of the products and services get determined in an economy, how individuals and firm behave with regard to those prices and how goods and services in an economy are distributed among its various participants.
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5.2



Basic Principles of Macroeconomics



As stated before, macroeconomics is the study of "the big picture" in the economy. While microeconomics focuses on individual households and firms, macroeconomics deals with the economy as a whole. In other words, the focus of macroeconomics is on factors that influence aggregate supply and demand in an economy such as unemployment rates, gross domestic product (GDP), overall price levels, inflation, savings rate, investment rate etc. Most of these factors are highly affected by changes in the public policies. Two major influencers of the public policies in an economy are the government and the central bank. Decisions of the government, known collectively as fiscal policy and actions of the central bank, known collectively as monetary policy, affect the overall economy activity to a large extent. The late John Maynard Keynes laid great emphasis on macroeconomic analysis. His work, captured in the book - “General Theory of Employment, Interest and Money”, is quite revolutionary and brought drastic changes in economic thinking. The importance and uses of macroeconomics in brief are as under: 1. Macroeconomics helps us understand the general state of the economy – Domestic Production, Domestic Consumption, General Price levels, Growth, Quality of life etc. 2. Macroeconomics helps us understand drivers of income, savings, investments and employment in an economy. 3. Macroeconomic models help governments and central bankers formulate economic policies for achieving long run economic growth with stability. 4. Macroeconomics helps us understand various aspects of international trade of goods and services - exports, imports, balance of payment, exchange rate dynamics etc. 5. Macroeconomics also facilitates understanding on how inter-linkages across the economies work.



5.3



Introduction to Various Macroeconomic Variables



The government and central banker, in any economy, as policy makers strive to promote economic stability and growth. Their continuous attempt is to implement policies, which ensure low unemployment rate, price stability with low inflation rate and steady growth in economic outputs. However, in spite of the best intentions and efforts of policy makers, economies go through the cycles of booms and busts. There are multiple variables that influence an outcome and it may not be possible to control all of them. For example, the RBI’s attempt to tame the high inflation in India in 2011, 2012 and
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2013 by increasing interest rates, which is the standard policy action to reduce inflation, did not get the desired results because food prices remained high. Policy makers, in different countries, may take different routes to arrive at the same common goal, depending upon the economic conditions prevalent there. Economics is a vast subject and needs elaborated explanations for each term. However, given the scope of this workbook, it may not be possible to deal with the subject in great detail. While various macroeconomic variables are defined below in few lines as definitions, readers interested in understanding the subject in great details have to rely on other relevant books/material and literature on the subject. 5.3.1 National Income National income of an economy is defined through a variety of measures such as gross domestic product (GDP) and gross national product (GNP). Computation of these numbers is a humongous task in terms of data-collection and its processing. Broadly stating, national income of an economy can be measured through three methods: (i) Product Method (ii) Income Method, and (iii) Expenditure Method. Product Method In this method, national income is measured as an aggregated flow of goods and services in the economy from the different sectors: agriculture, industry and services. Economists calculate money value of all final goods and services produced in the economy during a specified period. Final goods refer to only those goods which are consumed by economy participants and not the ones used in further production processes (intermediate goods). Product method deals with the economy sector-wise. The total output in the economy is computed as the sum of the outputs of various sectors. Income Method In this method, national income is measured as the aggregate income of individuals in the economy. Robert Kiyosaki, an author and businessman, divides the whole working population in the world in four broad categories – Employees (labour and other employees), Professionals, Entrepreneurs and Investors. Employees earn wages and salaries, Professionals earn their income based on their services, Entrepreneurs earn profits (including undistributed corporate profits) and Investors earn return on their capital and rent on their land. Sum of all these incomes for a specified period is called National Income for the economy.
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Expenditure Method As all the goods and services produced in an economy are bought (consumed) by someone, National Income may also be calculated from the consumption end. Expenditure method attempts to undertake the same philosophy while computing the National Income. Consumers in an economy are broadly divided into three categories – individuals, corporates and government. Further, as an economy would also have exports (people of foreign countries spending on goods and services produced by an economy) and imports (people of an economy spending on goods and services produced by other economies), necessary adjustments are made for the same by the economist while arriving at the National Income through this method. The aggregate demand for goods and services is computed as the sum of private consumption, government spending, gross capital formation and net exports. In practice, all three counting methods produce similar results with minor differences for several reasons including errors in the statistics. National Income is one of the most important statistics for a country. Following are some of the uses of national income statistics: Level of Economic Welfare and growth - National Income reveals the overall performance of the country during a given financial year. With help of this statistics, per capita income (National Income/total population) i.e. the average income earned by each individual in the economy is calculated. Per Capita Income (not the National Income) is better measure of standard of living in a country, because, while National Income may increase, faster increase in population may reduce the per capita income; which means standard of living in the country has gone down. Higher the per capita income, higher the standard of living in the country. Looking at the national income statistics over several years, we can know whether an economy is growing or declining. Distribution of income among constituents of the economy - Income method of National Income computation helps us understand how the National Income is distributed among the various constituents in the economy - Employees, Professionals, Entrepreneurs and Investors. The product method identifies which sector is the primary contributor to the country’s GDP and the rate of growth of different sectors in the economy. For example, the service sector constitutes 57% of India’s GDP at factor cost.
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Support to Fiscal and Monetary policies - Statistics such as saving, consumption and investment in the economy help policy makers in taking required measures to accomplish desired goals. In other words, National Income computation proves to be a valuable guide to policy makers. 5.3.2 Savings and Investments As defined above, there are three constituents in an economy - Individuals, Corporates and Government. Savings, defined as income over expenses, are computed for all three categories separately. Savings of individuals is called “personal savings”, savings of corporates (undistributed profits) is called “corporate savings” and savings of government is called public savings (rarely there; governments generally run budget deficits). Individuals and corporate entities may be clubbed together as private savings. Economists arrive at National Saving by summing savings of these three constituents - personal, corporate and public savings. It is also important to understand that savings does not mean investment. Savings are to be channelized towards productive venues called investments – given to corporates or government to invest to generate further earnings. When savings are turned into investments, they take the shape of some financial instrument – Equity, Bonds, Government Securities and others to transfer the funds from the savers to users (issuers of securities) who are expected to employ these savings to productive activities. Government and Central Bankers continuously focus on facilitating the conversion of savings into investments through creation of efficient and effective Financial Markets – wide range of products, ease of conversion, simplicity in transactions, safety in dealing, low cost and transparency in operations. Higher levels of savings and higher conversion of those savings in to investments are considered good for an economy. 5.3.3 Inflation (Consumer/Wholesale Price Indices) and Interest Rate Often people are heard saying that “things have become very expensive over a period of time”. How do things become expensive? What explains the rise in the price of general goods and services? Answer to that question is “Inflation”. Inflation is defined as the general increase in price levels of goods and services in the economy leading to an erosion of purchasing power of money. If Rs. 1000 was put away in a drawer, what would happen to the money after a year? Yes! It would be the same Rs. 1000 bill after a year, but it would buy lesser goods and services than what it would have fetched a year back as all goods and services would have become more expensive after a year. How much less Rs. 1000 would buy today in comparison to that of last year is a function of how expensive goods and services
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would have become over the period, which in turn is a function of prevailing inflation rate in the economy. Inflation can be caused by demand pull factors or cost push factors. An increase in the price of goods and services because demand being in excess of available supply, is called demand pull inflation. An increase in prices because of an increase in input costs is called cost-push inflation. To defuse the inflation, policy makers adopt several measures to reduce the demand or increase the supply or both. Generally, inflation is measured in two ways - at wholesale level in terms of Wholesale Price Index (WPI) and retail level in terms of Consumer Price Index (CPI). Typically, economists define a basket of products based on general consumption in the economy and compute its prices based on wholesale prices and retail prices defining WPI and CPI respectively. Statistics on WPI and CPI over several years provides trend in inflation numbers and feeds as important input for policy measures by both government and central banker. Further, interest and inflation are closely linked parameters. Higher inflation demands higher rates for people to get motivated to save. As they save more and consume less, consumption goes down. On the other hand, higher rates reduce the investments (high cost of capital) and may slow down the overall economy. Higher rates affect some sectors such as real estate and auto more intensely as of most the buying here by the middle class people happens through loans, which become expensive in higher rates scenario. Higher inflation reduces the discretionary income that people have and impacts their demand for products and services across the board. 5.3.4 Unemployment Rate Unemployment rate refers to the eligible and willing to work unemployed population of the country in percentage terms. During a slowdown in economies, unemployment rate rises and during an expansion phase, the unemployment rate falls as more jobs are created as production goes up. Higher employment means income, which improves the ability of people to spend, which implies potential growth in the economy. The reverse would be true for economy going through tough times and high unemployment rates. 5.3.5 Flows from Foreign Direct Investment (FDI) and Foreign Institutional Investors (FIIs) Foreign capital flows to a country can be either in active form known as Foreign Direct Investment (FDI) or passive form known as Foreign Portfolio Investment (FPI). In case of FDIs, investing entities participate in decision making and drive the businesses. However, Portfolio Investment, as name indicates is investment in markets – equity or bonds by the Foreign Portfolio Investors
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(FPIs) without any management participation. There are upper limits on the individual and combined holding by FPIs in the paid up capital of the Indian companies. FDI is welcomed by all the developing economies and has multiple benefits in addition to bring in capital to the country:    



Job creation New technologies New managerial skills New products and services



While FDI is long term in nature and stable money, FPIs money is considered as hot money as they can pull out the money at any time which could create systemic risk for the economy. 5.3.6 Fiscal Policies and their Impact on Economy Fiscal policy contains the measures of the Government which deal with its revenues and expenses. Fiscal measures are important in any economy because when government changes the measures of its income (primary source being taxation) and expenditure (education, healthcare, police, military forces, interest on borrowing, administrative machinery, welfare benefits etc.), it influences aggregate demand, supply, savings, investment and the overall economic activity in the country. Budgeted excess of Government’s expenditure over its revenues in a specific year is known as fiscal deficit, which is generally defined as a percentage of GDP. The fiscal deficit is bridged by the government through market borrowings, both short-term and long term. A large fiscal deficit, and consequently a higher borrowing by the government, will push up interest rates in the economy and make it difficult for corporate borrowers to access funds. A high interest rate environment is detrimental to economic growth. A country has trade and other contracts with entities abroad which results in receipts and payment of funds. These include payments for imports and receipts for exports, interest and dividend received and paid and other transfers from abroad. The current account balance is the difference between the receipts and the payments. A country may have a current account surplus (receipts > payments) or deficit (receipts 
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